INTRODUCTION

s thems examines the tas troatiment in South Atnice of fineecial discounting
transactions  The exanmination cosers the law up o and inclading 28 Februan
T I ovwew of Tt that in Sowth Alrics there was, until reconthy very litthe
secilic logislation deshng with the taxation of dicounting (ransactions,
referonce is made (o the position in the United Kingdom for comparative
purposes  The mapase of this thesin 1 tr examine the Socth Aftican law
relating to the taxation of finsncial discoun: 1 transections in order 1o obtain 2
better understanding of the law  Referenice is mude to the position in the
U nited Kingdom in order to elucidate this understanding

There are a number of different types of indruments used in discounting
tramsactions  These fall into two broad csteyones. namely, siraight debt
insruments and deep discount bonds

Straight debt instruments uxlude, fr example, posi-dated promisoty notes,
bonds with wartants, certificaies of deposits, vomnwecial paper. medium-term
fomers el flowting rate motes | Iterend s sormath, pavable on the face vafue of
these types of intannents ond these indsuments are of o iswaed ul g disount
on twen feee valie 1 is bevond the seope of this thess o caimine the tax
treatent of iterest pavable on these mstruments aed to examime the ditherent

s of wstruments  Thee tyan examinatam of the inconwe ax treatmen of



An oxaminaton of the (ax position in the Tmted Kingdom imvolves «
review of the taxation of straight debt instrisments, deep discount bonds,
doep gain securitios and convertible securities A discount 18 treated in the
United Kingdom as distinguishable from interext i is necewsary o
consider the pusition of both the investor and the financial irader
concermng the taxation of the proveeds of discounting transactions as well
as the deductibility of cxpenecs arising from these tvpes of transachons
The legisiation dealing with the tsxation of deep discount bonds. deep gain
wecurities and convestible securities is examined it is clear thet the law
reigting to the taxation of these types ot instrumenis has become unduly
complicated and this has had the effect i inhibiling the develupment of
new types of instruments  In addition there are certain inequities such es
the fect that the issier of & deep gain security will not be sbie to deduct his
full expenses relating 1o the e Thus changes to the law have been
praposed and have heen published in the Finance Act of 1996 Ensentialhy,

it is propasad that discounting transections are taxed on an sccruals basis

The final conclusion containa an overview of discounting transections and
their tax effect in South Aftica and the United Kingdom  Reference
made to seme of the important aspects of leaislation affecting the tasation
of these types of transactions  There i also briel’ reference (o the financial

aspects of discounting tramsactions. particularly 2oro coupan bonds



This is followed by 8 review of the other requirements of the general
deduction fo-mula  In this regard. reference iy made to the frel that
expenditure should have been incurred in the production of income snd
should not e of @ cupital nature  The law relating 10 these issues is
examined Thereafter. there is a review of  the meaning of trade This
inciudes reference to the wholly and exclusive requirement, which has now
fullen sway, the general applications of the carrving on of a trade and the
issue of trading for facal achvantage

The application of » 22 is discussed  The trading stock provisions are
important in bringing stock 0 gccount, s are the provisions of » 24) end
their application w trading stock  In this regard. it should be noted that
only & compeny maey be taxed in terms of » 24) as & fingncial trader A
financial trader will only be taxed on its treding profits from discounting
iransactions when the stock is sold or redeemed  This is & distinet beneflt
In considering these issues. il is important {0 undersiand the financial

aspects of the pricing of bonds, particularly eere coupen bonds

The chapters un (he taxation of diccounting transactions in the Uniled
Kingdum cover the taxing of the profits tfom such transacthions and the

deductibility of discounting experises incurred by the issuer



emplovment of capital test  In practice. the supply of eredit test s fikely 1o
be applied  The swree of the discounting profit resulting from the
negatiation of & posi-dated bidl, note or Bond will be the emplovment of

capital tew

There is & discussion on the nature of a discounting profit  The profit on
the sale of certrin types of shori-term credit instruments, such us banker’s
acceptances. will genersily he of & revenue nature  On thy other hand, it
miy be srguable that the discounting profit made on the realization of
vertnin long-term bouds, such as Fakom stoch. may be of 2 capital nawre in

cortain gircumstances

The deductibility of discounting expenditure and the relevan provisions of
the income Tan Act 88 of 1962, including the provisions of the general
deduction formuls. are examined There is a detaited discussion of the
incurral of expenditure ii 1 submitted that discounting expenditure should
be incurred when the inatrument is issued  The ducisions of the Specisl
Court on thiv issue are disaussed  The deasions were conflicting
Thereafier s 245 was enrcted which has the effect of allowing the issuer
deduct the expenditure anmeally on the vield o maturity basis 1t s
passible for the tssier to apply an giternative method of vahung the incurra)

of the expenses

11t



onginal isse discount should have gecrued to the halder of the instroment
at iteanaturity  Howeser, inan Appeliate Division decision it was held that
‘avcrue’ means ‘(o beconr entitled ta” The effect of this deciston was that
in the case of an original issue discount. the discounting profits gecrued to
the holder when the instrument was issued  The court held that the deht
should be valued af its present salue  This was <hanged with an
smendment (o the Income Tax Act  Section 24] has the .00l of iaxing
discounting profits on an sccruals hasis  The basis for determining the
antual accruals is the vield to maturity  The new rules relating 1o accruals
apply fo income instruments in the vase of nomcorporate holders and
instrumsents in the case of corpotate hoiders Income instruments du oot
include short-term investments of lews than 8 vest such gs savings accounts,
call accounts and short-term fixad deposits  Taxpayers may elect to apply
an sccepteble alternative method of reflecting the annual sccrual of interext
1t is submitted that there ahouid be more clanty regarding scespiable
alternative mathads  An examination of the Nnarcial effecta of épplving the
vield (o maturity basis of valughion to zero coupon bonds indicetes that the
taxation of these securities prior o matonty has an adverse aifect on the

alter-ax returns when compared fo com entivnal coupon botds

The source of a discounting profit amd the refevant case law are examined
in detail 1t s concluded that the source of & discounting prafil ansing

from an onginal s discount showdd be determined by using the



SUMMARY

In this thesis there is an examination of discounting transactions in South
Africa and the United Kingdom  Two basic types of discounting
transactions are discussed  The fira is where # post-dated bill, note or
bond is issuc g1 a discount on its face value  The second s where a bill,

note or bond is subsequently negotiated by its holder

The thesix commences with & discussion on the nature ol a2 discount  ARter
an examindtivn of the relevant cases it is concluded that an origingl issue
discount is, in subsiance, & loan  The discounting profit arising from such
&t iasue would. therefore, be regarded &8 akin o interest  The subseguent
negotigtion of 4 bill, note or bond will be treated as a purchase or sale and

the discouning profit on such a transaction will not be regarded as interest

The various aspects of the defimtion of yross incon's ix 1 | of the Income
Tax Act 8 of 1962 sre examined in order (0 determine the income tax
gunsequences of & discounting profit - There v a discussion of receipt or
aecrual  n addition there ix an examination of the provisions of s 24) af
e wome Tan Act in relation Lo the acerusl of discounting prolits 1t is

submitte § that prior o the enactment of « 24 the profits arising From an



i)

a9

91

ud

H

1]
102
i)
104
10 4
i

167

1

TRADING STOUE
Intraduction

Section 32

Section 24)

Conclusion

DEDUCTIBILITY IN THE
UNITED RINGDOM

Introduction

Straight Debt Insiruments
Deep Discount Securitie.
Dewp Gain Securities
Convertible Securities
Tax Reform

Conclusion

CONCLUSION

BIBLIOGRAPFHY

CASES

SEK
.t ]
598

602

ol
610
ais
6lb
el7

618

638

678

687



71

74

78

76

&3

84

g8

&6

87

BE

DEDVCTION OF DISCOUNTING
EXPENSES

Introduction

Expenditure and $osses
Actuelly Incurred

In the Production of Income
Not of s Capital Nature

{onclusion

TRADE
Imroduction

Wheolly snd Exclusive Requurement
in South Aftica

Section 2(y)
Application of Trade in South Altica
Trede and the Profit Motive

Trading in order to (Obiain 4 Fical
Advantage in the United Kingdom

Trading in order to Obiain a Fiscal
Advantage in Southern Africa

Conciusion

344
146
lag
gy

412

482

i

208

09

sS4

bR 1)

hivh



S1p]

£31p2

361
£364
£330
fine
5367
54

55

hl

64

[N
4 h
67
6K

[{R)

Taxpaver's Ipse Dixit

Nature of the Business and lhe
Transaction

Mode of Acquisition

Sale of the Asset

Holding of the Asset

Frequency of Transactions

Other Factors

Application of General 'rinciples

Conclusion

TAXATION OF PROFITS IN
THE UNITED KINGDOM

Introduction
Meaning of Discount

Review of the Case L.aw on the
Taxation of Discounts

Specific Situations in Respect of
Straight Debt Insiruments

Deep Discount Bonds
Deep Gain Securities
Convertible Securtion
Tax Reform

Conclusion

185

188
188
1y
192
194
19%
197

214

242

246

250

249
262
m
278
K3

30



+ 3

44

4 5

i6

47

518

816

SOURCE

Introduction

Nature of'a iscount

Approach to Source
Development of the Tests 1o be
Applied in Determining the

Meaning and L.ocation of Sousce

Meaning of Source of
Discounting Profits

Locetion of the Source of

Discounting Prefits

Conclusion

NATURE OF THE PROCEEDS

Introduction
Practice

General Principles Enunciated by
the Courts

Premiums on Loans

(ieneral Approach

Intention

Mixed Intentions

Primary and Secondary Businesses

Determining & Tax Payei 's Intention

117
118

119

119

151

145

158

173

178

176
I76
n
180
18t
183

18S



13

33

14

s

3o

1?

TABLE OF CONTENTS

SUMMARY

INTRODUCTION

NATURE OF A DISCOUNT
21  Introduction
22 Discounting

21 Case Law on the Meaning ol
Discounting

24 Meaning of Discounting

25  Conclusion

RECEIPT OR ACCRUAL
Introduction

Receipt or Accrual

Receipt

Validity of the Receipts Basis
Acerual

824)

Conclusion

27

X
13
40
ol

td



A study of the Nseal efTects of firancial dlscounting transnctions

including zero coupon bonds in South Africn and the United

IKingdom

BY

ROBIN JOUN ELLIOT BEALL

Submitied in fulfiiment of' the requirements for the degree of Dogtor of

Philosaphy m the Department of Law. University of the Witwatersrand

Supervisor Professor D Davis

Date subnulied 1 August 1997



"The difference between “advancing”. “lending money” and “discounting
19 distinet wid palpable  “Discounting” is purchasing. not lending The
discounter whether of u bill or bond, or any other security, becomes the
owner I the thing bought turns out when reslised 1o be of less value than
the price paid for i1, the loss falls upon the purchaser or discounter 1 a2
profit or gain is made upon the tran.action. it belongs wholly and
exclusively to the discoutiier or purchaser '

The court in Qg Vilers took Vice-Chancellor Bacon's comments further by
compering discoutiing with 2 loan  As has been seted, o discounter becomes
the owner of the note and he can deal with it in any manner that he wishes
However, if the transaction was one of a loan of money sgansi security of @
hill or note, the discounier would not be sble to deal with the instrument as he
wished Accordingly. the court held that the discounting of the note was nol in
substance & loan of money  The case is thus clear authority that, in the case of
u genuine discounting, the relationship between the discounter of & proméssory
niote and the person selling it for payment is one of purchaser and seller end

ot lender end horrower ™

In Mowr v Meiring"' the defendant made a promissory note in favour of one
Humphteys  The note was an accaamodation mote  Humphreys then
dissounted the nute with the plaintiff  Phe plaintifi’ succensfully sued on the
note  One ol the defences raised by the defendant was that there vas a loan of

|
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Considerstion - R1 000 000« [R1 000 000 x (8,5/100) x {30,364}

R G180

CASE LAW ON THE MEANING OF DISCOUNTING

The courts have comsidered the mesning of discount profits in the context of
the Usury Act 23 of 1908 which was superseded by the Usury Act 37 of 1920

and the Usiry Act 73 of 1908 as amended

In R Yilliets v Rone,” the court considersd wheiher the discounting of & note
took place under circumsiences which were swbsantislly those of
moneviending  The defendani in this case was the maker of a pronussary note
n favour of Contes  The note was endorged and discounted by Cosles with
the plantiff  The defendant demiex that the plaintifl was the bone fide hoider
for value of the note and that the pleintif's scquisition of the note was teinted
with fraud  The plaintiff claimed and the court found thet he had mo
knowledge of the underlying iransaction between the defendent and Coates
and that he had discounted the bill in the ordinary course of his business

Thus, e was the bona fide holder ol the note The court reviewed the early
inglish authorities on the meaning of the discounting of & bill of exchange and
found that the judges referred to the ransaction as one of purchase OF
particular refevance is i passage from the judgment of Vice-Chancetlor Bacon
in §.ondon Financial Association v Keth "

12
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G 17300y x T 000 000}

R24 424,08

If the cost were ' be quoied 88 an accrual discount rate, it would be
calculatad as follows

(24 424,681 000 000) x (365/90) x 100 = 9.900%

A banker's accepiance may Pe negotiated in the secondary market I it is
pavable [0 besrer. it is iransfersble by delivery 11t is pryable to order, it is
transfersble by endorserment in blank by the holder and completed by delivery
A person purchasing a banker’s scoeptence acquires it &t & discourt on its face
value and will normally meke & profit on its aske of redemption *

The consideration peyable is calculated as follows
Considerstion = N . {Nx (7100} x (“/365}]
Where N nxmiitu] amxout

i " perceniage discount rate per annum

d uutstending days
Thus, assume
N R1 600 000

i RS



and Land Bank bills ' The operation of such instruments may be ittustrated by
considering & banker's acceptance

