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would oe decided in favour of the Commissioner, i r respect ive  of the 

form, nr..ure or substance of the t ransaction in question. This 

approach i s  r i s e  contrary to the accepted rules of in te rpre ta t ion  

Which are summarised in Chapter Eleven.

In the  r e s u l t ,  the  Court found th a t  the income of the  t r u s t  would 

have accrued to  and been received by the donee, and tnerefore  the

t r u s t  income would be deemed to be t h a t  of the donor, i e ,  the

taxpayer.. -

^  Secretary fo r  Inland Revenue v Sidley 1977 (4) 5A 913 (AD) the

taxpayer c rea ted  th ree  t r u s t s  ibr the benef i t  of his children.  In

terms of each t r u s t  deed he gave to the t rustees  RIO 000 to be held 

upon t r u s t  fo r  the purposes expressed in the deed. The t rus tees  did

not use the income of the t ru s t s  for the purposes se t  out in the 

deed, but withheld a port ion and cap i ta l ised  i t .  Consequently, 

relying on nect ion  7 (5 ) , the Secretary deemed the withheld income to 

i Lhe income of the Respondent. Counsel for the Respondent re l ied  

on the f a c t  t h a t  there  was a difference in wording between the t r u s t  

deed in Damper's case and th a t  in Sidley5s case.

In giving the judgment, Kotze OA referred to Corbett 's  JA judgment 

in Estate  Dempers, with which he agreed. Kotze JA adopted 

Corbett 's  JA reasoning and applied i t  to Sidley.
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In the  course of his judgment, a t  9 1 %  Kotze dA differed from the 

view of the Court a__guo„ which had held th a t  section 7 (5) 

contemplated a suspensive condition and not a resolutive  provision. 

He did so on the bas is  t h a t  t h i s  approach was erroneous and unduly 

technical in  s t r e s s in g  the form of the t r u s t  deed, rather than i t s  

substance. Kotze JA remarked t h a t  t h i s  approach was, in his view.

»
erroneous and unduly technical in s tre ss in g  the

form of clause 25 (of the t r u s t  deed) ra ther  than the 
substance thereof .  Viewed in a pract ical  manner clause 
25 i s  merely an administrative provision which 
determines th e  way in which the income of the t r u s t  
fund i s  to  be dea l t  with. In substance i t  provides 
t h a t  the net  income shall be devoted to the 
maintenance . . .  of the donee but th a t  he or they shall 
not receive i t  for  the said purposes until  the  
t r u s t e e s  decide in t h e i r  absolute discret ion not to 
withhold i t . "

Here again the  court  demonstrated tha t  i t s  approach is  to look at  

th e  underlying nature  of a transaction ra ther  than the form in which 

i t  i s  couched.

In Smith v CIR 1964 (1) SA 324 (AD) the Court had to consider the 

meaning of the  term "avoiding l i a b i l i t y "  in section 90, the 

precursor to  sect ion 103. The taxpayer had transferred  his shares in 

one company to another company, and had created a se r ies  of 

companies of which he was the ultimate con tro l le r .  But for  the
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t ransac t ion  dividends would have accrued to him, and not to the 

companies. I t  was common cause th a t  the transaction was abnormal, 

and t h a t  his  purpose was to  reduce his l i a b i l i t y  to tax. The 

taxpayer was held taxable on the dividends. The Court held th a t  

"avoiding l i a b i l i t y ' '  means to  get but of the way o f ,  to escape or 

prevent an antic ipated  l i a b i l i t y .  This means th a t the alienation or 

disposal  of any a s se t s ,  or any other transaction in terms of which 

income which would otherwise have accrued to the taxpayer accrues to 

a t h i r d  par ty ,  could be regarded as having the e f fec t  of avoiding, 

postponing or reducing l i a b i l i t y  to tax, although the taxpayer had 

no r ig h t  to  and would receive no benefi t  from the income. The Court 

held t h a t  th e  narrower reasoning in CIR v King 1947 (2) SA 196 (AD) 

did not apply, and t h a t  the dictum in ITC 963 24 SATC 705 was 

inco rrec t .  In ITC 963 the taxpayer had transferred funds from the 

Republic to  South West Africa and had invested them there so that  

the income accrued from a source outside the Republic. I t  was held 

th a t  by doing so the  taxpayer did not avoid l i a b i l i t y  for  tax. These 

decisions should be compared with the Australian and New Zealand 

decisions On the same issue in regard to Section__260 of the 

Australian Act and Section 108 of the New Zealand Act, as reported 

in Newton v COT [1958] 2 All EP. 759 (PC) a t  763 F -  S; Margin v IRC 

[1971] 1 All ER 179 (PC) a t  189 H.

In SIR v Gallagher 1978 (2) SA 463 (AD) the taxpayer embarked on a 

scheme designed to save es ta te  duty, which incidentally  resulted in
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the saving of income tax .  In terms of the scheme he disposed of his 

shareholdings on the JSE and in a private  company to a company 

contro l led  by t r u s t s  fo r  the benefi t  of his children. The Revenue

was unable to show th a t  the saving of income tax was the sole or one 

of the  main purposes of the scheme. The Court held th a t  in 

determining the  objec t  of a scheme a subjective t e s t  must be 

applied. On t h i s  basis the Court was sa t i s f ie d  on the evidence th a t  

the sub ject ive  purpose of the scheme was to reduce e s ta te  duty, 

having regard to  th e  stock market trends and the nature of the 

Respondent's work. In embarking on the scheme he had been advised by 

his at torney th a t  there would be no saving of income tax,  although 

in the r e s u l t  the income tax he paid was less  than i t  would have 

been but f o r  the  scheme. As a r e su l t ,  section 103(1) was amended 

with e f f e c t  in respect  of the years of assessment ending on or a f te r  

1 January 1979. The case is  important, because i t  should be compared 

with the r e s u l t  in Ovenstone, infra

In Hick!in v SIR 1980 (1) SA 481 (A) the taxpayer and others owned 

shares in Reklame Bestuur (Edrns) Bpk, a dormant company, which had 

undis t r ibu ted  p r o f i t s .  The company had managed the a f f a i r s  of an 

adver t is ing  company. In due course Reklame sold i t s  business and 

b u i l t  up a non-di s t r ibu tab le  reserve. The appellant  and his 

co-shareholders decided not to declare dividends, because of the tax 

th a t  would a t t r a c t ,  but sold th e i r  shares to Ryan Nigel a t  a s l ig h t  

discount. The l a t t e r  then effected a "dividend-strip". The Secretary
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sought to  apply section 103(1) and endeavoured to assess the

taxpayer to tax on a portion of the dividends received by Ryan Nigel.

In regard to  t h i s  se r ies  of transactions the Court held:

^he l i a b i l i t y  of Appellant and the other 
shareholders to  tax on Reklame' s d is t r ibu tab le
p r o f i t s ,  a lb e i t  a l i a b i l i t y  contingent upon th e i r  
declaring those dividends, was c lear ly  'an anticipated 
l i a b i l i t y  within the contemplation of section 103(1).
After a l l  they were always mindful t h a t  something 
unforeseen might occur th a t  would compel them to
declare them as dividends and incur the ensuing tax 
l i a b i l i t y ,  as ,  for  example, the early death of one of 
them. And, as will presently appear, the poss ib i l i ty  
of some such contingency occurring was su f f ic ien t ly  
proximate and pressing to induce them to se l l  th e i r  
shares under the  RN agreement in order ' to  get out out 
of the way of ,  escape or prevent* such l i a b i l i t y  from
f a l l i n g  on them. The RN agreement undoubtedly had the
e f f e c t  of avoiding tha t  anticipated tax l i a b i l i t y  of 
t h e i r s . "

The Court held t h a t  a l i a b i l i t y  for  tax may vary from an imminent,

cer ta in  prospect  to some vague, remote p o ss ib i l i ty .  I t  found i t  was

unnecessary to decide whether a l ine  should be drawn somewhere along 

th a t  range of meanings in order to delimit the connotation of an 

"ant ic ipated  l i a b i l i t y " .  This decision highlights the wil lingness of 

the courts  to  Ignore, with respect ,  the separate legal personali ty 

of a corporate  body. I t  demonstrates the undertainty which th is

approach c re a te s ,  where the court i t s e l f  i s  unable to draw the l ine

between an “anticipated" or a "contingent" l i a b i l i t y  and avoids the 

d i f f i c u l t y  by finding i t  not necessary to resolve the point.
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The te s t  o f normality under section 103(1) was expressed by Trollip

JA in Hi del in v SIR (supra) as follows:

A few preliminary observations about paras ( i)  and 
( n )  of the sub-section. When the ' t ransac t ion ,  
operation or scheme' i s  an agreement, as in the 
present  case ,  i t  i s  important, I think, to determine 
f i r s t  whether i t  was one concluded ‘a t  arm s length ' .  
That i s  the c r i t e r io n  postulated in para ( i i ). For 
‘dealing a t  arm's length' is a useful and often easily 
determinable premise from which to s t a r t  the enquiry. 
I t  connotes that each party i s  independent of the 
o ther  and, in so dealing, will s t r ive  to get the 
utmost possible advantage out of the transaction for 
himself .  Indeed, in the Afrikaans t e x t  the 
corresponding phrase is  ‘die u i te r s te  voorwaardes 
bed ing ' . Hence, in an arm's length agreement the 
r ig h ts  and obligations i t  creates are more l ike ly  to 
be regarded as normal than abnormal in the sense 
envisaged by para ( i i ) .  And the means or manner 
employed in entering into i t  or carrying i t  out are 
a lso  more l ike ly  to  be normal than abnormal in the 
sense envisaged by para (” ). The next observation is  
t h a t ,  when considering the normality of the rights or 
ob l iga t ions  so created or of the means or manner so 
employed, due regard has to be paid to the surrounding 
circumstances. As already pointed out section 103(1) 
i t s e l f  postulates  tha t .  Thus, what may be normal 
because of the presence of circumstances surrounding 
the  enter ing into or carrying out of an agreement in 
one case may be abnormal in an agreement of the same 
nature in another case because of the absence of such 
circumstances. The l a s t  observation i s  ^

m m
( a t  p 494 to 495).

Meyerowitz suggests ,  a t  582 note 15, th a t  i f  the evidence in HidQin
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a ' 1 MS n0t 1n the contemplation of the shareholders t< 
declare dividends in any foreseeable circumstances, i t  could not b<

said th a t  the  disposal of the shares and the declaration of dividenc

caused by the new shareholder had the e f fec t  of avoiding tax. While

th i s  would be co rrec t  i t  would be an unrea l is t ic  proposit ion. An

“an t ic ipa ted"  l i a b i l i t y  is  more i . i n e n t  than a "contingent"

l i a b i l i t y .  The Court t rea ted  the two concepts as synonymous, which

is  evident from the way i t  used the words interchangeably in the
quotati  on.

Broomberg advises th a t  where a transaction i s  proposed which would 

have the e f f e c t  of avoiding tax, and the taxpayer re l ies  on the t e s t  

of normality to defeat  an attack by the Commissioner, he should be 

able to  account fo r  "each r igh t  and each obligation created by the 

t ran sac t ion ,  by way of providing a sound business purpose for such 

r ig h t  or o b l ig a t io n ”. Tax Strategy p 213. In other words, the 

taxpayer should t e s t  the provisions of the agreement against 

commercial expediency and commercial normality in determining 

whether i t  would stand up to an attack by the Commissioner or not. 

Broomberg s t a t e s ,  with respect ,  correct ly ,  tha t  the scheme should be 

adequately supported, by executing the documents tha t  would be 

required in a commercial arm's-length transaction,  such as an 

agreement of  lease ,  even i f  th is  leads to payment of stamp duty, 

ra the r  than by simply recording an occupancy between two companies 

in a group by way of a lease in the minutes of the board of
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*7'"' "•""" • — »»" - . . .
w a one would do nowadays In the United Kingdom so as to place a
scheme beyond a t tack .

m O v a n s t o ^ ^ s i R  1980 (2) SA 721 (AO, the taxpayer had been 

advised in 1966 to se l l  shares in a South West African company, 

Scot!,  Investments (Pty) Ltd, to a t r u s t  he was to create ,  the

purchase p r ice  of which would be In te res t - f ree .  His purpose was to 

save e s t a t e  duty. At the time the dividends on the shares were

exempt from income tax in South Africa because they emanated from a

source in SWA, and by v ir tue  of section 1 0  (1) (k ) o f  the income Tax 

Act No 58 of 1962. He implemented the scheme in 1969, because 

dividends on the shares would become taxable in South Africa because 

of an amendment to Act 58 of 1962.

On the evidence the  Court found tha t  i t  was the announcement of 

Parl iament 's  in tent ion  to repeal the exemption from income tax on

dividends received from SWA companies which galvanised the appellant 

into  ac t ion .  I t  found th a t  although his sole purpose in formulating 

the scheme was the saving of es ta te  duty, an additional purpose of 

avoiding the  an t ic ipa ted  l i a b i l i t y  for income tax on the dividends 

became the o ther  main purpose when he hurriedly carried out the 

scheme in 1969. As the taxpayer was unable to discharge the onus of 

showing t h a t  the avoidance of income tax was not one of his main 

purposes, he f a i l e d  to avoid the net cast  by section 103.
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I t  was held, by Troll Ip JA, at 732 E, that:

A fa c t  which emerges from ^enstone'_s case Is that although the 

appellant made a loan to his minor sons, which was repayable, and on 

which in te r e s t  had to be paid at the rate the bank charged the 

taxpayer, the Court concluded that the transaction was not a wholly 

business, commercial or at arm's-length transaction without any 

element of bounty* The Court found tha t  because he asked for  no 

Security fo r  the loans, and because the terms of repayment of the 

loans and i n t e r e s t  were vague, i t  being a "family t rasaction" 

counted aga ins t  the taxpayer. The Court went on to find th a t  the 

ra te  of in terest was unduly favourable. I t  reached th is  conclusion 

because no evidence was adduced to prove i t  was the ordinary, full  

or fa ir  r a t e  for loans of th a t  kind prevailing a t  th a t  time. This 

case demonstrates the lengths to which a court will go in analysing 

a t r a n sac t io n ,  and in leg is la t in g  jud ic ia l ly  to meet the case.

In Secretary for  Inland Revenue v Safranmark (Pty) Ltd 1982 (1) SA 

113 (AD) the Respondent held a franchise from Kentucky Fried Chicken 

SA Ltd to prepare and se ll f r ied  chicken in the manner specified by
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Kentucky. I t  was obliged by Kentucky to follow and adhere to  a 

procedure from the time the raw chicken was received unt i l  the f r ied  

chicken was sold to the customer. The procedure involved the use of 

ce r ta in  ingred ien ts ,  plant  and machinery, and was intended to re su l t  

in f r i e d  chicken a l l  having the same t a s te ,  tenderness and brownish 

appearance. I t  claimed to deduct the "machinery i n i t i a l  allowance" 

in terms of sect ion 12(1) of Act No 1958 of 1962, and the "machinery 

investment allowance" in terms of section 12(2) of the Act. The 

question before the Court was whether the operations conducted by 

the Respondent could be said to be a "process of manufacture".