A banker's accepignce is an unconditionsl order in writing sddressed by &
drawer 1o a bank which is the drawee  The bank signs the bill and thereby
becomes the acceptor  In teyms of the hill the bank is required to pey at & fixed
or determinable fiture time 2 sim centain i money to. of o the order of, the
drawer A banket's aoceptance is weed in order 10 enable the drawer o
obtain shori-lorm fnance  Thus, the deawet endorses the banker's accepiance
in blank 30 that it is made paysble to besrer  Normadly, it is discounted in the
market by the benk The net proceeds flom the sale of the banker's
scceptance are paid (o the drawer  The sccepting bank ia required to pey the
tilt at maturity and. at the outst. requires the drawer to comply with certain
terms and conditions  { me of these terma is that the drawer will place the bank

in furkls w hen the bill matures *

The cost of issing & benker's acceptance is diustrated by the exampie set out
below

Notind value - R 1000 00

[ascount 1ile KK« per annum

Penod ofbilt - 0 davs

Bank churges 1.8%% per anmum of nominal vakee
Stamp duts O cents ey REO

o JRE 000 D00 £ 308) v {15 R 0) 100] »

11}



In these vircumsiances, the maturity value is calcutated as follows
MV - R1 000000 x [1+(“36% % (*'11004]

Rl 110000
When the intereat on an NUCD is payable at maturity. the proceeds on sale will
vary wepending upon the vield at the time of sale  The yield 1.0y be greater or
fess than the stipulated imerest, depending upon fiuctua:«ons in the interest rate
srd the period to maturity  The sale proceeds are determinad by the following
formule
Procoeds =  MV/[(1+%/365) x 7100}
Where
MV - matunty vahe
d = mumber of days outsanding

i - required percentaye vield per annm

Thus. sssume the following
MV = RI 110000

d {00

i : o

Procesds RY IO o001 (""" 308) x ("7 100)]
R1 08O 400

short-leem credit instruments include for example. banker's acceptances,
trade bills, promisson mates, tressuiry bills, capital project hills, bridging bonds

4



The details concerning the issue and negatisiion of these types of bonds can be
lusirated by examining @ negotiable certificate of deposit, or NCD in iis
abbresviated form  An NCUD is a fixed deposit receipt issued by 2 bank o
building society and may be negutikted in the secondary market which exists
for NCDs ' It constitutes an undertaking by the issuing institution 10 pay the
amount of the deposit to the holder of the centificate on matwrity date In
addition, the institution underigkes to pay interest a1 a specified annusl rate and
&l specifien dates  Thus an NCD issuedd for 8 period in exoess of one yesr may
specify thal interest is payeble six monthly in amears NCDs are normally
isswed in beerer form, in which event they are transfersble by delivery sione

The 1 sturity value of g1 NCD ia determined by the following formuls -
MV e $x[1+(*305) % ('/100}]

Where

MV = meturity value

1 «  amoun invested

D = number of days

{ - percentage rate of interest per annum

Thus. if one takes & very imple example, assume the following
! : ] 000 000
d : 4

| : Il
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DISCOUNTING

The discounting of 2 bill, note or bond may take place in 2 number of different

circumstances

A deep discount bond hesnng no interest may be issued at & substential
discourtt on its lace value  The redemption date is normally & number of yesrs
after the daie of issue  The person wivo scquires the bond will recsive no
income in respect of the instrument prior 1o its sale or redemption. When the
holder of the instrument sells or redeems it, the proceeds on sale or redemption
will generally exceed the cost of acquiring it ' 1t is this profit which is referred
1o as & discownt profit

A long-term imterest bearing bond mey be acquired at & discount on its face
value The bond is normally issued & its fece value and boers & fixad rate of
interet  The capital value of the bond may vary. depending upon prevailing
interest rates in the money market 1 the capiisl value decresses and the bond
in sold, the person scyuiring it will normally do so at a discouns on its fsce

value |

Examples of long-term bonds are long-lerm Government dock, municipal
stock, stk issued by public corporations such as Exkom and stock issued by
public utilities such ax the Post Otfice. negotable cortificates of deposit, South
Altrican Reserve Bank debeniures and 1.and Bank debentures

b
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2.1

NATURE OF A DISCOUNT

INTRODUCTION

An examination of the nature of & discount is essential 1o an understanding of
the taxation of discounting transsctions in South Aftican law  The reason for
tids is that the nature of & discount affects its tex treetment  [f' & discount i
regarded g3 & loan, the tcation conseguences of discounting will be different
from those where & discount is regarded as the purchase and sele of & flnencial

instrument

Accordingly, (his chapter deals with the nature of & discount in South Aftica
Various types of discounting Iransactions and financisl instrumends are
discussed  This is followed by an examination of the case law on the meening
of discounting The principles arising from those cazes are anglysed in order to

determine the meanirg of discourt

1]
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FOOTNOTES

See H B Falkena L. ] Four. & W 1 Kok The Mechanics of the South

Adiican Fingneial System 2 od { 1980} at 202

Soe Falkena, Fourie & Kok a1 194-216

See sch 9 and s 16 of the Finance Act of 1984 and sch || and s 46 of

the Finance Act of 19858

58 of 1962



the meaning af's -ceipt or seerual in the context of discunting transactons, the
nature of the proceeds, particularly the ise whetlier the proceuds are of
capital or revemi - fure as well as the South Afhican rofes of sourge that are
applicable to discounting ransactions  Section 24 of the Income Tax Act was
recenthy promulgeted 1t containy impontant changes 1o the taxation of
discounting transactions  These changes will be examined in detal  For
comparative purposes there is an examination of the treatment of profits and

Eains arising vut of discounting trensacticons in the United Kingdom

The other aspect of dicounting transactions which is discussed is the
deductibility of expenditure incurred in such transactions  This involves an
exanination of the geners! deduction formula contained in s | e, 11th) and
~3(g) of the income Tax Act and the effect of the trading stock provision
conuined in 3 22 of the Income Tax Agt  In examining these provisioms,
panticular giention is paid to the requirement that in order to be deductible, the
expenditure must be incurred fur the purposes of a taxpayer's trade  The
approach of the South Aftican courts 1 this question is discussed  [n order 1o
analvse the approsch of the South Alrican courts, it is nevessary (o refer
extendively to authorities in the United Kingdom  There is a defailed
discussion of the provisions of’ s 24J insofar as they affect the deduetibility of
discounting expenses  Finally there i3 discussion on the tax treatment in the
Unted Kingdom af the deduction of expenditure incurred in discounting

frinsachons



Considering these tvpes of transactions, there are fwo mun aspects that

reguire examination

Firet is the question whether anv proceeds are taxable  In the case of 2
financial instrument such as a promissory note being tssced at & discount, the
persori to whom the instrument is issued will receive its face value at maturity
When a financial instrument is acauired at a discount on its face value and is
sibsequenthy sald, the seller of the instrument will imake a peofit on its sale In
both types of transactions the issue is whether the net procecds on sale or
redemption uf the insirument are taxable, and &t what stage the procesd- are
tweable.

Secord, 11 the question whether any expenditure incurred in the production of
income 15 deductible, and, it so. at what stage it is deductible 11 an instrument
such as e promissory note is issued at 4 discourt on ity fice velue, the issuer
will be obliged to pay its face value to the holder on maturity  The original
jssue disceurt will constitute an expense incurred by the hsuer  In the case of
an instrument purchased for resale. its cusl price will by expenditure incurred
by the halder

I order 1o examine the ird aspect. namely, whether any discounting meeipts
are taxable, it is nevessary to examine the delinition of gross iwonw i s | of

the tncoine Tax Act ' Thus there iy Bill discussion on the nature of i discount,



thwe parties involved in issuing these 1vpes of instruments a1 a discount and their
subseqisal trading  The principles discussed apply (o the different tvpes of

INSUMents

There s no formal definktion of a deep discount bond in South African law
Such bonds are specifically defined in United Kingdom legislation which has
been enacted to deal with the taxation of transactions relaling to such bonds *
Essentiaily, a deep discount bond is & form of & post-tated promissory note
thet has buon ismied at a discount which is equal to or greater than & stipulated

discount rate

Huving regard to the various types of financial instruments relgting to
discounting, there are {wo busic types of discounting transactions that are

examined

The first is thet in which g person issues a post-dated instrument such as
promissory note at 2 discount on its faece value. The person to whom it is
tasued holda the instrument until its maturity date  The holder rodeems the
instrument on due date and is paid the free value by the issuer or meker of the

instrumetit

The second transaction involves a person acyuiring a tinancial instrument such
ax a promissory e al a discount on s Bee vitlue  He sibsequently disposes

ol il at a profit
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6%, W B lley & A H Montgomery ‘The Tax Reform Act of 1984
and Marh .« Discourt Bonds' (1986) 36 {1) Nationg! Tax Journal 79
See also Fleicher v Bank of the United States 104 US 271 (1881}
Changes were effected 43 & resilt of the Deflcit Reduction Act of
1984

For a full discussion of'these issues, see J D Falconbridge Baoking s
Bills of Exchangs 6 od (19%) &t 120-3, M Meyngh & F R Pyder
Pagat’s Low of Ranking 8 ed (1972) st $08-9

See Falkena, Fourie & Kok &t 203.7

ibid, DV Cowan & L Gerring
Instruntents i South Aftics S od 1 (1985) a1 17087 A “liquic asset’ is
defined in 31(1) of the Banks Act 9 of 1993 A lguid bill is one in

which the underlying transection is seif-liquidating This type of bill
inchides a bill 1o Anence & (rading trensaction connected with the
movemant of goods  Non-iiquid bills are gansmlly those drawn for
accommoc ition finence

1TC 1587 (1995) 87 SATC 97 a 102-3, [TC 1388 (1993) 87 SATC
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See P Gane The Selected Vot being the Cotnmentary ont the Pandets
Peris_ Edition of 1829) by Johannes Vot (1047 = 1713} s the
Supplsment 1o that Work by Johsnnes Van Der Lindea (1736 - 1325
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Equipmans Lid 1968 (1) SA 355 (SWA) and Engar & othens v Omar

Saiem Eaig Truss 1970(1) A T7(N)
Tucker v Ciinsbary &t 62

8 53-60

at 6%

at 63

This is termincloyy used 10 indicate the eaming of discount to maturity
from an onginal jssue 1t sl includes the seie of the bill prior o

See Deputy v Du Pong 00 SCt 303 (1939), Lnited States v Midland-
Ros Corporstion 381 US <4 (1965). M Anak. 1. Goodman and A
Silver “Prensum and discouid securitios  telaine tax advanisge under
the Dticit Reduction Act ol 1984 (1980) 39 (1) Natiooal Tax Jourmal
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FOOTNOTES

See F R Melan ssined by C R de Beer Biths of Exchange, Chewies
804 Promisecty Notes in South African Law {1981 at 4

See Malen at 142, M B Falkens. 1. J Foune & W J Kok The
Mechanics of the South Aftican Financial Sysiem 2 ed (1986) &t 211.
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See Falkena, Foune & Kok at 229-32  The lewrned suthors explain at
220.11 the distinction between primary and secondany mutkets The
primary market is the merket for the new issues of sacuritis  The

secondary market is the market for the exchange of previously issued
firencial securities

See Malsn st 4

Soe Falkene. Fourie & Kok a1 203.7

Seoe Falkera, Foune & Kok at 20314

1916 CPD 208
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Sec Begamin v Dowoey 1928 FDL 31 at 314
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CONCLUSION

Where A issies o fiote to B st & discount on its face value, the transaction is, in
sebstance, one of loan  Thus B is treaind as having lem A the considersiion
paid by him  When the note is redeemed by A at the muturity date. B receives
its tace value  The difference berwoen the consideration paid by B for the note

and ais fsce value is (reated as interest

On the other hend, where B negotiates the bill or note 1o C, the transection
between 13 and T is trested as one of purchrse snd stle  Thus, any prodh made
by C where hs either resells or redeerma the bill ur note is treated as & proflt
arising from the disposal of the bill or nove snd not injerest

1t therefore follows thut the discounting of an NCD in the secondary inarket
constituies a purchuse snd sale  The issuing of a banker’s acceptance being &
non-liquid ball is & Form of accommadation finance involving the drawer and
the acoepling bank  The initial neyotiation of the hanker’s acceptance by the
drawer to the discount house is & tramsaction of loan  Subsequent negotiations
of the bill constitute transactions ol purchase and sale  [n the cese of' s deep
discount bond. the issue of the bond is & kosn whilst subsequent negotiations of
the bomd are purchases and sues  This approach has been adopted in two

recent s; #iad count cuses



accepting bank in the case of & nomeligusd bill is & form of accommodation
finamce ¥ The drawer is securing the accommodation signeture of the

sceepting buank to the hill

Assume A draws & beoker's scceptance and the benk, B, accepts it [t is then
nepotiated 10 €. normally a discount house, which then selis it to D B, on
behalf of A, receives the fhce value of the bill ess the issue costs fom ¢ The
transsotion betwoen A and € is one of loan I C were 1o hold the bill to
maturity it would be paid the (hce value of the bill by B who would recover the
funds from A The negotiation of the biff from C 1o D would conmituie &
purchase and sele