The Commissioner contended th a t  the process did not resu l t  m any 

subs tant ia l  or essentia l  change in the main ingredient , because the 

f r ied  chicken was s t i l l  chicken, and tha t  the procedures and 

operations in s i s ted  upon re la ted  to  quality control and not to the 

production of a manufactured a r t i c l e .

The Court upheld the Respondent's argument, namely, that  as the 

ingredients  ceased to  re ta in  t h e i r  individual qu a l i t ie s  and, upon 

completion of the  process, a d i f fe ren t  compound substance having a 

special qual i ty  had been produced, th i s  const i tu ted a process of

manufacture.

The minori ty, per Corbett JA.  dissenting,  held th a t  the operation 

H,-a . . s u i t  in the production of an object or thing which was
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e s se n t ia l ly  d i f f e r e n t  from the materials or components. Corbett JA 

found th a t  there  was a change in the u t i l i t y ,  because people eat  

cooked chicken and, generally speaking, do not eax raw chicken. He 

concluded th a t  the phrase "process of manufacture" did not 

comprehend the production of cooked pieces of chicken from raw 

pieces of chicken.

At 116 E to  G Corbett JA l e f t  l i t t l e  room for doubt as to how he 

regarded the  undisputed fac ts  of the case. He held:

" . . .  In my opinion, however, the evidence . . .  should 
not be allowed to obfuscate one's perception of what 
appears to me to be a re la t ive ly  straightforward 
cooking p ro ce ss . "

In sh o r t ,  he held th a t  a Court is  not bound by the evidence o- the 

f a c t s ,  but i s  e n t i t l e d  to look behind the facts  and to subs t i tu te  

i t s  view of the  matter fo r  the fac ts  admitted or  proved in the 

l i t i g a t i o n .  Safranmark does not fa l l  within a "form" and "substance" 

type of s i tu a t io n ,  but the decision is  important because i t  

demonstrates, in the majority judgment, what I would c lass i fy  as the 

t r a d i t i o n a l .  Lord Cairns'  laissez__j[aire approach, whils t  the 

minority judgment of Corbett JA lends support to the "mischief or 

Par l iament 's  "unexpressed wish" type of approach. I t  also ra ises  the 

novel ju r isp ruden t ia l  i ssue ,  namely, whether a court is  obliged to 

have regard to  the  evidence before i t  or not.
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With respec t ,  the approach of Corbett JA is  not sound: one would not 

use iron ore out of which to mould a motor car, but the ore has to 

be smelted to make s t e e l ,  and th a t  would be used to make the car. 

The u t i l i t y '  of iron ore for  constructing a motor vehicle is  n i l ,  

so i t s  form has to be changed. The change in u t i l i t y  would c lass ify  

the process as one of manufacture or not. However, i f  one adopts a 

t e s t  of u t i l i t y ,  i t  i s  impossible to determine the degree of change 

in u t i l i t y  which would, in one case, amount to a process of

manufacture, and in another case, would not. In te res t ing ly ,  his 

decision in Safranmark should be compared with his finding in Blue 

Circle Cement v Commissioner for Inland Revenue 1984(2) SA 764 (AD), 

where he held tha t  a railway l ine  extension, connecting the 

Appellant 's  limestone deposits to i t s  cement factory , constituted 

"plant" in the context of section 12(1) and (2). He found th a t  as 

the process of manufacture commenced when the limestone was blasted 

and mined, the  connecting ra i l  link was in the nature of p lant .

Ip Commissioner for Inland Revenue v Louw, 1983 (3) SA 551 (AD) the 

taxpayer was one of a number of partners in a partnership of

consulting engineers. The partners decided to incorporate the 

practice, and did so by se llin g  the partnership to a company. The

purchase price was to be paid to the partners by way of an allotment

of shares, and by crediting loan accounts 1n their names In the 

books of the company. The loan accounts were not to carry Interest,
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and would be repayable when the Financial position of the company 

permitted. Shareholders agreements dealing with membership o f  the 

company, t r a n s fe r  of shares, sa lar ies  and directors  fees were

e n t e r e d  i n t o .  Thus Far the case  was much the  same as Geastyn, supra. 

I t  l a t e r  became a p p a r e n t  t h a t  th e  company was lending l a r g e  amounts 

each y e a r  t o  the  d i r e c t o r s .  The amounts received by the directors  by 

way of  s a l a r y  and d iv idends  were less a f t e r  incorporation of the 

p r a c t i c e  t h a n  t h e i r  incomes had been before incorporation. The 

amount which the  Respondent received was su f f ic ien t  to  meet his 

normal l iv in g  c o s t s ,  w h i l s t  t h e  amount he would normally have saved 

was advanced t o  him by way o f  a loan by the company. The loans were 

made from t h e  cash  r e s e r v e s  o f  the  company which were surplus to i t s

r e q u i r e m e n t s . The loans  were in te res t  t ree  and no securi ty was

requiifd.

On appeal, the  court held in relation to the issue as to normality,

t h a t  t h e  incorporation was n o t  abnormal, and was not affected by the 

p r o v i s i o n s  of sect ion 103. However, the Court held tha t  the 

provision of income to  the directors by way of loan accounts was 

abnormal; But for  the loans the salary and dividends paid to them 

would have been greater .  I t  held that  the granting of loans had the 

e f f e c t  of avoiding or postponing l i a b i l i t y  for income tax ,  so 

section 103 was applicable to  the directors  loans. I t  i s  important 

to note th a t  this  was not even an issue on the appeal, y e t  the

appel la te  Division chose, of i t s  own vol i t ion ,  to investigate  th i s
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issue and to reach th is finding. The case again demonstrates th;

w illingness of the Courts to impose a l i a b i l i t y  for taxation where 

the matter was not even an issue.

In Commissioner for Inland Revenue v Nemojim 1983 (4) SA 929 (AD) 

the taxpayer purchased dormant companies with substantial  cash 

reserves avai lab le  for distribution. The company would declare a 
dividend, d i s t r ib u t in g  the to ta l  cash reserve as soon as the shares 

had been transferred into the name of the Respondent, which would 

then se l l  the  shares in the str ipped company. The dividend and the 

resa le  pr ice  of the shares const ituted the proceeds of the 

t ransac t ion  as a whole. In each case the dividends const i tu ted  by 

far the major component, and was a sine qua non to the p ro f i ta b i l i ty  

of the  t r an sac t ion .  The receip t  of the dividend was planned to take 

place immediately a f t e r  the t ransfe r  of the shares. The issue was 

whether the Respondent was e n t i t l e d ,  in calculating i t s  taxable 

income, to  deduct the cost of acquisi tion of the shares from the 

income derived by i t  fror the sale  of shares. I f  i t  could do so, i t  

would be e n titled  to  claim a substantial loss on the overall 

transaction, because the cost of acquisition was always 

substantia lly  greater than the price realised on resale of the 

shares; furthermore, the dividends “stripped" from the purchased 

company would be exempt from tax in terms of section 10(1 I lk) of the

Act.
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Adopting the t e s t  l a id  down by Schreiner JA in Commissioner for 