A deep di count bond buering no interest is genertlly issued ot 2 discount on
ite fhee value  Its redemption dete is normally 8 number of yosrs afier its date
of imue Where A hsues a deep diacount bond 1o B who hoids it unil
raturity, the transaction is in effect, a loan by B 10 A of the purchase
considerstion of the bond The remson for this is that as the principsls
involved, nemely A and B. are aware that the underlying trensaction is 4 loan,
on the suthority of Tucker the traaction would be treeied as a loan
However. if B is & financial institution snd negotistes the bond to . the

transdction between B and O 15 one of wade

LE)
L



is one of purchase and sale  This would apply whete the payee subsequently
endorses the note 1o & third panty  In this situstion the transaction could be

regarded re one of purchase and sale

The second transsction in the sbove example involves B's negotisting the bill
which he sequires for R85 to C for R92  The third trensaction tekes effect at
the maturity date when C preseats the bill for payment and receives R100 from
A There is no difference in principhe between these two transactions as far as

their nazure is concernad

A discounting of this nature ix. in effect, & ssie of a lzim ageinst & third party
There is an implied guarentes by the selier thet paymant of the claim will be
made & the maturity date  Where money is lent to a person. the bomrower is
obliged 10 repay the capital on the basis agreed upon with the lender If
property is trensfarred to the lender gs sacurity for the losn, the bomower is
entitled to reclaim the property once the capital and outsanding interest have
boen peid by him  Where B soquires & bill for R8% and seils it to C for R92, T
is not entitled to claim repavment ..ot B of the R92 paid by him 17the bill is
dishonoured when O presents it fr payment st the maturity date then C, a2
holdet in due course, will have & claim for R10G sgainst the maker He will
also heve & claim for damages sgainst B His claim against B will be similar to
a claim for bresch of warrgnty and will not be & claim for the repayment of'g
loan  Whilst the bill is heki by T, be s the owner of it B will not have any

right 10 redeem it Any profit or loss made by {10 respect of the bill is for his
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mses g nole for R100 and negotiates it to B for RBA the transgetion s, in
substance, & loan by B to A of RES  Effectively, s distinction is drawn
between the issue of 3 note at 2 discount and the subsequent discounting of an
existing bill or note. This approach is similar to that which wes adopied in the
past in the United Stetes where it was held that so-calied eamed origine! issue
discourk” served the same function as interest. namely, compersation for the

use of money ™'

On the <ther hand. it could be argued thet, on the authority of London

Asgocigtion and D \iibers, the transection is one of purchese and
sale  The remson i thet the person scquiring the bl or note becomes the
owner of it He can deal with it a8 he wishes Any profit or loss on the sale of
the bill or note will be for his own sccount I the comiract was 6 loan with the
il or note being issued as sacunity for it, the soquirer woukd not be entitled to
desl with the bill or note as he wished

There is no closr muthonty for either srgument 1 is, however, submiited that
where A issues & posi-dated promissory note and negotistes it to B, B is aware
that the underlying transaction between theat is one of loan B is advancing
money 10 A, who is issuing & note to lem On the suthonty of Tugker. the
substance of the transaction is one of loan and the transaction should be
treated as & koan  Thus. if' A twsues & hill to B at a discount on it face value,
the relatonship between the patien i that of borrower and lender  The

reasoning of Dy Villiers can only spply where the substance of the transaction

b



The South Aftican cases on discounting do not specifically deal with this
that of (' in the above example  In doth these cases the plaimifiy had scquired
bills at a discount and had presented them {o the makers for payment

The position in Tucker s not so closr  The indiial wet of bills constituted
sccommodation bilis Thereafler they were replaced by promissory notes In
sddition, the pleintiff discounted & further promissory note for the defendant
Clearly the meking of the initial promissory notes by the deferciant and the
making of a fumher promissory note by the defendare and the discounting of t
with the plaintiil comtitute transactions which equate with those between A
and B 1n the sbove example  As e a3 the sccommodation bifls are convenyed.
il one were 10 equale the (kels of the case with the sbove exampile, the position
would be similer to A's secuning the sccommudation sigrature of & third party
1o & bill and then negotiating it 10 B who would have knowledge of the
scommodation  The count found. on & belance of probehilities, that B had
jers A money  The count thus found that, whilst there i 2 clear distinction
between the discounting of & bill xnd the lending uf money on the security of i,
one should bave regard to the substance of the transsction between the parties
In this particular case the court heid that. in subsiance, the transactions

hetween the parties were probably those of moneyviending

It could therefore be argued, on the authonty of Tucker, that ohe should have

rewatrd 1o the substance of the transaction between the parties  Thus, whers A
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MEANING OF DISCOUNTING

There are & number of situstions of which one must teke account when
considering the megning of discounting  In order to examine each situation, it
15 appropriste (0 consider an example  Assume A issuex 8 note with a face
value of R100 and a due date of 305 deys lster B purchases the note from A
for RE% B sibsequently sells the note 1o C for R92 € holds the note until
duse date when he presents it for payment and receives R100 flom A

The first transection involves A in issuing the note for R100 snd negotisting it
to B for R8BS B has the option of holding the note until maturity or of
negotisting it o T prior to maturity  Where B negotistes the note to C, the
transection is, in principle. similar t0 & banker's scceptance B is fulfilling a role
similar {0 that of en accepting bank The difference is that, in the examyple,
when B neyotigtes the note. the holder in due course will have & night of
recourse in the first instance sgainst A Theresfier he will have & right of
recourse ageingt B as sn ondovser of the note  [n the case of ¢ benkers

sccepiance the accepting bank is normally requited to pay the bill at meturity

The uestion anises whether 1he iransaction between A and B in the example is
one of purchase and sale or kaan  The issue woukd be of particular relevance
were B to hold the note uniil maturity and present it to A for payment on due

date
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The court examined the position of an sccommadation bill  Where A secures
the sccommadation signature of B 10 2 note for R100 payeble to A after 90
deys and A endorses the note to C for R90, then effectively the iImnsaction is &
loan by Cto A II'C is aware of the accommaixtion and that A is the principsl
debior, the discount may be regarded asa loanby Cto A

The importance of the decision in Tycher can be summarissd thus.

tir 1t confirmed the decision of the courts in Qg Villiers and Moger The
coutt accepted that there was & clear distinction between discounting and
isnding It should be noted thet in drewing this distinction, and in giving
examplea, the court refermed maindy (0 one type of discounting. nemely, the
negotiation of & bill by & holder gt a discount on its fice value 1t did not
spacifically refer to the situation of the meker of the bill or note.

i} The court emphasised the importance of deisrmining the substance of &
transaction when deckding whether it is one of discounting or loun  This ia
clear from the court's analysis of the position of an sceommodation bill. In
the example given ghove. where A has secured the sccommodstion
sigraiure of B to & note and then endorses the note to €, the transection i3

one of foan where C iy aware of the accommaodation

e



In Tucker the court mads the point that the object of both discounting & bill
ad lending money on the security of it is the same  The object is to provide
the one party with ready money  However, the nature of the two transactions

is fundamentally different *

The fhets of the case were fairly complicated.  The defendant arranged for
certaint promisscry notes to be drawn by a company in which he was
interesied  Thoy were probably drawn in fivour of one of the endorsers and
subsequently endorsed by a number of persons  In esch case the defendant
was the last endorser and the notes were discounted vy the plaimiff (n all
cases but one the procesds of the discounting transaction were paid to the
defendant. n effect the defendant argued that the notes were all made and
endorsed to accommodate him as he wished 10 raise money by doing so. tle
argued further that the plaintif was aware of this fact and thet the transaction
was one of lorn. When the promissory notes fell dus for payment they were
not met The notes were renewed fom time to tir-  nd the defendant peid
the imterest for the extension of imw, for pavinent. - v & period when
the notes remained unpaid and unrenswed  There wer the defendant’s
indebtedness was replsced with further promissory notes  During this time the
pleintiff discounted & further promissory note for the defendant. The notes
were then renewed further and certain of them were paid by the defendant **
The court found, inter alia, that the probabilities favoured the defendam’s
succeeding in proving that the transactions were, it substance, monevlending

. *
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money as betwesn the plaimill and umphreys, and that the loan did not
comply with certain requirements laid down in the Usury Act  The count
found that there was no loan between the plaintiff and Humphreys However,
the court adopted a different approach to the distinction between discounting
and lending A mutuum or loan for consumption is a contract by which a
fungible is defivered to another person who is obliged to return & thing of the

same kind, quality and quantity "'

Thus in a contract of loan 8 sum of money is delivered to & person who
urgleriakes to repay an equal sum  Where a payes of a promissory note
discounts it for value to another person, the holder of the note will look to the
maker for payment when the note is presented for pgyment  If there is no
agreement between Lhe payee and the holder in terms of which the holder will
repty the sum received by him, the transaction is not a loan  {f the holder
reconers the amount due in terma of the note from the makei. the note will
come to an end. The court thus heid that an endorsement « - note is @ sale of
& debt with ¢ werranty that the debt will be paid by the debtor  The coun
concluded, accordingly, that the discounting of & promissory note is not &
mutuum or loan of money It may happen that the transaction underlying the

discounting is really & loan in which event the situation will be different

The decisions of De Villier:" and Moser' were confirmed in Tucker v
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the guestion o) doubke fanation are open o criticism  The approach of

Stratiord and Bevers JJA wertumly has merst

In Issacr v CIR" the Appellate Division considerad the question whether a
person could be lishle for super tax {wice on the same income

Wetermever (') stnied

*{ think, begring in mind that an meome tax is findamentslly a tax upon
& person’s annusl profits or gains, that the Income Tax Act should ot
be read a3 imposing normaal 1A Of super 18X UPON B TRXPEYEr (wice in
respect of the same profits or gains unless the language of the Statute
makes it clear that such & result was intended '

He then went on to staie thet underdving the views expressed by the
majority of the members of the court in Deifos was a recognition of this
principie ' Whilet 't must be accepted that this principle is pant of South
Alfican lnw, the views of the majonity of the members of the coun in

DReifos are open 1o criticism
The use of the words "received by or accrued to” in the definition of gross

incame in s 1 of the Income Tax Act (at that time) 1 plain  The principle

erunciatod by Watermever (' applies -
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“There is, however, 3 “necessary implication” that the same amount

shafl rest be taxed twice in the hands of the same taxpayer

This stztement is open fo possible criticism on the grounds that it is
comradictory  { he criticism could be based on the fact that, if on & liteesl
inferpretation of the Income Tax Act. a taxpayer should be taxed twice, it
shouid not be possible to sixte that the same statute contains an implication
that a taxpeyer shoukl not be taxed twice ™ However, it would sppear thas
the learmed judge was mersly discussing the difficulty of interpreting the
words in question and the epproach that shauld be adopted  Such eriticism
would therefore appesr (o misconstfue the spproach adopted by the
learmed judge

The spproach of Siratford JA was that if one regarded rocets & an
independent basia of txation, such an interpretation would inevitably resul
in doutde tasation In the circumstances. he sdvocsted & resiriclive
interpretation of the word ‘receved’ whereby it was fimited to receipts,
which accrued in th. yeer in question ' Heyers JA also considered that
there should be & correlation between recuipts and accrusls

The gpproech to the issue of double taxation by Wessela (') and Curlewis
and De Villiers JJA was not uniform Although their decisions on the main
issue belore the court conatituted its mejonty decision, theic approaches to
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In Delfes. Wessels () rocognized the possibility of double taxation, but

satod

"1 do nal think that we should make of double taxation & btybesr and
siter the plein language of the Legislature 10 avoid the mere fear of
double taxation “If the person sought o be taxed comes within the
lester of the law., he must be taxed. however grost the hardship may
sppear 1o the judicial mind to be,” even if it should involve & case of
possible double taxstion 1t may well be thet if it was sought to tax
the 1xxpever *ice over in & particuler case it may be possible 1o ivoke
equitable principles in onder 10 svoid double tex tion ™

1t is not clear how equiteble principles coukl be invoked in order to avoki
double taxation. Curlewis JA adopied a different approech

“Nor can | find any subsiance in the fear of double taxation if “grom
weone” be given the mosming which is sssigned ta it by see 7(1). not
if thee Act i administered in & reasonable ’nd practicsl manner 1
cannol conceive thet any difficulty can anise in regard to double

wxation which could not be obs iated m practice ™’

it w difficslt to undorstand how one can, in practice, avoid legal

consequenees laid out in the [wome Tax Act ™ De Villiers JA stated that
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Silvergien and that, if an inference is (o be drawn, it is only that the same
amourt cannot be taxed twice and ot that receipts are not taxable ' It is
respectfilly considered thet Sijverglen found that as a general rule the
Cormissioner cannot postpone the gssessment of disclosed accruals to &

subsequan: tax year 10 tax them ax recetpts in (hat subsaguent tax year

It is interesting 1o note that, prior to Silyerglen the Cape Provincial Division
considered the Commissioner's right 1o tax & rece in Mamsia v CIR“
The fcts of the cane were that the axpryver. by arrangement with the
Commissioner, refurned his income and was assessed 0 tax on & receipls
basis [Durning the vear of ssscssment in guestion, the iaxpeyer successfily
embarked upon 2 campeign to collect outstanding fees.  However, by this
time the taxpayer’s taxable incorne was subject to excess profis duty a8
well 28 noeme! and super tex  He thevefore argued that his recaipts releted
to prior veer acerusls and that the taxpaver's wssesaments for the previous
years shoukd be re-opensd in order comectly to refisct the scorual of these
outstending fees for sech veer in which they had been ssmed * The coun
considersd itsell’bound by the mgjonty decision in Deifs It stated that the
receipts in question il within the detiniuon of gross income as epplied 1o
the relevant yoar of assessment  This was the case irvespective of the date
or dates upon which tis, smounts originally accrued *

In considering the validity of the receipts basia of taxation, 1t is sppropriste
{0 exanunc the ~xpprosch of the courts ¢ the powsitlity of double taxation
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{'Doncvan did not consider that there could be circumstances in which 1
taxpayer could obtein & receipt prior 1o an accrual  Crenerally, the receipt
either coincides with or is precaded by an accrual * On the basis of these
srguments, O'Donovan submuts 1that i is nol possible under the Income
Tax Act to 123 recuipts independently of sccruals