Inland Revenue v Genn & Co (Pty) Ltd. 1955 (3) SA 293 (AD) a t  299 G -

in deciding how the expenditure should properly 
be regarded the Court clearly has to assess the 
closeness of the connection between the expenditure 
and the income-earning operations, having regard both
to the purposes of the expenditure and to what i t  
ac tua l ly  e f f e c t s . . . "

Corbett JA held tha'" the expenditure incurred by Nemojim in the 

acquis i t ion  of shares had a dual purpose, on the one hand being the 

r ec e ip t  of  moneys on resa le ,  which would const i tu te  income, and on 

the other  hand, the  receipt  of a dividend, which would not 

c o n s t i tu t e  income, but would be exempt income. He held:

"I would fu r th e r  emphasise th a t  in each case the 
r ec e ip t  of the  dividend was no adventitious event. I t  
was something planned by Nemojim to take place 
immediately a f t e r  i t  had taken t ransfer  of the shares.
After  t r an s fe r  Nemojim as sole shareholder had the 
unquestionable power to cause such a dividend to be 
declared.  And, apart from being a sine qua non to the 
p r o f i t a b i l i t y  of the transaction,  the dividend was 
generally needed and usrd by Nemojim to pay the 
purchase price  of the shares acquired by i t .

Having found agains t  Nemojim on the "dividend str ipping",  the court  

went on to  allow a portion of the expenditure based on a formula 

which would allow a deduction for tha t  portion of the expenditure 

incurred in earning income on a resale of the shares. This finding 

k.  with what Hoexter JA held, in a minority
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judgment, in GIR v Rand Selections Corporation Ltd 1956 (3) SA 124 

D. He found in th a t  case th a t  there was a single purchase of shares 

with t h e i r  p o t e n t i a l i t i e s .  While one would purchase shares with 

the i r  income producing p o te n t i a l i t i e s  in mind, th a t  was d i f fe ren t  

from saying th a t  a portion of the purchase price of shares i s  to be 

a l loca ted  to the dividends th a t  may be declared from time to time.

While accepting th a t  King1s case supports the proposition th a t  where 

shares in respect  of which a dividend is  due to be d is t r ibuted  are 

sold i t  cannot be said th a t  the se l l e r  i s  divesting himself of 

income which was in r e a l i t y  h i s ,  Corbett JA held tha t  those cases 

did not apply to Nemojim, but that the te s t  of "closeness" in Gennfs 

case applied.  The Court distinguished the decision in Umtali Finance 

(Ptvl Ltd v commissioner of Taxes, 1962 (3) SA 281 (FC), which had 

relied  on CIR v Forrest 8 TC 704 and on the decision of the House of 

Lords in G riffiths v J P Harrison (Watford) Ltd, (supra). The Court 

distinguished Harrison on the basis i t  did not have any relevance to 

the issues in Nemojim, th is  notwithstanding the fac t  tha t  the cases 

were, on the fa c ts , on "all fours" with one another. In rejecting  

the findings in these cases Corbett JA simply held that he was not 

persuaded by them. He did not, as one would have expected, se t out a 

reasoned analysis as to why the findings in those cases were

incorrec t .

The rejection by Corbett JA of the finding by the House of Lords 1n
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Harrison that the exercise of share dealing and stripping was

trading i s ,  with respect, d i f f i c u l t  to understand. In fact he found 

to  the contrary in Nemojim. I f  i t  was not trading, what was it?

Furthermore, i f  one accepts that dividend stripping was, in the

circumstances, a trading operation, the stock in trade could only be 

the shares which are bought and so ld , with their p o t e n t ia l i t ie s ,  so 

the fa c t  that a dividend i s ,  by s ta tu te ,  not "income" but "exempt 

income", i s  irrelevant. The taxpayer traded in shares. The

expenditure was incurred to acquire the shares, not the dividends. 

The taxpayer bought the shares and sold the shares. The income as 

defined was earned from the sale of the shares, admittedly a fter  the 

strip  had been done. The fact  that dividends do not constitu te  

"Income" i s  not a matter for the courts to  le g is la t e  for* but 

Parliament should deal with that is su e ,  as i t  has done.

In regard to the valuation of the "trading stock", the Court found 

that the accounting methods indicated by sec t jon_22 could only be 

applied with "adaptation". Corbett JA found i t  was necessary to 

adapt section  22 . on the grounds that as section l l t a ) and 2310  

required the apportionment of expenditure, apportionment could not 

be negated by the provisions of sec t io n _ 2 2 . Corbett JA held, 

therefore , that i t  would be necessary to adapt sec tio n i g .  but that 

"no great deviation would be ca lled  for". Consequently, the Court 

held that expenditure incurred in the acquisition of shares relating  

to  companies where divider ' " - " P in g  occurred should be apportioned
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accordance with a formula which the Court devised. In jus t i fy ing  the 

r e s u l t ,  Corbett JA expressed the following view:

" I t ( has been said tha t  ' there  i s  no equity about a 
t a x ' .  While th i s  may in many instances be a relevant  
guiding pr inciple  in the in te rp re ta t ion  of fiscal  
l e g i s l a t io n ,  there i s  nevertheless a measure of 
s a t i s fac t io n  to be gained from a r e su l t  which seems 
equitab le ,  both from the point of view of the taxpayer 
and from the point of view of the f iscus .  And i t  may 
f a i r l y  be inferred th a t  such a r e su l t  i s  in conformity 
with the intention of the leg is la tu re .  An acceptance 
of the case put forward by Nemojim would in 
circumstances such as these hiv.  the e f fe c t  of 
permitt ing a taxpayer who is  carry • :g on a prof i tab le  
business to  accumulate £?irmous annual assessed 
lo sse s ,  which from a financia; and accounting point of 
view can only be described -s f i c t i t i o u s .  This could 
not have been what Parliament intended. I t  i s  true 
th a t  an amendment to the Act, which took e f fe c t  on 
2 October 1981 (section 8D) may render a scheme of 
dividend s t r ipping ,  such as was embarked upon in th is  
case ,  ineffect ive  in th a t  the taxpayer will be taxable 
on the dividends received, but I do not consider that  
t h i s  amendment in any way effects  the in terpreta t ion 
to  be placed on the Act as i t  was when the assessments 
under review were made."

The use by Corbett JA of the quotation "there i s  no equity about a 

tax" is  i ron ic  ! That phrase was coined, as I have shown, to j u s t i f y  

the s t r i c t ,  l e g a l i s t i c  approach to in te rpre ta t ion  - i f  one's case 

did not f a l l  within the s ta tu te  one escaped l i a b i l i t y  for  tax. (See 

Rowlatt J in Cape Brandy Syndicate a t  p .8, supra.) Corbett JA 

turned the phrase on i t s  head to ju s t i fy  a f ine piece of jud ic ia l  

l e g i s l a t i o n :  the s t a tu te  being de f ic ien t ,  the judicial  mind would 

adapt i t  to meet the need postulated by the court 1
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With respect  to Corbett 0A, his approach to section—22_ and the 

j u s t i f i c a t i o n  he advanced for  i t  i s  no more than judic ia l  

l eg i s la t ion  based on a personal prejudice. In my view he went f a r  

outside any recognised canon of in te rp re ta t ion .  Similarly,  his 

approach to the purchase of a share as being the purchase of an 

imminent dividend cuts across a l l  company law pr inc ip les ,  the 

essence of which is  se t  out by Windeyer J in FCT v Casuarina 

( supra). I t  i s  a principle of law that a company has a separate 

legal personality, even i f  i t  i s  controlled by a single  shareholder. 