As fr as O'Donovan’s submission thet receipts do not form & separate
basis of taxation is concermed, Meyerowitz™ considers het it reeds more
w0 Suvergies than existy and that #8 contradicts the rilio decidendi of
Deifos ™ It is submited. weith respect. that Meyerowiz's criticism of
(' Donaven's proposition i velid  In Daifos the court wes unenimous in #a
view that between 1923 and 1929 the Al salery peyeble to the texpayer
accrued (o him in each of the yeers under consideration  The postion of
salary that was not paid (o him in sach of these years was wiitten off as 2
bed debt The majority found that the payment by the compeny was a
windfail and conmituted a receipt in 1930 Thus recognition was given 1o
the fact that it is possible 10 tax receipts separsiely fom eccruah

' Donovan’s further subinission that if sceruals have baen disclosed in o
taxpavet s return of income in the voer of sccrual, they cannot be taxed in
the subsoquers your of receipt, has also been criticized by Meyerowitz *
Meverowitz®! indicates that this proposition is not expressly sisted in
Sifverglen  [le states thal. &t best, this can merely be inferred from

L
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YALITY OF THE RECEIPTS BASIS

The question arises whather the case liw interpreting the words 'received
by or accrued to” in the definition of gross income has climinated ‘receips’

&8 an independen basis of computing gross income

In a discussion of Silverglen,” ('Dorcren states 1hat, as 2 geaeral nie.
accrunis must be included in gross income in the yeer of assesement of the
sccrul © Where sn accrual has been disclosed in # taxpayer's retum of
income, the Comaniasioner is obliged to (gke it inie account in that vear of

pasesament [ may niot tax it in & subsequent yeer of assessnent

O'Donovan submits that the decision in Silverglen »ets aside e possibility
of receipia snd accrusls buing wtilized as aerngtive bases of 1axation ' He
urgues thet there is no prosision in the Income Tax Act thet authonizes the
Comenissioner (o tax ont a receipts only basis  He argues further that there
is no provision in the Income Tax Act tha: - nables *' ¢ Commissioner to
eloct 10 tax & (expryer in the vear of reveipt ». civumsiances in which the

taxpayer has fiiled in a prior year of assessment (o disclose the wocrual
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It therefore follows that the mesning of ‘received” does it inch:de solen
maoney. becauwe theft does not bestow upon the thief the rght to the stolen
goods ™ When & person borrows an asset, it cannot be said that he has
received it for the purposes of the definition of gross income, boecause be is
obliged to retum it in specie to its owner ' At no stage does he bacome
the owner of the amets ** Likewise. whete & person botrows 8 sum of
money he will not be rewrded, for the purposes of the definition of gross
income, &8 having received the money ™' The reason is that, aithough he
does become the owner of the money. he is cbliged to repsy & similar
grours ™ 1t has thus been held that it does not accord with ordinary ussge
to treat borrowed moneys B8 & receipt within the meaning of gross

L

If a7 agent receives money on behslf of his principal™ or a usufructuary
receives the proceeds from the sale of the assets that are subject (o hin rigit
of usufruct, ™ it cannot be said that there hes peen & receipt falling within
the deflnition of grom income  The reason is that, in order to constitute
such » reeipt, the money must have boen received by the taxpayer for his
own benefit

With regard 1o discountigt. there s no ambiguity in the mesming of
‘1 0eipt” and it does nut iwed to be specifically discussed
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Depending upon the mesning that one attributes o ‘gecrue’, it is possible
for the redemption or sale procesds of & fote to accrue at redemption of
sule date or for the redemption procesds 1o accrue when the holder
ucquites it ™ The proceeds can be received onfy on date of redemyption or
sale &t the earfiest 7 Thua in a discounting transaction, & receipt priot 1o
accrual is not poseible

RECEIPT

The ordinary meaning of the word *to receive’ is

*To teke into one’s hand. or into one’s possession (something held owt
or offered by ancther), 1o take defivery of (& thing) ffom another for
oneseif of for a third party **

As the word ‘received’ is used in the definition of gross income™ and since
this deflnition is the basis of the income Tax Act. it is only in exceprions!
circumstances that the piainly expressed meaning of'the words forming pan
uf'the definition can be modified ™

Thus, apiet from excluding from its meaning the teking of delivery
third panty. there is no resson (o vonstrue ‘received’ in the definition of

gross income as having any but its urdinary meaning '
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courl postulated the possibility that where an accrual has not been disclosed
in the retum for the vear of accrual. the Commissioner could. under s 76(2)
of the Income Tax Act. forego the additional 1ax payable under that section
and inchude it as gross income in the vesr of recat  Alternatively, the

Commissioner coukl sseess on the basis of receipts only

Having established the general principle relating to smounts which heve
been received by or huve accrued to a taxpayer, it is necessary (o Lonsider

their application to discounting transactions

The discourking of & security usually invoives & person’s poquiring a post-
deted security such as & promissony note with & fhee valus of, sey, RI00 &t
¢ discoutt of say, RS " He will thus acquire the note for R9$  Should he
hold it until redemption, be will recevve the flf fe'e value of R100 when
the secuntty is redeemed Shouki he sell it prior to redemption fr, sy,
RO7. he will be entitled to the sale proceeds wt the time of the sele, and the
neve hoider who has acquired the note for value will be emitied to the

proceeds upon redemption

The eftect of this type of discounting transsction is (hat, in the context of
the definition of gross income in the Income Tax Act,'" the redemption or
sale proceeds of & note will be recefved by or accrue to the holder who

scquired the note at a discount
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The court had to decide whether the sum recetved in the 1930 vear of
sasessmient was laxable in (hat year. or whether it wes texable over the
petiod from 1923 to 1929, when the full salary accrued to the txpsyer

The majority held (hat the sum was taxsble in the 1930 yeer of assesyment
Effectively. the majority decided that accrued amounis deducted ax bad
deidz in previous vesrs gre taxabie in the vear in which they are paid 1o &
taxpayer ~ Whilst sccepting thar there are two bases of tax, namely,
receipis and sccruals, the majority did not consider thet there wes & ree)
denger of double taxetion® The minority judgss on the other hand,
considered thet receipts should be limited to meeipts scerued in the year of

" the court held that. when the

detes of receipt and accrual fill into differeni years of assessmert, the
Commissioner does not have the right 10 select either one or the other vowr
to tax the toxpayer The court mede the point that the Income Tax Act
required that both receipts and accruals should be disclosad in & taxpayer's
retum of income and are subject 1o 1ax, provided the conditioms laid down
in the deflnition of gross income are met '’ Failure 1o disclose receipts or
sccruals nay result in the levying of penalties and additional tax  The court
heid that these proviskons cleerly indicaie that sccruals must be laxed in the
veer ol accrusl and that the Commissioner has no night to postpone the
ansossinent of divckosed accruals o a subsequent vear of asscssment & The
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position that the issuer of the bund ix lisble to pay nommal tas on the
proceeds prior to receint of the proceeds

RECEIPT OR ACCRUAL

The definition of gross income \pecifically refers to en amoum: which has
been received by or hais scerued to a taxpayer  The effiect of this is that, e
8 genernl rule, liability for normal tax arises when there is either o receipt or

an acorual

Where &n accrual occurs in & year of assessmient prior to that of receipt, the
Commissioner is ubliged to tax the amount in the vear of scerual *

AD importan case on the meaning of receipt or accrual is CIR v Reifos’
The facts were, very briefly, that the taxpayer was entitied to ¢ salary
during the yeers 1923 ln 1929 iHowever, because the compeny that
employed him was in 8 poor financial position, the full amount of his salary
was not paid to him during these yvears  [n esch yeoar he wrote off the
outstanding salery as bad  Thus, over this period his taxable income did
not iclude his cutstending salare Abthough he hed written off the
outstanding safary as bad, the amount was cradited to him in tine compa'v's
books  The company paid the outstanding amount (e him in the 1930 year

ol assessment, and be was assessed on this amount in the vear of reveipt.
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RECEPT OR ACCRUAL

INTRODUCTION

The definitiun of gross income in s ) of the Income Tax Act 58 of 1962
includes the total amount, in cash or otherwise, received by or accrued to
or in favour of any person during a year o pariod of assessment.’ In this
chepier there is an expmination of the meaning of receipt and accrual in the
comext of the definition of gross income, and the application of this

meening to discounting transections

When a post-dated promissory note is issied at & discount on ita fice value,
the redemption proceeds may acerus (o the hokler of the note either before
or at the ssme time as the receipt.  The meaning of accrual in discounting
transactions is crucial when considering receipts and eccruals in the context
of the definition of groas income  This is particulerly relevant in relgtion to
deep discourt bonds.  There used 1o be uncertainty as to the meaning of
accrue  One schoo! of though was of the opinion thet ‘eeerue’ should mean
'‘due and paveble’. whilsl the other school of thought considerad that it
should mean ‘entitied ' The Appellate Division has now held it 1o mean
'eetitied to' " The effact of this is that when & person issues a bond with a
face value of R100 for R2S with a redemption date tive years after the date
of issue. the redemption proceeds of R 100 will accrue to the holder ol the
hond only on the date that it is issued  This has created the unforjunate
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W, he court's approach to this issue may have some merit, the fact is
that the provision comained the words “due and pavable’  This is more

consistent with an interpretation o’ scerue as meaning due and paysble

The roun alvy refrred 1o the reference tw Stratford JA in Dellos to the

1ns

pronision in the Income Tux Act desling with bad debts —  The court
dismissed the view of Siratford JA that & debt could anly be considered bad
witen it had becoms paysble '™ The court’s approach (o this issue is open
to criticism  First, the court gave no reasan or suthority for ity holding that
the view that Stretord JA adopied was unreslistic  Second, under normal
circumsiances & creditor will only consider whether & debi is bad when it
claims the debs  Tiis should be whes the debt is payable '

Counsel for the taxpayer slso sryued that, if the Lalsyan principle were
anphod, debis due 1o the xpsyer would be subject to & deduction for bad
or doubtfil debts, whereas Jebix owing but not due would nol be
deductible '™ The cowt rescived the issue by attributing a different
mesning to “Jue’ It held that ‘due’ in » 110} and () means "owing" "
With rexpect, simply 10 chatige the meaning of words in an At 1o sint one's
viewpoint is et the correet approach  The eardinal rule of interpretation is
shat the fiteral meaning of the word must be applied '™ fn s U1 G’
clearty means “due’ and there should be no reason To iterpeed 1 as heaning

s’
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The vatluation of 8 right, which eiready bas a fsce value, in the manner
rliscusasd does not appesr 1o be justified in the Income Tax Act  if this
proposit.or s sccepted it is not clear what factors should be taken iMa
sccount in saluing the debt  Wihere should one draw the line? For
example, could one iake into sccount the creditworthiness of the debtor or,
whare the debi is denomingted in & foreign currency, its value, taking into
sccoumt projecied exchange fluctuations?

The sscond criticism was thet s 71} of the Income Tex Act''' seems to
snvisage a mesning of accrut! s being 'due and paysble’ The coun
considered that this poimt also hitd no mesit  The court's reasoning was that
the legislature desht with postulated factual situgtions, cne of which was
where income romained due and payabie Therefore, this did not justify the
conclusion that the test of an socrual is tiiat income is due and peyeble '

The court's diumissal ol this crticism is not persuasive 1T "scerual’ meant
‘entitled to", there would be no need tor 8 7(1)

The count refirred 1o & further point raised by e Villiers JA in Delfy
This was that the peovision in the Income Tax Act at that bme included in
groas income amounts due and payable under & contract of service tended
to support an interpretation of accrue to mean due and payable "' The

impuct lav in the fact that anwxits due related (o & contract of service '™

"



The court considered the reasoning sipporting the second proposition ss
being incontestable 11 is that where u taxpayer has gcquired any right of &
non-capital nature during the tax vesr, and where & money value can be
sttached to that right. such right forms part of the taxpayet’s gross income
This applies irrespective of when the right is enforceable Il it is not
immecietely enforcesble its valus is affected

1t is submitted thet the ressoning used (o support the ssoond proposition
could aiso apply if ‘accrusl’ meant 'due and paysble’ ™ The right should
form part of gross income when it becomes due and peyeble. At thet siage
it should be culeulated et its fece value  Adjusiments 1o the face vakie may
be made by applying the provisions of the income Tax Act deating with bed
wnd doubtfl debts.™

The court examinad the criticiems of e judgment in {aisgan ™

The first criticism was that there is no basis in the lncoms Tax Act for a
reduction in the (ece value of'n debd apart fom the provisions covering bad
and doutkfid debts  The court considered thet there was no merii in this
point
The court considerad that the Lategan principle does nol purpu to wlow
the 1axpayer 1o deduct # furier amount « il imply defines the extewt of the

gross income  Permissible deductions are made ‘rom the gross income '
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During the tax vear in question the texpeyer sold goods amounting to
approximately R1.3 méltion unoer the scheme  Ai the end of the tax veer
instalments sl ouistanding but not yet paysbie smounted to R341 281
The Commissioner included this amount in the taxpeyer's taxable income,
subject 10 8 deduction of & doubtfd dett allowance of R 702 ™

The twxpeyer ergusd that the outsending instalments had 1ot been received
by o secrued to or in its fevour &s envisaged in the meaning of yrose
income in 8 | of the Invome Tax Act  Alernatively, the taxpeyer srgued
thet the unpaid instalments shouid noi have been inchuded in its gross
income ! their face value but af thetr prasert vakue ™

Ths Special Court held thet the outstanding instalments had sceruad to the
texpayer and that the autmending debts had 1o ba valusd a1 their marke
velue ™ The Spacisl Court considered itsslf bound by Lateysn ™

In considering the meening of the words ‘sccrued to or in favour of the
court considered the validity of the twao main propositions in Litegso ™™

The first is that incoms is mot limited to an actual amount of cash, wt
inciudes every form of property  As has been siated, the proposition is
clearly correct ™' The second proposition is that ‘sccrual’ mesna 10 bevome

entitied tu the amount in question ™
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The comments of the court in Deltos on tie meaning of accrue were made
obiter ™ In Hersov's Esisie v (IR Centlivees () stated that it could not be
saidd that Lategan had been accepied in Delfis an correctly inying down the
law ™' Centlivres ] s of the opinion that accrue mesns duy and
pavable

Subsequently there have been & number of casex that have referred 1o the
differing interpretatioms of accrue, but which have not determined its
meaning " In the Rapon. of the Commission of Inguity_inio. the Tax

biie of South Aftics theve is support for the view that
swerue should meen tv become entithed to There is, however, o

discussion on the guestion of the vakustion of smounts which have
accrued

The question of the meaning of sccrue was finally determined in the
Appeliate Division in CIR v Prople’s Stores (Walvia Bay) (Prsa Lad * The
fhces of the case were, briefly, that the taxpever carried on business gs a
roteiler It 30id goods to customers for canh and on credit  Most of Hs
cn.dit seles were uader ita so-calkxd six months 1o pay revohing credit
scheme  In torms of the scheme, the amount chargeable to & custome©’s
account wes pryable it aiv egus! monthly meigiments At the end of each
morth & statement of aconunt was sent 1o each customer  The slaterment

reflected the amount of the next instalment due by the customer

40



of the meening of accrue, whilst two held the meaning of scerue to be due
and payable

De Villiers and Sirstford JJA were of the opinion thai sccrue means due
and payabh:™ They both relied on various provisions in the Income Tax
Act in order 1o substantiate their views *’

They rebied on the -~urremt equivalent of s (1) to mupport their
interpretation of the meaning of sccrue ™  In eddition. De Villiers JA
referred to & provision in the Income Tux Act which is no longer consined

in the currems Act ™ 1n terms of this provision. gross income included-

‘arty amount 50 received or secrued in e ot of services rendered,
wiwther due and payeble under a contract of service or not”.