As was held by Windeyer J in Casuarina (supra):

"A proprietary company may well seem to be, in

MMwith i t s  pract ical  obedience to o rders . . . .

To approach questions of income tax on the basis that the company is  

a facade, or that a sale is  a loan or a donation, w i l l ,  in the long 

run, cut across the principles of the law and render them useless.

in essence, what Corbett JA held in regard to se c t iq n_22., was that  

he was not bound b" the clear and unambiguous wording of the section
i  _ j  a. ^  1 a i » 4- m r \ i  I
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The approach of Corbett JA in Nemojim should be constrasted with his 

a t t i tu d e  to the separation of corporate personali ty from th a t  of the 

shareholders as se t  out in Standard Bank of SA Limited—v—Ocean, 

Commodities Incorporated 1983 (1) SA 276 (AD) a t  288, where he 

re-affirmed th a t  a share in a company consists of a bundle, or 

conglomerate, of  personal r ights  e n t i t l in g  the holder to a certain  

in te r e s t  in the company, i t s  assets  and dividends.

The approach in Nemojim endorses the approach to judge-made law, so 

eloquently advocated for by Lord Seaman in Furniss v.Dawson, where

he held:

■
■FmmH. "
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In Furniss Lord Roskill sought to d i f f e r  from the law as expressed 

in Duke of Westminster, rebuking the judges of f i r s t  instance as 

f o l 1ows:

" I t  i s  perhaps worth recal l ing the warning givens 
a lb e i t  in another context by Lord Atkin» who himself 
dissented in the Duke of Westminster's case, in United 
Australia  Ltd v Barclays Bank Ltd LlM0]4 All ER~20 a t  
37";T i m T W T ^ m '  ' When these ghosts of the past  
stand in the path of ju s t i c e ,  clanking the i r  mediaeval 
chains, the proper course for  the judge is  to pass 
through them undeterred*1 1936, a bare half  century 
ago, cannot be described as part  of the Middle Ages 
but the ghost of the Duke of Westminister and of his 
transac t ion ,  be i t  noted a single and n o t a  composite 
t ransaction,  with his gardener and with other members 
of his s ta f  ' has haunted the administration of th is  
branch of the law for  too long. I confess tha t  I had 
hoped th a t  th a t  ghost might have found quietude with 
the decisions in Ramsay and in Burmah. Unhappily i t  
has not. Perhaps the decision of th is  House in these 
appeals will now suff ice  as exorcism.

I t  may be argued th a t  the process of judge-made law in South Africa 

Is p a r t  of a process of moving forward from the 1940 s (,P3ndl_es 

Brothers)  to  the 1980's (Nemojim). This i s  what Lord Roskill would 

contend. With respect ,  and for  the reasons se t  out in th is  

d i s s e r t a t io n ,  I disagree with th i s  approach. I t  has never been the 

function of South African judges to make law. They must in te rp re t  

what they f ind. The law must be cer ta in  order to be e ffec t ive .  This 

cannot occur where the whim or fancy of a judge will determine the 

outcome, qui te  apart  from the fac t  th a t  the "separation of powers" 

doctr ine  teaches us th a t  the office of law-giver should not coincide

w.th th a t  of the judge.
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jlSSgJIjH the Court had to find a jur isprudentia l  basis for  an 

apportionment of expense, as the Income Tax Act No 58 of 1962 makes 

no provision for  th i s .  The Court found, with rel iance on Borstlap v 

SBI_ 1981 (4) SA 836 (AD) and other cases, tha t  i t s  approach was a 

p rac t ica l  solution" to an otherwise " in tractable  problem". With 

respect ,  where the taxing a c t  does not provide for some or other 

so lu t ion ,  the Act should be in terpreted contra fiscum, and i f  the 

taxpayer scores .  Parliament is  e n t i t le d  to remedy the s i tua t ion .

In his judgment Corbett JA distinguished not only Umtall Finance but 

also G r i f f i th s  and Patcorp. His reasons are hard to f ind,  but 

general ly they r e l a te ,  in the l a s t  two cases, to the nature and 

wording of the United Kingdom and Australian taxing ac ts ,  whereas, 

on the f a c t s ,  the Issues which arose in those cases rela ted to the 

question whether a trade was being carr ied on, and i f  so cer tain  

deductions or rebates were permissible. As I have pointed out no 

ground for  distinguishing Umtaii was adduced, other than tha t  the 

learned judge was "not persuaded" by i t .

In CIR v De Beers Holdings (Pty) Ltd 1984 (3) SA 286 (T) the 

taxpayer had embarked on a l iquidation and str ipping operation which 

was never f in a l ly  implemented. Several years passed, a f t e r  which, as 

a r e s u l t  of a ruling by Inland Revenue, the l iquidation of EHSA was 

re-considered. A new scheme was evolved. A number of steps were 

taken, the end resu l t  of which was tha t  the taxpayer sold the shares
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i t  held in EHSA f o r  Rl, having paid R4 158 947 for  the shares six 

years previously,  and in the meantime stripped out a dividend in the 

form of the reduction of c a p i t a l . I t  was common cause th a t  the 

taxpayer was a share dealer ,  and the shares were held as stock in 

t rade .  I f  the original  scheme had been implemented the taxpayer 

would have received a d is t r ibu t ion  in l iquidation which would have 

been taxable .

The question Was, therefore, whether the amount paid to acquire the 

shares was expenditure in the production of "income" derived from 

the taxpayer 's  t rade .

Goldstone J approached the case on the basis that  Nemojim applied, 

although De Beers had not embarked upon a "dividend stripping" 

exercise of the  nature in Nemojim. He found tha t  when the shares 

were purchased i t  was intended to carry out a s t r i p  and 

d i s t r ib u t io n .  I t  was never intended to sel l  the shares. The assets 

subsequently were received by the taxpayer as a reduction of 

c a p i t a l ,  and on th a t  basis ,  the form but not the substance changed. 

He held th a t  the substance was the s tr ipping of assets  and 

d i s t r ib u t io n ,  whatever form tha t  might taken. The original intention 

was accordingly carr ied  out.

With respec t ,  Goldstone J (with whom Irving Steyn and Flemming JJ 

concurred) approached the matter Incorrectly. I have already set out
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my c r i t ic i sm  of Nemojim, so I do not repeat th a t ,  but there are 

other points .  On the basis of Ovenstone the original intention was 

i r r e le v a n t .  Once the shares were acquired as trading s tock , and were 

brought to account each year ,  they remained trading stock. This was 

common cause. Goldstone J did not even deal with the Respondent's 

contention th a t  shares are purchased "with all  th e i r  

p o t e n t i a l i t i e s " ,  relying simply on Corbett JA in Nemojim. He did so 

notwithstanding his finding th a t  the facts  in the two cases were 

mater ia l ly  d i f fe ren t  (at  2920). He appeared to rely on the fac t  tha t  

the original scheme (which was never implemented) was not aimed a t  a 

tax advantage, nor was there an intention to obtain a commercial 

p r o f i t .  He went on to find th a t  as the expenditure in question had 

yielded a reduction of c ap i ta l ,  which was not taxable and did not 

c o n s t i tu te  “income", the expenditure could not be allowed. As I have 

pointed out in re la t ion to Nemojim, th is  ignores the question as to 

what i t  was th a t  was purchased and what was sold. Granted, i t  may be 

unfa i r  th a t  the rec ip ien t  should not be taxed, but then the s ta tu te  

should be amended,

The other point which emerges from De Beers i s  tha t  the expenditure 

allowed in one year in respect of the acquisition of the shares 

could not be reversed l a t e r  on. In terms of section 22 iu must be 

carried forward to the next year as the opening stock, at the value 

determined for i t  under s e c t ion.. 22. An issue on appeal will be 

whether, and the extent to which, the adaptation of section 22

adopted in Nemojim, should apply.
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■"he De Beers case highlights the uncertainty which confronts an 

ordinary investor  who buys shares as trading stock and l a t e r  

receives a dividend, e i ther  fo r  commercial reasons or in order to 

circumvent sect ion 38 of the Companies Act, No 61 of 1973. I f  

assessed on the basis of De Beers the investor would be in some 

d i f f ic u l ty :  would he be allowed to claim a deduction ?