Furthermore, Stratford JA considered that his irterpratation of sccrue was
supported by the section in the income Tax Act dealing with the provision

for the deduction of bad debus * [He stated

"A bad debt cannat, generally speaking, be estimatod as bad umil it has
become piyable
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The main difficulty facing the court in Lategan was the effect of s 21(2)¢)
of the income Tax (Consolidation} Act 41 of 1917 This section prohibited
the deduction of debis owed fo 2 texpaver It supported the view that
unpaid debts should be included in yross income at their fiice value  Whilst
thia section has been omirted from subsequent Incowne Tax Acts, the
position sppeers [0 be the same, nemely, thet delss are included in gross
income &t their fice value In terms of s 1 1(7) and () of the Income Tax
Art 88 of 1902 deductions may be cluimed for, respectively, bad debts
written off and & provision for doubtfll debts Thus 3 11() and ()
provides, in affect, & mechanism for valu nyg debts However, it is importan
that the face velue of the debta is taken im0 account in gross incoms  In
elher words, the onlv providions in the Income Tex Act which provide for
& reduction in the fhce value of a dobt ere the aliowances for bad or
doubthd dabys

A further argumont against the decision in Laiagan is the wording end
effect of s 7(1) of the Income Tux Act™ Section 7(1) desnu income to
have scciued, notwithstanding certain cvents  One of these is where
incume has not boeen actually paid vaer 1o the taxpa<r but remains duz and

II'Q

It is submitted that this wording sccords more with an interpretasi o
scchae as bewng “due and pryable’ rather than ‘1o become entstled (o
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[t is interesting to note that in Lategan the special court relied on the fact
that the full purchese price had been credited in account ™ However, the
Crpe Provincigl Division atteched no weight to this fctor 7*

The decision in Lgtegan is open to criticism on & number of grounds

The court held thet the value of the debt should be included in the
appeilant’s groas incoms as it had already scorued to the eppeilant, and thet
sccrue means to which e person has become emiled ™ In 30 doing, it
followed the approsch previously & pied by the Special Count " In
sddition, the court decided tht the dabt should be included in the
sppellant’s gross income ot its velue at the end of the year of assessme~ in
question ™ Both thess interptetations are questionable.

The count acknowledged that there were difficulties in its approach ™ 1t
distinguished §1 Lucia Usines & Estates Co Lid x St Luda (Colonial
Trmasuren)™ and vertain Australian cases on the ground that the Acts upon
which those cases were decided differed ttom the South Afficen Income

Tex Act ™

1 Lacin Usings was concerned with the words “income anising or accruing’
and accordingiy the court in Lategan® was, with respect, corresi in
distingguishing this case
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It is interesting to note thal in Lategan the special court relied on the fact
that the fill purchase price had been credited in sccount *  However, the
Cape Provincial Division attached na weight 10 this factor »

The deciston in [atogan is open to criticiam on 1 number of grounds

The court held that the value o the debt should be inchuded in the
appetlant's gross incoms &5 it had airendy sccrued 1o the appellant, and that
accrue moens to which & person has become entitied ™ In 20 doing, #t
followed the approach previously adopted by the Special Coun” In
addition, the court decided thet the debt should be included in the
nppelient’s gross incoms 8l is value at the end of the yeer of sasessment in
quention ™ Both thess interpretations are questionebls

The count acknowledged that there were difficulties in its spproach ™ 1t
Trasarers™ and certain Ausralian cases on the grourd that the Acts upon
which those cases were decided differed from the South Afticen Income

Tax Act

81 Lucia Usines was concerned with the words "income arising or secruing'
and sccordingly the court in Lategan™ wax, with respect, correct in
distinguishing this case
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There have been a number of ceses which have considered the meaning of
‘sccrue’  As fts meaning is not clear o detailed examination of the case law
is necessary n addition, legislation has been passes which affects the

guestion of accrusl  This legislation is also considerad

in Lategan v CIR™ the sppellant was 2 wine farmer  [n May 1920 he sold
the wine he had made during the year of assessment ending 30 June 1920
for £5924 Ofthis sum, £3 500 was payable in the vesr of assessment, and
the belance wes peysble in the following vear of asesament. The
Commissioner claimed thet the Rl purchese price should have been
inchaded in the appeilants income for the yeer of assexsrrient ending 30 June
1920 The eppellant argued that the outstanding instalments should have
been excludad fom his income in thet year

Wetermever ] who dalivered the judgment of the coun, held that acorue
meers ‘to which he has becoms entitled'* He held further that the
appellent’s income included not only cash which had been received by or
hed scerved to him. but the value of any other form of property which he
had recetved or which hed eccrued to im ' The outstanding instaimenty
represerted & right to claim payment of & debl in the future  Thia right had
vested in the appeflumt and had sccrued to him in the year of sssesernent
Accordingly. Watermeyer | held that the value of this right had (o be

inchaded int the appeliant’s gross income tor income iax purpases  The debl
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It is clear that in considering the guestion of double taxation the Appellaie

Division has revarded receipts as an independeni basis of taxation

It iy, therefore, clesr that receipts exis! independenily of sccruals in
computing gross income However. in view of the cases which have
emablished that a receipt should Le for ihe henefit of the recipient in order
to felt within the definition of gros: income, there will ssidom be a receipt
prior 1o an sccrual [t iy submitted thut, in order to avoid the possibility of
double taxstion, roceipis should be comeiated to accruals and interpreted
restrictively.  Thus both O'Dawovan and Meyerowitz are comect in
concluding that the ‘receipts basis’ of tax is not appropriate to cur sysiem
of tax, which has discerded the concapt o profits and gains as its basis.

ACCRUAL

The dete of sccrual is an importent fector when considering the texation of
discounting trensections, particularly deep discount bonds  The reason is
that, for example, in the case of deep discount bonds, & mumber of yeers
may elapse butweon the date of issue of the bond and its redemption® If
the person who acquires the bond at a discount is taxable on the
redemption procesds, one must determine when the proceeds sccrue to
him

0



"uriless the languaye of the Statute makes it clepr that such a result was
intended’

This problem could have been overcome i receipta were miterpreted
restrictively as set oul by the minonly of the members of the court in

Relfos

The principle above cnunciaikd by Watermever {5 in 1saacs was affirmed

by the Appellate Divinon in People's Stores | Hefer JA stated

“There 1 a possibility of the s mconie being laxed twice even in
cases where & debl, paveble duning one vear, is paid dunng the next or
& later one  The real answer 1o the submission is, however, that the
poasibility of double taxation is more imiainary than real since there is,
what has been referred (o as. g “necessars implication” that an amouni
which hay been taxed &3 an scorual or receipt, cannot sgain be taved

when it is recened of scorued ¥

It ix unfortunate thet the Appellate Division in People’s Siives simply
aftirmed the view of De Villiers JA m Delfis " As has been siated sbove,”
this approach is contradiciory 1t would bave been preferable to interpret
the word ‘received’ restrictively by limiting it (o receipts, which accrued in

the year in question
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Ergument can by advanced to the effiect that the holder of & post-dated hili,
note oF bond only becomes entitled to the discount when he preserds the

instrument for prymment in the proper manner

SECTION 24J

As has beeu indicaied, further lewxlation has recently been introduced in
order to regulste the taxation of fingncial instnunents such &s deep discount
boids The legisiation is contsner in & new s 24J of the Income Tex Axt
It was engoted in term o' s 21 of the Income Tax Act 21 of 1995 und
amended in a 14 of the Income Tax Act 36 of 1996 Section 21{2) of Act
21 of {995 sets out the application of the new suction  Section 24 appliss
to three broad circumsiances  The firsl 18 (0 sny instrument issued sfter 13
March 1998 In these circumstances. the ingtrument is desmed to have
come irdo operstion on 16 March (995 and s 247 applies {0 any instrument
jesued o o atter that date The second is to any instrument issued on or
bafors 13 March 1993 where, after that date, either the term is extended or
the termts and conditions &re materially varied in these circumsiances, s 24)
is deemed o have conw inlo operstion from the date of such extension o
variation in relation to thal instrument  The third is to any transfer on or
afler 19 July 1998 of anv ingrument issued or. or before 15 March 1995
In these circumsiances s 24) apphes to any sstrumment translerred on or
sfter that date with efiect fiom the date of transier 1t 18 therefore cleer

that, based on the amending Jegislation brought into effect by 8 2t of the
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exaropie. B3 would ot he obliged to pay A the face value if A did not

presert the meve for payment

In view of This, it could possibly be argued that A only becomes entitied to
the maturity value of the note on due date when B fulfils his obiigation to
pey peri passu with A's presenting the note for peyment  This argument
could be criticisad on the basis that it wives (oo broad s meaning 1o ‘entitled

1}

On the other hand, it could be arguad thet, on the suthonty of [TC 76, A
hes soquired a vested right which he could reslize prior to maturity dete by
discounting the note ' However, it should be appreciated thet the count
mnde its comments obiter dicta and did not consider the situation regarding
reciprocel cbligations. It euthority is thersfors imited.

It waa sigusbie that the position prior 1o the enecimemt of Rurther
lagisletion wes therefine, thet, whea & post-dsted bill note or bord ia
issued prior to the date when further legisiation is effective, i can be argued
that the holder will include in gross income the fice value of the instrument
This is inequitable on two gounds  Firsd, the holder is taxable &t & sings
wien e does not have the casht 1o paty the tax  Second. the value of the
right to the redemplion proceeds does not take into sccourt the effict of
inflation and the consequent decreasing value of the proceeds On the
other hard. on the basis of reciprocal obligations a mure persussive
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passu o indicated that he is willing to perform at & later date '™ On the
other hand, it should be noted that the mete fact that a contract specifies
that the obligations are to be performed on the same day does not
necessarily moan that the parties intended them to be reciprocal

Where B issues A with a post-dated promissory nute at & discount on it
face vaiue, the question which arises is whether the discount accruss to A
ot the date of issue  In this regard, the proviso which was sdded to the
definition of gross income refers (o the situstion in waich the axpeyer has
become entitied 10 an amourt which is pavable in & wbsequent yeer of
naesegment ' Thus, both the interprotation of *sccrued” in Pagpia's Sigres
and the use of the word “smiitied’ in the new provizo to the defintion of
groes incomo indicste thet (he test of entitlement rust be applied in
determining whathar the discount sccrues to A &t the date of iasue of the

nots.