In Glen Anil Development Corporation Ltd v SIR, supra, the  Court 

gave a wide in te rp re ta t ion  to Section 103(2) as i t  then stood. I t  

found th a t  i t  was not necessary th a t  there should be any change in 

shareholding in the company with the assessed lo ss ,  but as long as 

the company i s  affected by or i s  concerned with any agreement 

entered in to  fo r  the purpose of avoiding tax, the section would 

become operative,  even though the change in shareholding took place 

in another company which held shares in a subsidiary,  which in turn 
held the shares in the company with the assessed loss.

Broomberg points out that in those cases where the taxpayer has 
f a i l e d  to discharge the onus of proving a non-tax avoidance purpose 

behind the transaction relating to the acquisition of a company with 
an assessed loss, a tell-tale sign has been present. This has been 
t h a t  the purchase consideration paid by the taxpayer for the shares 
in the assessed loss company i s  more than the shares are worth, if 
one has regard to the net asset value of the company or its income 
earning po ten t ia l .  The only reason for  the extra payment would be.
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in the normal course, to pay for  the tax benefi t  of the assessed 

loss* A s im ila r  t e l l - t a l e  sign has been present in the "dividend 

s t r ipping"  cases decided in the United Kingdom.

Broomberg, 218-219, points out tha t  in S A Bazaars (Pty) Ltd v CiR 

1952 (4) SA 505 (AD) and in New Urban Properties Ltd v SIR 1966 (1) 

SA 217 (AD) i t  was held t h a t  i f  there  has been a change in 

shareholding or an agreement . n re la t ion  to any company which 

renders the company l iab le  to a t tack under Section 103(2), then any 

income accruing to the company as a re su l t  of the transaction in 

question will be regarded as "tainted" income, and i t  cannot be se t  

o ff  agains t  the assessed loss  of the company. I f  the company does 

not earn any "untainted" income for the whole of the year ,  then the 

assessed loss  of the company is  i r re t r ievab ly  lo s t .  Consequently, he 

advises th a t  a contract  which involves a change in shareholding in a 

company with an assessed loss must make provision for the company to 

remain in possession of some pre-exist ing assets  which are capable 

of generating "untainted" income. In t h i s  way the assessed loss will 

be preserved by reason of the continued flow of "untainted" income.

I f  the main purpose of the transaction i s  to obtain the benefi t  of 

the company's a s se t s ,  goodwill, trademarks, permits, or the l ik e ,  so 

t h a t  there  i s  a business or commercial reason for  the agreement or 

change of shareholding, the fac t  th a t  the assessed loss was taken 

a rr rnunt  as a subsidiary or secondary consideration would not
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in the normal course, to pay for  the tax benefi t  

lo ss .  A s im ila r  t e l l - t a l e  sign has been present in the "dividend 

s t r ipping"  cases decided in the United Kingdom,

Broornberg, 218-219, points out th a t  in S A Ba? ■ (Pty) Ltd v CIR 

1952 (4) SA 505 (AD) and in New Urban Propertie ctd v SIR 1966 (1) 

SA 217 (AD) i t  was held th a t  i f  there has been a change in 

shareholding or an agreement in relation to any company which 

renders the company l ia b le  to attack under Section 103(2), then any 

income accruing to  the company as a r e su l t  of the transaction in 

question wil l be regarded as "tainted" income, and i t  cannot be se t  

o f f  aga ins t  the assessed loss of the company. I f  the company does 

not earn any "untainted" income for  the whole of the year ,  then the 

assessed loss  of the company is  irretrievably l o s t .  Consequently, he 

advises t h a t  a contract  which involves a change in shareholding in a 

company with an assessed loss must make provision fo r  the company to 

remain in possession of some pre-exist ing assets  which are capable 

of generat ing "untainted" income. In th is  way the assessed loss will 

be preserved by reason of the continued flow of "untainted" income.

I f  the main purpose of the transaction i s  to obtain the benefit of 

the company's a ssets , goodwill, trademarks, permits, or the l ik e , so 

that there i s  a business or commercial reason for the agreement or 

change of shareholding, the fact that the assessed loss was taken

nr secondary consideration
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r e s u l t  in the application of Section 103(2). This onus was 

discharged in ITC 983 25 SATC 55; ITC 989 25 SATC 122 and S (Pvt)

Ltd v COT 1969 (3) SA 208 (R).

This summary of decisions in regard to "form" and "substance" in 

South Africa reveals a similar  trend to th a t  which has developed in 

the  United Kingdom. I t  i s  obvious, par t icu la r ly  having regard to 

Safranmark and Nemojim, tha t  the Courts will l e g i s la te  jud ic ia l ly  to 

meet cases which come before them. In doing th is  the Courts will be 

following the path of jud ic ia l  map-making advocated by Lord Roskill 

and Lord Scarman in Furniss v Dawson.

I t  is  l ike ly  tha t  the new Commissioner for  Inland Revenue will 

pursue an aggressive approach to tax avoidance schemes, and th a t  

t h i s  will have the support of the Minister of Finance and the

Cabinet.  The Minis ter 's  stupid and unwarranted comments about the 

aud i to rs '  profession should not leave any doubt as to the a t t i tud e  

the Department will adopt.

The "them" and "us" approach is  disturbing: the leg is la t ion

introduced in 1984 did not accord with the Ministerial announcement 

which had preceded i t ,  by almost 6 months. The fa i lu re  or 

unwillingness of the Revenue to  publish d raf t  b i l l s  for  comment does 

much to heighten the feelings of antipathy, pa r t icu la r ly  when the 

l eg i s l a t io n  which i s  l a t e r  enacted i s  almost always a “loop-hole"
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stopper,  and i s  not a well thought out , considered approach to 

commercial or f isca l  matters.

A tax planner who is  cal led upon to advise someone in th i s  climate

must have regard to the l ike ly  trend,  not only on the par t  of the

Revenue Department, but also by the judic iary .  Any scheme which

cannot be j u s t i f i e d  on commercial grounds will be open to a ttack.

Extravagant schemes, such as those described in some of the English

cases,  will be almost certain  to f a i l .  As I have said in the review
%

of the case law in the United Kingdom, the tax planner should l im i t  

himself to taking advantage of  the concessions and incentives 

provided by the s t a tu te ,  because excessive schemes will a t t r a c t  the 

disapprobation of the Courts. Furthermore, as happened in Ramsay and 

in Louw's case, the Courts are willing to go fur ther  than the 

Revenue wants them to go. *

' -  ■
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Chapter Thirteen

The posi tion in the United States of America

The study carr ied  out in th is  d isse r ta t ion  would be incomplete 

without a reference to the position in the United States of America.

Corporate separations,  being the term used in the U.S.A., adopt 
three v a r i e t i e s ,  namely, sp in-offs ,  s p l i t - o f f s ,  and sp l i t -u ps .  In 

each case the purpose i s  to divide what was previously held in one 

corporate solution into two corporations , with the shares of both in 

the hands of the original shareholders. The spin-off  partakes of a 

dividend in character ,  in tha t  the shareholders receive the stock of 

the d is t r ibu ted  corporation pro r a t a , without giving up any shares 

of the d i s t r ib u t in g  corporation.

The s p l i t - o f f  i s  a spin-off  combined with an exchange, in terms of 

which the shareholders turn in some of th e i r  stock for the shares in 

the d is t r ibu ted  corporation which they will receive. In a sp l i t -up ,  

the d is t r ib u t in g  corporation,  in control of two or more 

sub s id ia r ie s ,  d i s t r ib u te s  the shares to i t s  shareholders as part of 

a plan of l iqu ida t ion .  (See “Draining the Serbonian Bog : a new 

approach to corporate separations under the 1954 Code', Charles S 

Witman 111 Harvard Law Review 81 (1967/68) 81 1194).
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^aw separation is one of those a c t iv i t i e s  which is 

intended to be exempt from taxation in order to promote corporate 

f l e x i b m t y  m commercial transactions. It i s  the tax free status

has made the separation an attractive vehicle for  tax 

oidance. Witman describes how, in the Pipeline Cases 234 U.S. 548 

(1914) interstate pipeline fa c i l i t i e s  were held subject to the 

jur isd iction  of the Interstate Commerce Commission, which had power 

to review rates and other corporate practices . Two of Rockefeller 's  

companies, in Arkansas and Ohio, were engaged in producing oil from 

crude petroleum in addition to transport ing i t  through th e i r  own 

p ipe l ines .  In order to avoid governmental regulation of the 

production end of these businesses. Rockefeller proposed to divide 

the  corporat ions into th e i r  component parts ,  pipeline and 

production,  by forming new corporations to hold the pipeline a sse ts ,  

and then spinning off  the pipeline stock to the old shareholders 

pro r a t a . Rockefeller and other shareholders were assessed to tax on 

the value of the pipeline stock as a non cash dividend. The Supreme 

Court held for the  Treasury, on the basis that  Rockefeller had 

rea l i s ed  "income" within the meaning of the Constitution upon the 

severance o f  his ownership into two corporations (Rockefeller v 

Uni ted S ta te s  257 US 176 (1921) .

In Gregory v Helvering 293 US 465 (1935), the case which originated 

the  "business purpose" doctr ine, Mrs Gregory found a buyer for stock 

of the Monitor Corporation, which was held by the United Mortgage
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Corporation, which she owned. She t r i e d  to avoid a taxable dividend 

pon United s d is t r ibu t ion  of the Monitor stock to her before sa le .  

She formed a new corporation, A v e r in ,  to which United t ransferred 

I stock in exchange for all outstanding Averin stock, a

I  tax f ree  organisation under the Revenue Act of 1928. United then

d is t r ib u ted  the Averin stock to Mrs Gregory as part of the 

reorganisation plan. Three days later she liquidated A verin , then 

' ^a-ys old, paid a gains tax on the difference between the value

of the  asse ts  received (the Monitor stock) and the face value 

allocated to Averill stock after the distribution, and sold the 

Monitor shares to the buyer. The Treasury assessed a dividend tax.

On appeal , Judge Learned Hand held th a t  the assessment should be 

sus ta ined .  He found that Mrs Gregory had complied with the l i t e r a l  

wording of the Act, and had no duty to structure  her transaction in 

such a way as to a t t r a c t  a higher ra te  of tax,  but found that  her 

arrangement f e l l  outside Congressional in ten t ,  which was to exempt 

business adjustments "undertaken for reasons germane to the conduct
j
I of the venture in hand, and not to exempt mere shams to dodge

I taxes" .  In the Supreme Court, Mr Jus tice  Sutherland affirmed th is
I
i f ind ing ,  on the basis that there was no "business or corporate

purpose" in the t ransaction,  which he characterised as a "mere

device", "a contrivance", and "an elaborate and devious form of

conveyance masquerading as a corporate reorganisation • He held.



"The whole undertaking . . .  was in fac t  an elaborate 
and devious form of conveyance masquerading as a 
corporate reorganisat ion,  and nothing e lse .  The rule 
which excludes from consideration the motive of tax 
avoidance i s  not pert inent  to the s i tua t ion  because 
the transaction on i t s  face l i e s  outside the plain 
in ten t  of the s ta tu te .  To hold otherwise would be to 
exal t  a r t i f i c e  above r e a l i ty  and to deprive the
s ta tu tory  provisions in question of a l l  serious
purpose".

I t  i s  important to note th a t  th is  case was decided in the same year 

th a t  the Duke of Westminster was decided in the nouse of Lords. If  

the p r inc ip le  expressed in Gregory' s case had been applied in the 

Duke of Westminster the decision in the Duke's case and any

subsequent cases would have been d i f fe ren t  both in the United

Kingdom and South Africa. The "business purpose" t e s t  seems to 

underlie the recent  decisions in the United Kingdom and in South 

Afr ica, as expressed in Furniss , de Beers and Nemojim. As I have 

pointed out.  Counsel for the Crown in Ramsay's case did not advocate

the adoption of the wide "business purpose t e s t " .

The "business purpose t e s t " ,  in terms of which income tax matters 

should be adjudged on the basis of their "substantial economic

r e a l i t y " ,  ra ther  than on form, has been upheld in subsequent cases; 

See Commissioner v Court Holding ComRamZ (1945) 324 US 321;

Commissioner % P.G. Lake Incorporated (1958) 356 US 260. As a 

consequence the "step doctrine" applied in GreaoOL has been adopted, 

in terms of which a single arrangement should not be divided into 

U s  component steps, but that the end result should be examined 

regardless of how tha t  was achieved.



5575g/RWFS
841012 148.

As pointed in an a r t i c l e  in De Rebus, November 1979, by 

J.W. Durack : Form v Substance, the Canadian developments, a ss is ted

by a more f lex ib le  section 245 of the Income Tax Act have gone a

long way towards adopting the US posit ion, as a r e su l t  of the

decision in Dominion Br idge Company Limited v The Queen (1975) 

CTC 263. In th a t  case i t  was held by Decary J ,  c ited by Durack, tha t  

an attempt to s p l i t  income between a Canadian parent company and i t s  

offshore subsidiary in the Bahamas fa i led  because the control over 

the subsidiary was so substant ial th a t  the parent company was in 

r e a l i t y  carrying on i t s  own business on the Bahamian premises. 

Decary J referred to decisions in the House of Lords in dividend

s t r ipp ing  cases,  and held, a t  278:

"In my opinion the au thor i t ies  quoted herein by
discarding the propriety of a legal en t i ty  to obtain 
the real nature of operations are in fac t  resor ting to 
the theory of form and substance. I t  i s  surely not the 
name given to transactions or operations which
determines th e i r  nature. Their nature is found by
looking a t  what In fac t  they are ,  not a t  what they
appear to be or are made to appear to be".