In considering this matier in the context of reciprocal obligations, one must
exsmine the obligations of the parties on due date in order to ascertsin
whe har these sffect A's entitiement to the discourt ot the date of issue
When the note metures, A musi present it fr paymen’™ and. when he
does so, B must effect payment to A of the fice value on the note  Clearly,
on the basis of the cases discussed wbove, the preseniation of & note for

paymem on due dale constifules @ reciprocal obligation  Thus, for
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Reciprocal obligations exist in various types of trensactions For example,
in the case of & purchese and ssie for cech, the article sond must be
dalivared peri puseu with the payiment of the purchase price '™ in the case
of a mongage. the mongegor is obliged o settle the amount outstanding
on the dus date snd the morigagor is obliged to discharge and cancel the
morgage bond pert pessu with such prymment by the mortgagor '

This principle applies where & person’s right to pecformance is conditions!
on his re-performence of & reciprocsl obligation ' There must bs @
rolationsitn batween the one partys obligation to perform end the
parformence due by the other party  The reletionship shou d indicare that
ona obligation was undenisken in exchangs for the performence of the
othar The circumsiances should be such thet the obligations are not
consscutive '™ Thare should, therefore, be & commection betwesn the
parforrnance of the one paty and the other's counter- R
Gonerally, whare reciprocal obligstions exist, the ons party is sntitled to
inaig! that the other party’s reciprocal obiigations be discharged peri

=

pasm
Thes situation should be distinguished from that in which the obligations
need nol be performed pari passu. but consecutively  Where comecutive
phbligations exist. the pars who must perform is not entitled 10 +vithhold
performance because the other party hes not tendered peribrmance pari

s



emovment be postponed until the heppening of «me certain future

™

Vet

Where B imues A with, for example, 8 post-dated promissory o ie, 4
comraciual relstionship betwesn the parties 1s established 11 is necessary
aiso 10 consider whether this relationship might affect the nature of the
rights acquired by A In & contract . aule. reciprocal obligstions are
crosied  \Where there is a cash sale, the sclier is obliged 10 deliver the
§oods snd the purchaser is obliged 1o pay the purchese price in cash upon
delivery ™' Thus, "in a bilatersl contract certain obdigations may be
reciproce! in the sense that the performancs of the one may be conditionsl
upon the performence, or tender of performance. of the other This
reciprocity may iteell be bilateral in the sense thet the performance, ot
tender of performence. of them repressnt concurtent conditions.  that is,
etch is conditione! upon the other” '~

The geners! principle relating to reciprocel obligationa wes discussed in the
Appailate Division in Hauman v Norgie ™' This principle was stated by
Lord De Vitliers CJ s follows

“The yeneral principle applicable t: all bilateral contracts uiadoubtedly is
that one party cannat, in the sbsence of any special agreement, oall
upon the uther party to pertorm his contract without himself having
performed or being ready to perform his pant of the contract '
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Income Tax Act. and assuming thet there is an immediate entitiement and
accruat in A's hands, the sum of RI0D will smmediately scorue to A at the
date of soquisition

Undoubtedly the effect of Latagan snd Propie’s $iores. as read with the
Jbeve interpretehion of the proviso to the definition of gross income in the
income Tex Act loads to an inoquitable result from the point of view of the
bondholder in the circumstances set out sbove 11 normal tax is peyable on
redemption procesds. H should be peysbie at & stage when finds from the
redemption of the bond are avaiisbie This situstion would have applied
hed the Appeliate Division held 'acerus’ to meen *due end paysble’

It coukd be argued thet, when B ises A with 2 bil, note or bond with a
face value of sy, R100 for RS and w redemplion date five yoas
tharenflar, there is no scerual to A umil the redemption dete  The
arguiment is besed on the fict thes. in onder for there to be an accrugl in the
suriae of wn enitiement, A would have to scguire an unconditiona! right to
the R100 ' Thus, in the case of a negotisble instrument such as 2 deep
discourt bond, A would only scquire an unconditional right 1o the bond &t
the date of rademption

Before analysing the nature of the rights sequired by A, it is necessury to
distinguish vested or unconditional rights and contingent rights '’
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income prior to redemption Al the date of redemption there would be no
further accrual  Accrual took place at date of requisition. [t could possibly
be argued that a further amount should be included in the holder's gross
income as it had been received by him  However. accual of the dein
would have taken place st date of scquisition 1{ was valued ut its presam
velue Therefore, a Rirther receipt would constitute double Jaxation.

Therefore, on the authority of Lategan and People's Stores. ove could
sgue thet the holder should not have been taxable on any pert of the fkce
value of the instrurent af redemption date

However, sxsuming there is an accrusl s the date of acyuisition, the
proviso to the deflnition of gross income in the Income Tax Act has the
effacy of deaming the full redemstion procseds of the bond (o have accruad
to the holder af the dete of scquisitior.

Thus, sssame that A lsnds B R100 for a peviod of five yorrs and that
intarast is chargeeble at a simple interest rats of 1534 per annum. In this
situstion A will include R1S in his gross income in sach yesr which Lhe
cepital remains cutsianding If B were to issue A with a desp discount
bond with & face value of RIOO for R2S, the situation will be different. A
will immediately pay B the sum of R2S  On redemption date B will pay A
the sum of RID0 Applying the principles laid down in [alegan. and
People’s Stores and the provise to the detinition of gross incong in the
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due and pavable after, say. ten years, then on the dete of acquisition, the
nominal value of the debt will be deemed o have accrued 1o the person.
This will epply notwithstanding the fect that, at the date of acquisition,
taking imo accourt the effect of inflation on the velue of the dabt, the value
of the right may be considerably less than the fsce value of the debt

C+ the besis of the decisions in Laiegan and Peonle’s Stores. if & deep
discount botd 18 acyuired &l a discount and the bond ia redeemable after
flve yuars, it can be argued that the full redempiion proceeds of the bond
necrus 10 the person who soquires it et the date of its acquusition

{n the ubsence of the proviso to the defination of gross income dosming the
face value of & debi to have accrued 1o & texpayer in circumstances set out
sbove, it could be argued that the redemption procesds of a deep discount
bond, in effsct. constitute & debt and the vaiue of the dabt should be
included in the holder's gross income in ench yeer of assasament prios to
redemption of the bond. In each year the debt could be valued ot itz
presant value Effectively, the holder could have hed anmusl sccruals to

inchade in his gross income

On 1he other hawd. it could be argued that sccrual took place when the
bond was sequired by the holder At that stage, the debt would have besn
valued &t its present value As no subsequent accrusls {ook place, there

should theretore be no further amounts iocluded in the holder's gross
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*Provided that where during any vesr of assessment the taxpaver has
beccmie entitled to any amount which is pavable on a date or dates
falling afler the lest day of such vear. there shall be deemed to have
accrued to him during such vear -

(e) if the taxpayer has on or before 23 May {990 submitted ¢ retum of
income drawn on the basis that the present value of such amount has
eccnied o him during such yeer, the present value of such amount, of

(&) in any other case. such emourt

Provided further that where the provision of paregraph (o} of ths first
proviso is applicable, there shall be deemed to have sccrued to the
taxpayer during any subsequent yesr of nasessment in which he receives
such amount or eny portion theroof, & sum equal to the difference
between such amourt or portion thersof end the present value of such
amount or portion thereof 30 deemed to have accrued to him during

the Arstmentioned year of assesamant

The proviso has retroactive effect in circumstances in which the hansitional
provizion does not apply  In addition, the combination of the decision in
Pepple’s Siores and the enacting of the proviso to the definition of gross
income has had the etfect of creating a most unfortunate situetion ' e
person acquires 4 nght to a claim against a third party #nd such right is only

'3
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"Provided that where during any yesr of assessment the texpayer has
beenme entitled 1o any amount which is pavable on a date nr dates
falling aRer the last day of such vear there shall be deemed to have

scerued to him during such vesr -

(a) if the taxpaver has on or before 23 May 1990 submitted 2 return of
income drawn on the basis that the present value of mich emount hea

sccrued to him during such year, the present value of such amount; or

(3} in any other ¢ase, such smount

Provided further thet where the provision of paragraph (a) of the first
proviso is applicable, thure shail be deemed tw have aceruad 1o the
taxpeyer duling any wubsequent year of asseasment in which he receives
such amount or any portion thereof, & sum equal to the diffsrence
between such amount or purtion thereof and the present value of such
amount or portion thereof so desmed to have accrued to him during

the firstmentionsd vear of sssessment '

The proviso kas retroactive effect in circumstances in which the transitional
provision does not apply  [n addition, the combination of the decision in
Prople’s Stores and the enacting of the proviso ta the definition of gross
income has had the effect of creating 8 mast unfortunate situation 1 a
persan acquires a gt (o a cluim against a chird party and such right is only

©



There is another arpument againy the interpretation of accrue as meaning
‘entitled 10" which is not referred 10 in the judgment in People’s Stores
Section 24 relates to any agreement with another person in respect of any
property whereby the ownership of the property passes from the texpayer
to the other person u;a.n or afler receipt by the taxpayer of the whole or &
portion of the sale price. [n these circumstances the whole of the sale price
is desmed to have accried to the taxpayer on the dete on which he entered
into the sgresment "' The Commissioner s suthorized to grant the
taxpayer 8 special allowance ' The interpretation of accrue us meaning
‘entitied to' crestes an gnomaly mnsofur as « 24 is concerned  If acerue
meens that to which & taxpayer is entitled. seerugl would take place when
the taxpayer signs the comiract of sale  There would be no need for the

deaming provision in s 24 '

It iz unfortunate that the Appellste Division interpreted “accrusd to' as
meaning ‘1o by entitled’. As it is a decision of the higheyt court in the
couniry it must be eccepted that this interpretation is now the law and thet
the dispute es to the mesning of ‘sccrued o' has now been finally
resolved '

The lsgislature then proceeded io ect with ssemingly undue hasts to creats
an imbalance in the cfect of the court's decision A proviso was added to

the definition of uross income in s | of the Income Tax Act !

X



There is another argument againg the interprelation of scerue as mieaning
‘erditled 10" which is not referred 10 in the judgment in Peopie’s Stores
Section 24 relates to any agreement with another person in respect of any
property whereby the ownership of the propenty passes from the taxpayer
to the other person upon or after receipt by the taxpayer of the whole or 2
portion of the sale price  In these circumsiances the whole of the sale price
is deemed (0 have accrued to the iaxpayer on the dete on which he entered
into the egreement ' The Commissioner is suthorized 1o grant the
taxpayer & spevial allowance '™ The interpretation of sccrue as meaning
‘erditied 10" crestes an snomaly insofer as s 24 is conterned.  If accrue
monna thet to which o taxpayer is entitled, scorusl would teke place when
tha taxpsyer signs the contract of sale. There would be no need for the

deeming provision in s 24 '

it is unfortunete that the Appelizte Division imerpreted ‘nocrued to’ as
meening "o be entitled’  As it is a decision of (he !ighest cuurt in the
country it must be accepied that this interpretation is nuw the law end thet
the dispute a3 1o the meaning of ‘sccrued to' has now been fnelly

resalved '
The legialature then procesded to act with ssendngly undue hasts to create

an imbalance in the efiw: of the court's Jecision A proviso was added to

the definition of gross income in s 1 of the Income Tax Act '
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mstrument dunng the porksd fiom aegusition o date of transier or

sedemiption of tie inattement by the holder

Mt esample of the caleulabon of weh @ wain where the holder did not
apply an aMernative method is wiven in the Explanatory Memorandum ' In
the example a dealer in fnsncial msiruments purchases &n instrument for
Ru20 000 on 3| Julv i9m3%  The instrtument is redeemed for R1 000 000
wo years later  The msirument bewss an annual coupon rate of 108
paveble al the end of Julv  The faxpaver sells 1 instrument on 30
September 1996 fir ROR! 000 The casht ows are set aut in the table

byl

Date R
A July 1wk (920 000)
31 July 1900 100 000
SEETET 1wy 1 100 000
- T 280000

The yield tos maturity is 1491464%0 assunung an annual accrued period



Section 24103 cosers the sttuttion it which a person bolds an inconw
msruneent which was issued o or belise 15 March 1995 and was
unrecsemed on 14 March 1995 In this situation s 24] applies to all accrual
periogds from the date of the holder < aequisition of the instrument until 14
March 1995 The excess of all accrual amounts over any interest received
by or accrued 10 the holder duriag this period in respuct of the instrument is
deerned 10 have decrued to the holder in the year of assessment in which he
trarishers o redeems it This provision does not apply in the case in which,
prior to 3 July 1906, the holder has been assessed 1o tax in respect of

mtereyt relating 1o the instrumenn

Where a holder makes o profit on the sale or redemption of an
wnlrutreent, The wdjusted gan s deemied 1o have accrued to him in the yess
of gasswsanenit " The admsted gan from the holder's perspective is
calculated by adding the transler or redemption procesds 1o any payments
i respect of the instrument secenved by the holder in the relevent accrual
period  There is duducted trom this sum. where the holder did not apply
the mlternatis e method, the adiusted imitial amount relating to the instrument
and any pavments made by the holder in terms of the instrument by the
holdet duting the aocrudl penod  Where the holder applied an alternative
nwethod wy telation to the wstisment. thee s deducted trom this vam the
itk awount. il amounts delessuned i avcordance with the alteoaative

mothod ised and e pisoents nade by the holder in terms off the



Based ot these cash fows, the aceruals (o the holder in terms of s 24] are

sef o i thie table bekom

Tow T eriod NN Noie T Vild | Aceru

year LR (R)

19986 1310 Junld Roo| 1 J006%030 | %7227
1

H
i

RS Firw : L]
19967 [ 31 Dec E Ton2] 2 Toossozo | 89977
Josks % X7t B

!‘?ﬁk}.? 0 Jun: v wri 1 0,.06%010 608 834

i

I ! ! |

o ALY P 24N ]
(8 T3 De |9 o711 4 |006%030 | 628918
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Explanatory Menwrandum theee glternative methods ere referred (o
These are those based on the weighted outsignding capital and inierest and
on & straight-line spreading of interest and that calculsted by applving the
rate and nstadments in lerms o the rele nt agreement '

An exampie on the accruud of interest is given in the Explanatory
Memorandum  which will be discussed as it gives one 2 better
understanding of the epplication of the formula contained in s 247 ™ In the
example the taxpayer acquires & iwo-yesr financial instrument ot & discount
of R1 200000 Interest at 3% of the froe value is receivable &t six-monthly
intervals  The vield 1o maturity assuming & six-monthly accrual period is
6.50308% per period I is assunwd that the texpayer has e fnancial yeer

end 30 Jume The cash flows relating to the Gnancial irstrument are sef out

in the table below

Month R
31 December {8 300
] 000}
A June 1986 00 000
31 December ' 300 X0

1096
30 June 1997 00 600
11 December 10 300
|7 o0

3 300 000 i

s



mnstrument must be issued o acquired at 8 discount or premium. or il
should bear deferred wtredd  In the case of any company, an income

ini

instrument means any instrument ' Examples of income instruments held
by persons other than companics that are given in the Explanatory
Memorandum are savings and cadl ac. wnts. Pyed deposits not exceeding
one year and fixed depusits exceeding one year whers the interest isset 8l a

fixed rate and is paid annually ™

Having considersd the issues erising from the formula. it is now
necessary 1o consider the gpplication of the formule to the holder of an
instrument  These is deemed to have accrued to the holder an amount of
interest  There are two bases for celculating the interest thet is deemed to
have accrued 1o the holder The fira basis is o determine the sum of the
eccrual amounis in respect of all accrunl periods falling within (he vear of
pasesument  This applies not only to complete accrusl periods, but also to
any perl of an accrual period lkllag in the vear of sssessment  Thve acorual
amounts kre determined by applving the formula  The second basis is w
calculute the interess by applying an alternative method ' The meaning of
alternative method is defined 1t i 3 method of caloulating interest in
relubion 10 any Jlass of inument 1t mst, however, confirm with
peneraliy accepted accounting practice be consistently applied in respect of
all instruments for all finencial reporting purposes and the result in respect
of the accrual of income and the incuming of expenditure should not differ

waterially from that resulting fiom an application of the formula ™ In the

0



with some justification that cenain types of short-term redeemable
preference shares should be inchided in the definition of instrument as such
types of shares have certain rights that are similar to those relsting to
certain vpes of honds  Comversely, bonds which are convertible into
shares are covered by the legislation The values of these types of bonds
vEry in relation to the price of the sssocisted shares [t could, therefore, be
argued that these types of bonds should not be coverad by this legislation
a3 they sre similer (o the associaled shares ang should not be trested
differently A similar argument could be advanced in respect of bone. o«
are finked to an officiel price index It is submitted that the defintion of
instrument does not include derivatives such Bs options, warrents and
futures  The reason for this is that an instrument is defined as any form of
interest-benring arrangement 1t is submitted that derivatives do not
conglitute interest-bearing amangements  For example, en option in &
financial instrument is o right to buy or self the instrument ot & certain price
within ¢ defined period It clewrly does not constitute an interest-bearing

AITRIgeen

Having examined thw defintion of an instrument, it is now possible to
consider the mesning of an income mstrument 1t will be recalled that the
fornaula m terms of s 24) only applics to & holder of an instrument where
the instrument involved is an income instrument  An income instrument in
the case of any person olher than 4 company i an instrument where its

terns will or it i likedy will eneved @ petiod of one vear  In addition, the

1.1



acerual periods and any other pavinents made by the holder in previous
accrual periods fess wny pavments received by him in respect of the

instrument '™

Ihe fourth issue rolates to the tvpe of instrument coversd by the
formula  When considering the position of a non-corpotate holder. the
formule only applies to income insiruments ™ An income instrument is
defined as a cerimin type of inrument  Before examining the type of
instrument, it is necessary tv osisblish the meaning of an instrument  The
definition is @ genersl one with certsin inclusions snd certein exclusions
The general definition covers any form of interest-bearing arrangemaent ™!
The instrument must have been issued after 15 March 1998, or on of
before that dete and transferred on or after 19 July 1993, or, insofer as it
relates to ity holder, issued on or before 15 March and wvedeemsd on i4
March 1995 An instrument includes stocks, bonds. debentures, bills,
PrOESIOTY notes, certificates and similar arrangements [t inchudes vanous
lbrmy of bank deposits and loens e well ax ropurchess and resele
agreaments  Where there is a right 10 receive interest or an obligation to
pay interest in terms of such an instrument and the right or obligation is
sequired or disposed of, the acquisition or disposal will ghio constitute an
istrument  Thery is encluded from the definition of insinumen! o lease
sureement and any agreesment in which the holder qualifies for en
allowance under s 2423 of the tncome Tax Act ™" 1t should be noted that

the definition of an instrunkentl does not include & shate 1t could be argud

(%4



There gre certain circumstances in which the vield (o maturily should be
recalculaten or redeterminad  Where the instrument is linked to a variable
tute of interest, the rate of compound inerest is calculated in respect of the
reie applicable when the compound interest is calculated  This rate applies
in calculsting amounts receivable alter the date when the calculation is
mage. '** 1f'the variable rate changes. the rate of compound interest must be
redatarminad.  In redetermining the rate of compound intersst, reference
must be made o the adiusted inital amount &t the end of the previcus
accrual pericd or year of assesument  [n addition, the varieble rate &{ the
date of redetermination must be used ! The Lxplansto.y Memorendum
gives, as an suample of such en insirument, one that is linked to a
commercial bank's prime rate o the consumer price index ' Where the
tarms and conditions of'en instrument are varied and this resulta in s change
in the rate of compound interest relating to the instrument, the compound
imterest must be redetermined  Whete there is & variation or alteration of
the rights ur interests uf & holder in respect of the instrument, the rate of
compound interest relating 10 the insirument must be redetermined ' An
example given in the Explanatory Memorandum is where the terms of the

instrument provide for an early repusnent of 8 portion of the debt ™

The third wsug an. g from the formula is the meaning of the adjusted
initial amount  Insotiy as a bolder is conerned, i is the suns of the issuy or
transfer ptice. #s the case may be the secrual anwunts from previous

Tl



This furmula raises a munber of issues which must be clanfied a1 the outset.
Firat. it is clear that accrual 15 determined for an accrual period. The accrus!
periods applicable to a financial instrument must be applied consistently
until the muturit. of the instrument There are (wo possible bases for
determining such periods, and in both cases the period may not excesd 12
months. One is where the instrument provides for regular payments
squel interveis  The sccrusl petiod will be the period between such
payments ' The ather is the period elected by the holder or issuer, as the
caee mey be 1t is not clear v hat the position is whene the issuer and holdar
eiect different periods. The uss of the word “or' seems to indicate that it is
fiot possible for the parties 10 elect different periods. The section does not
appuer to provide for the resclution of a dispute on this issue between the
parties [t would be appropriste for the South Affican Revenus Service to
jssus p practice note on this point  The practics note could indicate that the
partiss should slect the period in writing, fling which, the period will be
treated ga being |2 months

Second, the yield o matunity 1s comprehensively definad 1t is the rate of
compoungd interest in cach accrual period at which the present value of all
amounts receivable under the instrument by the holder squals the issus or
tramafer price. as the vase may be ' A holder is defined ax any person who
has become entitled to amy income under the indrument I the instrumient
provides that any interest is pryable the person who is entitled io receive

payment is alsc regarded as a holder

I3



In order to consider (he eflect of 3 24) in the context of financial
discouuting transactions. it is necessary 10 review the type of transaction
invoived A financiel discounting transaction norma!! - involves & person
issuing & bill. note or bond a1 a discount on its face value  The instrument
is redeemable at s fiture date A further type of trensaction involves the
sibssquent seie or redemption of the instrumemt  When considering the
question of accrusl in a financisl discounting transection, one is concerned
with the position of the person in whose hands there will be 2 receipt or
accrusl In the context of the transactions described above, there will be o
receipt or accrus! in the hands of the person to whom the instrument is
issued and any subsequent hoider of the instrument  The receipt or accrual
will normaliy srise by virtue of the fact that the instrument will be sold or

redesmed.

The provisions of s 24] are (uirly compliceted Essertially, s 24]
regulnies, inter alie, the celculation and accrual of interest  [nterest is
defined as including the grozs amount of iiterest, related fingnce charges,
discount or pramium receivable as a result of a financial arrengement '*
The amount which accrues to the holder of a finencial instrument in an
accrual period is determined by multiplying the yield to mamurity by the

sdjusted initial amount '**

tal



accounded foi on the date of the instrument's transfer or maturity,

whichever is the earlier

It is theretore importuri to understand the position of sccrual relating to
financiel discounting transections both prior to and after the introduction of
8 24] It should also be appreciated that s 24] not only applies to the
reerugl of income bt &lso 10 the incurrsl of expenditure  In this section
consideration will only be given to the question of sccrual of incoms. The
issue of the incurral of expenditure will be discussed in chapter 8 below.

The ressons for the enactment of s 24) are set out in the Explanstory
Masmorendum on the Income Tex Bill, 1998 1§t is pointed out that the
issuing of financiel instruments et & discount and the structuring of
contracts to provide for the deferral of interest and finance charges hed
become popular, particulerly in the comext of tax planning Thus, for
sxamiple, the holders of Aranciel instrumants issusd at & discount argued
thet the discount or deterred interest only scerued to them at the maturity
of the instrument. The Minister of Finance proposed in his budget spesch
in 1995 that legislation would be introduced in terms uf which an accrus!
bais would be recognized. Thus, interest, discounts and premiums would
gcerus on a day-to-day basis for tax purposes ' Section 24 is the result
of these pronouncements  The Lxplanatory Memorandum emphasizes that
s 24] does not interfere with general tax principles such as source or the

capital o revenue nature af such profits '

i



Incorme Tax Act 21 of 1995 and apart from the circumstances set oul
above. s 24) did not affect instruments issued on or before 15 March 1905,
However. in his budget spesch of 1996, the Minister of Finance snncunced
a further amendment (o0 these transitional provisions Details of these
amendments are contained in section 53 1% of the Budget Review issusd
by the Department of Finance on 13 March 1996, The amendmanl which
wis proposed applied s 24) to el instruments issued on or befors 15
March 1995 snd which were unredeemed on !4 March 1996 This
amendment was efficted by s 14(1)) of Ac o of "8 Thus s 24)
epplies to instrumems which were excluded from s 241 by virtue of the ft
that they were issued on or before 15 March 1993 and hert not been varied
or trangfarred afier thet date  Section 24] does nol sapply to instruments
which had been issued on or before 15 March 1998 and which hed not
been varied or trensferred afler tha! dste and which were no longsr in
exisience on [3 March 1996. The application of retrospsctive legislation to
these instrumenis iz untortunate and govemment should be discoursged

from continuing this practice

Specia’ provicions will apply to instruments which are brought into the
scope of s 24J by virtue ol the changes announced in the minister’s budget
speech of 1996 The differenice between rll amounts which have accrued
for tex putposes and the amount which would have acvrued uniil 12 March

1996, had the proposed easures been applicable, will, tor tax purposes, be



The fired issue is whether one basiy o4 calculation is acceptable v wi
circumstiices and not acceptable in other circumstances 1 one has regard
o the example above, the siraight-line basis of valugtion was not
peceptable to the Commissioner at the vear ond as discussed in the
Explanatory Memorandum  In the evample given in the Explanatory
Memorandum, the vear ended a the end of the third month A1 that siage
the varistion with the yield (o maturity besis was -100% IF the yesr hed
ended at the end of the first month, the varistion woukl have been 00,
The question srises whether. in these circumstances. the siraight line basis
wouid have been acoepteble 1t this regard. it should be noted (has, in the
example given in the Lixplangtory Memorandum, the weighied capiws!
method was acceptable to the Commissioner  Ai the end of the thind

month the varanee of the waighted capital method vens 45%

The second issue follows on from the first issee  If une hes regard lo the
weighted capite! method in the sbove example. it will bs noted that, apert
fivm the last month, the variation was between 24% and 45%  Clearly of
48%¢ was accepluble 1o the Commissioner, the jower percentage vanistions
were alsa accepiable  However, if is not clear how high the percentage

varigtion should be before it becoies unacveptabic

The posnta taned i the twa tasues disctissed above are reinforced when

one considers a Hurther example  Assuitw that & 1 5-vear bond is issued

N4



it is stated in the Explanstory Memorandum that the weighted capitad
methad and the cakeulaton by applving the rate and mstalments in terms of
the agreenent are acoeplabke as methods of valcolation  Howeser, i is also
stgted that the straight-tine method of cakeulativn is not scceptable "™ The
suthority for this stmterme is, presumably, contained in the definition of the
alternative rethod in s 24511 uf the Income Tax At Parsgraph (¢ of the
definition stipulates thai the method shoukd achieve 2 resuit in relation to
the timing of the accrual and the incurral of interest that does nk differ
significantly from the vie.d 0 matusity bews of celculation 1t is respecifully
submitted that this definition s nol suficiently ciesr  Proagraph (¢} of the
defimtion of slternutive method stipulates that the result of en applicstion of’
rt alternative method should not 'differ significantly’ from that achieved by
applving the yie'd to matuvity basis of vadustion [t i not cleer a8 to what
would conatitute a signit cant difference  In (e example set out above.
which is givet in the Exp.anatory Memorendun, it will be noted that, apant
thoin the sixth moegh, the cumulative percentags vaniation with the yield 1o
maturity besis of calculaton vanied Bom 608, {0 -109%  Un the basis vf
the comments in the Fxplanstory Memworandum. the straight-line basis i
not acceptable to the South Atncan Revenue Service  In the », mont of the
Commissioner, these perovidage vanations clearh conttitule sgnificam
differences 10 the results achieved by applving thw viedd to maturity basis off

vitluaiion  Thes taises DAD ey
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The 1sbie beluw wets out the momhly vaniations of the different methods of

calculation v.ith the vield 1o matunty bass

Month | Actual Welghted Straight-

capiial line

! 0 17 -4

b 0 18 =36

] 01 12 .30

4 t 9 «22

5 0 b =12

L 0 0 4]

The varintions a3 percentage: of the total interest arv as follows

Month | Actual{  Woeighted Stralght-
eapital line
! o 28 50
2 G 40 6
k) G 4% <109
4 n 40 8
< i b £}
T 6 0 0 0

At



[ Month | Monthly | Cumuisitve |
:! t weerunl accrunl
T T e 86,34
2 80,14 1R

T3 U o 28903
YT we 14538
) 86,14 211,72

6 7S TR B TT YT
<ty ut 41807

The sctual interest calculetion and the caleulstion based on the vield to
maturity have the seme results  The 1able below ssts out the detailed

aceruals besed on these methods

Month | Paymenmt | Interest/Accrual
i 1743 146
|
R LY 123
1 T ™)
+4 1743 7%
s 1783 L}
o 1341 3
i (T i SiN
i.--.p a e e AR AL T L T ey M T e e T — et etk -

L



The accruals are. theretuse, aa Rollows

[ Moath | Cumuiniive | Monthly
wecrual seerenl

i 17 ] kL

L.