He went on to say:

"Therefore, the Appellant and Span in the present 

f  s r % n  b̂u t ^ t ^ ^ d M l  1 ngs thl rd

party651 T^not^precluded* :r:m  “ g* bey /nd ^ h emm
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between themselves but they are not valid towards the
Defendant because th e i r  nature and substance i s  not as 
i t  appears to be".
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Chapter Fourteen 

Conclusion

I t  is submitted th a t  th i s  analysis of the judicial approach to tax 

and the trends displayed in the decisions of the  Courts in the 

United Kingdom, Australia  and South Africa, with a passing reference 

to  the  United States of America, shows an increasing willingness on 

the pa r t  of the judiciary to l e g i s l a t e  jud ic ia l ly  in order to f i l l  

gaps which they perceive in the leg is la t ion  as promulgated by 

Parliament. The judges claim that  they have an understanding of what 

Par l iament 's  intention would have been. This approach leads to 

uncertainty as to  what the law i s ,  because the judges, depending on 

t h e i r  background, tend to express the law or even the f a c t s , as they 

think i t  should be.

I t  may be th a t  a possible reason for  th is  trend is  a t t r ibu tab le  to 

the f a c t  th a t  judges are elevated to the Bench from the Bar, 

throughout th e i r  professional careers having paid tax on Income a t  

or near the  maxim: .n marginal ra te  with l i t t l e  or no opportunity for 

tax saving. The judic ia l  eye may be therefore jaundiced against the 

entrepeneur who i s  able ,  by obtaining expert legal and accounting 

advice, so to organise his a f fa i r s  as to maximise the tax saving.
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Another reason for the trend towards judic ia l  l eg is la t ion  may be 

because of the excesses which some taxpayers have been able to get 

away with* a so r t  of Robin Hood approach. This view finds support in 

the dicta  of some of the English judges such as Lord Denning MR, 

Lord Roskill and Lord Seaman. In South Africa Corbett JA is 

leaning, with respect ,  in the same direction.

I t  seems clear  t h a t  th is  trend will continue, and is  unlikely to be 

reversed. As I have pointed out, the pro fiscus leaning tends to 

ignore accepted principles  of in te rp re ta t ion  and of 1 aw. If  the 

trend continues i t  will be likely  to  impinge upon what have thus far 

been treated as "safe" schemes, such as the creation of inter vivos 

t r u s t s ,  family holding companies and other es ta te  duty or income tax 

saving schemes. This has been the case in England* where the shock 

waves resul t ing  from Floor v Davis, Plummer, Burmah Oi l , Furniss_v 

Dawson and Coates V Arndale Properties have not subsided. The South 

African tax advisers do not appear, in my view, to have grasped the 

significance of cases such as Hicklin , Ovenstone, Louw» Nemojjm or 

Oe Beers- All of these decisions point in the same direction.  I t  is  

d if f ic u lt  to say where f t  will  lead. Lord Seaman said in Furniss. 

tha t  tax law i s  best  evolved on a judic ia l  basis; l eg is la t ion  i s  not

suitably equipped to cope.

I t  is  obvious that  the "form" and "substance" doctrine i s  of
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l im i ted ,  any, value. As judges have tended to ignore the form, 

however genuine or bona fide  th a t  may be, and have directed the i r  

a t ten t ion  a t  the substance as they perceive i t ,  eg. the creation of 

a tax loss or f isca l  advantage, which they view as morally 

undesirable, the "form" can play no part  in analysing a tax 

t ransac t ion .  At the end of the day an " a r t i f i c i a l "  transaction will 

go to  the  gallows, while a "commercial purpose" transaction should 

esecape. Conceptually, however, even the "commercial purpose" scheme 

should not escape, because the motive, putting i t  a t  the lowest, in 

commercial t ransactions i s  to maximise the fiscal  advantage. The 

p a r t i e s  to  a deal will tend, i f  properly advised, to use a tax-cheap 

method as against  a method which a t t r a c t s  tax.

Dugard has pointed out th a t  the judic ia l  function i s  an exercise in 

choice,  so i t  i s  possible to draw an inference from the fac t  th a t  a 

judge chooses one in te rpre ta t ion  ra ther  than another, or elects to 

accept one precedent and to dist inguish another. (Human Rights and 

the South African Legal Order, Dugard, Princeton University Press, 

1978). He goes on to say that a judge does not operate mechanically 

but a judge creates new law in selecting one authority in preference 

to another. In making th is  selection a judge i s  inevitably 

influenced by his perception of the needs of social policy of the 

expectations of society and even of inarticulate ar suuconscious 

factors which are part of his make up. This thesis runs counter to 

the declaratory theory of the judicial function. In that theory the 

judicial function is  the mechanical application of legal rules in
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which policy and value considerations play no part. Lord Reid dealt  

with the declaratory theory as follows:

"There was a time when i t  was thought almost indecent 
to suggest that judges made law - they only declare 
i t .  Those with a ta s te  for fa iry ta le s  seem to have 
thought that in some Aladdin's cave there i s  hidden 
the Common Law in a ll  i t s  splendour and that on a 
judge's appointment there descends on him knowledge of  
the magic words Open Sesame. Bad decisions are given 
when the judge has muddled the pass word and the wrong 
door opens. But we do not believe in fairy ta le s  any 
more."

(Lord Reid, The Judge as Law Maker, c ited  by Dugard op c i t  pp 303 to 

304.)

The v a l id ity  of Dugard's theory and i t s  relevance to income tax law 

i s  demonstrated not only in  the United Kingdom, with the Duk_e _ of  

Westminster on the one end of the sc a le ,  and Furniss v Dawson at the

other end o f the s c a le ,  hut also in South Africa, with the swing 

from Randles Brothers to Safranmark and Ngmojim..

Having regard to  factors such as the trend towards a move developed 

welfare s ta t e ,  the financia l needs of the State or the Government to 

support those programmes and the resentment displayed by the 

judiciary to  excessive and not-so-excess1ve f is c a l  schemes, i t  i s  

clear that the jud icia l process w i l l ,  to an increasing degree, move 

away from the declaratory theory in tax law towards "the exercise of 

a choice" theory. Unfortunately for the jurisprudential lawyer, th is  

w ill  make the practice of tax law d i f f i c u l t ,  because i t  wi l l
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introduce a pronounced ethical  and moral outlook to tha t  branch of 

the law. Judge Frankfurter once said of "obscenity’1 tha t  i t  was l ike  

a greasy pig ,  and hard to get hold of. Much the same will happen to 

tax law i f  e thical  or moral persuasion is  permitted to dominate i t s  

applica t ion or i t s  in te rp re ta t ion .

The conclusion i s  th a t  tax avoidance a c t iv i t i e s  will come under 

increasing scrutiny from the Courts in all the jurisdictions covered 
by t h i s  review. This approach is ju r isprudent ia l ly  unsound, because 

the "law" is  reduced to  the level of the "moral" or ethical 

outlook of the jydge. The "moral" approach is based on no more than 
a feeling of "fair" and "unfair". It proceeds from the assumption 
t h a t  "if we a ll  did our share, tax would be le s s ."  The answer to 

that is that bureaucracies are cash hungry, and even if everyone 
"paid his whack" t?xes would still Increase. It also reduces tax law, 
to the level of the "inarticulate premise". Income tax is a young 
branch of the law, having entered this world for the first time m  
1853. The principles of income tax are still evolving. The danger is 
that in the process of evolution principles of law, such as company 
law, are being ignored by judges who impose tax where it "leaves one 
With a sense of sa tis fa c t io n " , per Corbett JA. That danger should be 
watched carefully, for it will seriously impede the development of
income tax law.

I C -_x
r W F Sceales - >
Johannesburg 
12 October 1984
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