2 v 138

1] 41 104

3 483 7

$ 418 38

o 518 0

18 318

The strught-line method ol caleuluting the .ccrusls involves an equa
allocation of the imtorest uver the period involved  The tzble below sets out
the monthly accruls in the above exampie



In considering this table. # is appropriate (o examine the slternative

methods of caleulating the accruals in mose detail

The weighted capital nwthud of caleulation is an epplication of e

following formnwla
Totalinterest x monthly beiances
Totad months balances
The detaited calculation is gs follows
Month Caplt | Payme | loteres | Balzac
nl n t &

1 10000 1753 146 839}
2 g391 {743 121 6702
3 6762 1743 % S1o0
4 107 | 1743 78 k2R
4 42 1783 50 1738
O 1728 1783 28 0

Based on the shove figures, the total iterest for the perind e R318, and

the tetal of the outstanding balances at the end of eaich month is R28$ 424



Phe Faplanatory Memotamdum contans a dowusstion and example on the
sllernaine methods of refhcling the spread of interest for accounting
purposes ™' In the example, it is assumed that the taxpayer borraws the
sum of R10 000 an 31 May 1995 st gn interest rate of 17.55% per annum
The loan agreernent provides that the loan is repayable within dx momhs
by way of monthly instatments of R1 781 The taxpever’s financial vear
end it 31 August  The interest payable over the period of the loan is RS 1%

The calculstion of the imerest using various methods of calculation sre sof

out in the table below
Method 1995 Year (R) 1996 Yoar (R)
{n) Weighted eapital 412,90 105,10
Difference to YtM 43.03 {45.03)
Dafferencn as *w of itticrest R {8.7%)
{b} Straught-line 259,00 255,00
Difference to YiM (108.37) 108,87
Difference &s %o of (2).4%) 21.0%
interest
{¢) Calculntosl 6790 180,10
Difference 10 YiM ¢.03 {G.03) m
Differonce ay %o of 0" 0%
nterest
{d) Yield to maturity 16787 140,13
(Ytd)




will apply in determining the market value of the instruments. The election
shall not tahe effeet uniess the Commussioner has, subject to any conditions
that he might impose, approved of U methodology and the manner in
which the market value of the insiruments is taken iMo sccount in
deternuning the company s taxable mcoswe  The ehection will be binding on
the compatty i respect of all suwch inslruments dunng the year of
assesement in which the election takes effect and in all subsequent yeers of
psaessment ' Where the vumpany has made such &n election any
istrument o which the clection applies will be so dealt with until the
instrument is either sokd or redeemed '™ The Commissionsr may
withdraw his approval if’ it was obtained by fraud or &s @ result of a
misrspresentation or failure to disclose 8 material fact by the company The
Commissioner must, of course, by satisfied that, having regard to the Rdl
facts, the appravel should not have been granted ' Where a

company no longer complies with the provisions of 5 24J(9) the mpproval
granted Dy the Commissioner is deemed to have been willdrawn with
effect from such year of sssessment  An adjus'ment must be made (o the
company's taxable income in respect of all such instruments held and not
disposad of or not redeemed by it ut the end ol such year of assesament 1t
is negessary to take o avcount inferes! which would have been taken into
account had these prosisons 2ot have been applicable in prior years of
sssessmient 1o addition, account must be taken of any income included in

the company’s gross incomw it prior vears of assessment '



Notes

I RSOOOOD S 018 (RSOGO 1118 % [/12)

[

HRSOU 000 « R7TS 000y s 0,18) - RG240
v (R&o0 U0 + Riol 250« R1ol 250y x 0,18
4 (RSO0 000 » R236 250 - R1e! 280y x 0,18
S (RSO0 000 + R322 %00 . Ri6t 2503 x 0,15

The total accrusl is, therefive, R421 687

Where there is more than one holder of an instrument, one mu exclude all
gmounts receivable by other holders of the instrument when calculsting the
secrual wmount of the hokder '~ Where the holder of an instrument is
entitied to any interest in terms of the instrument gnd, & the same time, is
also Heble to pey intersst in terms of the instrument. he will not b a holder
and ssuer of the instrument at the same lime 1 the interest receivable by
him exceads the interest payeble by him. hie will be regarded as the holder
of the instrument  Conversely. if the interest payable by him exceeds the
interest receivible by himt in respect of the instrument, he will be regardad

us the issuer '

A company whose business consists of dealing in instruments may elect a
different basis for il 1o be taxed on sts interest ' The basis on which the
voinpany will be taved will be to apph o warket valuation in respect of the
estruments | Ui cumpsany st make the clevtion in writing and must
sbiiil @ staterment settng out in detail the methodology that the company

-



T Aosth R
28 February 108 (800 000}
29 February 1496 0
28 Febnan 1997 f61 250
28 Febiuary 1998 0
28 February 1999 0
29 February 2000 760 437
T 421
| 087

The vield to matunity s 159 per accrual peried, assuming an snnual accrual
period

The aceruals gre set out in the table below

Year end Accruat (R) Note
29 February 1996 68 750 |
=% Februan 1907 92§00 2
28 Februan (g 75 000 3
28 Februar. 100 Rt 244 4
=9 Februan 2 04 RY g




are materially aftered afler that date the mstrument is deemed 1o have been
issued alter that date I these citeunistanees, the provisions of's 244 apply
to the indnunent from the date of the extension or varation of the
mastrument ' An evample of an exiemsion of a tem is given in the
Explanatory Memorandum ' The importance of this provision has mostly
taflen away with the minster's announcement in the budget speech of 19496
with reyard 1o the introduction of retrosciive Jegislation concerning the
commencement of the application of s 23) and the enactment of's (4 of the
Income Tax Act 36 of 1996 ™ Section 24J(5A) provides that any amount
which has been deemed 1o have accrued o a person in terms of's 24J shall
nut be included in the incume of that person more than once as 4 result of
an application of's 24J

in the example, it 13 assumed rhat the taxpayer lends RS00 000 to another
person The Joan is in terms oF an agreement entered into on 28 Februuny
RS, and the capital bears mnterest it an annual tate of 15%  The interest
is 1o be capitalized and the capital and interest are repayeble on 28 February
1997 The panies agree on 31 March (495 (0 .t repayment date
o 29 February 2000, but the acctued interest will s be pavable on 28
February 1997 The taxpaver’s financul vear end is at the end of February

of wach vear  The taxpaver's vitsh llows sre set oul in the wable below

4



Uhwe adiusted wain is caloutated i the table sel out below

Period Accrual AlM
| () Noie : (R) Note | Gain | Note
3 Jub | 137 724 1 1987224 3
1996
20 Sep{ 19558 2 4218 4
1996
!
Nutes

1 ROI0O 000 x O, [49] 564

2 R9ST7 224 x 01491564 x S0 308

3 RO2000D + R13T 224 - R100 OO0
4 RO8] 000 . R9ST 224 - R19 558

The adiusied ain in the example is R4 218

Any interest aciually received v g person i terms of an instrument i3 el
included B that person’s wioss inconwe where » 240 applivs  Thos, where
mterest in deemed 1o hive averved o the holder of an instrument in temu
of ® 24503}, the boidet (s not alwo taxable on the miorest actuslly received
b Him m teems of the istrament ' Where the term of an instrument
etz o betere 13 Naich F99% s entended or #1s termis or conditions

"4



fit 1o burden their assessors with these complicated provisions It would
hive beett more appropriate 1o apply the provisiens of' « 24 10 companes
and individuals with Jarge holdings » income instru cans Thus, < 23
should i apply (0 bolders of incone mstruments below & cenain value
This would have the effect of reducing the number of taxpayers affected by

324

11 one applies the analysis of the financia! effectx of the vield 1o maturity
retuin ta s 245, it is clear that in the case of & zero coupon bond. the offect
of this basis of yiell is that the vield is in fict yreater than the nominal vield
1t is the revised vield to maturity  The effect of taxing discouns on the baxis
of the yield to maurity is more punitive than 8 simple intereat besis such a3
the simple vield (o maturity basin which is the same as the internel rate of

reum

The other nroblem with s 24 insotar as 1t affects discownts. particulary
2270 cuupon bonds. is that income tax is payable during the life of the hond
wheress the notional income in respect of which the tux is payable is only
recenved when the bord matutes b other words, Wax is pavable in resneut
of gross income which fus not vet bran received  Thus, ax stated above,
the effect of's 245 on zero coupon bonds & 10 ke them less attraciive 1o
investors Wi gre subect to normal tax This will, presumably, discourage
the e o such bonds anless other  factons outweigh thew Giwal
disadvantages

wr



However, the wording of the legidation is not clear. particularly with
regard 1o when one can apply altemative bases of calcudetion. and when an
siternative basis of calculation is accepishle  Section 24] spplies fv income
instruments g3 defined. 1 does not spply to <hares [t is arguable whether
this limitation is sppropriste  In this regard. it is arguable that certain types
of redeemal 'e preference shares should be inciuded in < 24) and thai certain
types of squity linked bonds should be excluded from this section The
provisions comsined in s 24] would ot inhibit the development of & grips
market in gilts A strips market enables the nghts {0 interest pryments 10
be treded separately from the underlying gilt or hond "' The reeson for
this is that the calculstion of the accrued amount somatically takes into
socaunt the fact whether or not interest is paid In sddition. if an
marument is sogquired withowt ngixs to interest, it will be scquired at 2
discount of s redemption price  In this event, the calculstion of the
sccrual will take into account the thet of the acquisition &t & discount

The application of » 24] to individuals is questionsbie The legisletion is
complicated angd it is submitted (hat it should apply to compaities and (o
individuals with substential interest and trading profits arising from holding
income insiruments The ressons for this submission are that individuals
will have to svail themelve of professional assistance in caloulating tretr
sccruah and assessors @t the Dxpartment of Inland Revenue will be
required 1o have detailed knowledge of these provisions  Ax it has been
reported by the Katy Couomission that there w a skills crisis al the

department. it s nol chear why the South Afcan Revenue Senvice Las soen

ey



this proviso is that where a taxpaver has hecome entitled to sn amousnt
which is pavable on & date filing after the end of the year of sssessiment in
quastion. such smour is deemed to have accrued to him in sch year of
asscasment  The entitiement test applies to buth the mesning of scorue and
the sfiwesaid pruviso

In determining whether the sstunty value accrues to the holder of a posts
dauted bill, note or bomd at the date of its astie, one must ascenain when the

haider bocomes eminled 10 such proceeds

Un the basis of reciprocal ~Lligations, & strong argumant can be advanced
10 the effoct that the holdar only becomes entitled (o the maturity vedue
whan the mstrume it presended for peyment on due date in the proper

manner

In 1998, s 24) was enacted it provides for the taxation of income and
expenses arising fom the issue and trading of finenciel instruments &t &
dincount ont theu fioe valuem  The legialstion dosls primanty with the
timing of the incurrel and accrual of such expenditure and income  The
jegisistion peovides fur the wcomw to be spres-’ over the peniod from the
date of scquisiton of the instrument 1o the date of disposal or muturity of
the matnsment  This w achinved tn apphving the vierd 10 maturity basis of
calcubatans over the term o the strusment The legislaion permitr the

spplicstion of alternative bases of caleulation of the accrual of the mevme

34
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development 1 Sauth Africa of'a anps markey in gilts A sirip takes place
where 1 hond is separated into its capdal element and an interest-only
instrumen!  The former instrument is referred 10 aa & 2ero coupon bond
whilst the latier is referred 10 as & sip A Strip & an American acromm
from Separate Trading of Registered Interest and Principal of Securities
The reason why 5 24) would not inhibit the development of & strips market
is that the caculation of an scorued amouni takes into account the fhet
wihwther o not imerest has been prid ™

CONCLUSION

The Income Tux Act provides, inler slin, for receipts and sccrusls to be
included in the grose income of & taxpaver ™ fn the case of discounting
transections it is unlikely that & person would obtain & receipi prior to gn
sccrue!  Thus, from the poim of view of discuunting iransactions, the
receipis basis of taxgtion is not of greet importance  However, the meening
of accrual is imporiant in determining the time when &n accrual tekes place
ift & discounting transicrion  The meaning of accrual Lits now been swttied
‘Accrue’ moans ‘entitied 100 The decision ags inade in Paople's Stones,
and. whilst ¢t is opea to ertien, 1t aust be scoepied as & binding decision

eourectly reflecting the posttion m South Afhcan law

The logislature added & provis to the definition of gross income in s ) of

the Income Tax Act  Apart from the transitional pravisions, the effect of

4



Year Year-end JAcersifo ] Tax | After-iax
valte n cash
L} 204 59 20459
! 13288 83 1723 170
2.} I6te 4128] 1947 Q047
3 424806 4RO 2201 ~2201
4 48012 826! 2487 2487
$ s4276] o244 2810f -2810]
v 61332 7088} 1178 -3174%
7 89308 o730 3588 -3388
B! 8IS 90100 4084 -84
V] 88496; 10181] 4581 4381
104 1000001 1% $177 94823
 Total To541] 31744 38798|
YiM
Pre-iag 13%
After o
_tas

It is clear from this table that, in the case of a conventional bored, the effect

of the invesior's being sble lo reinvest the interest payments during the

term of the bond is that the revised yield 10 maturity becomes 9% This is

8n incregse on the 7. viekl achieved by the 2e10 coupon bond  In the

circumatences, the effect of's 247 on zoro coupon bonds i to make them

less witrective o tax paving imvestors  This will, presumably, discouraye

the issue of such bonds unless other factors outweigh these disadvantages

L

Having conudered the vifects of s 24) on the issue of virnwa. types of

fingncial mstruments, o s clear that » 24) would ot hibit the

IJ‘



It s clent thom this table that, assuming an income tax rate of 5%, a pre-
tan vield to maturity ol 3% is reduced to an after-tax retum of s This
is & substantial reduction in the invesiment retwa of & zero coupon bond
The question which then arises iy what is the difference hetwoen the returns
of & zero coupon bond and those of & conventional coupon bond” The
main difference between these two types of bonds is that in the cans of the
conventional band interest coupons are peyable during the life of the hond
Therefore, in the case of 2 conventionsl bond the investor is sbie (o reiment
his interost earmed by him during the term of the bond  In the case of & zero
coupon bond. the retums assume a reinvesiment of {he gccruale  The
problem is, howevaer, thet tax is peyable during the lfe of the bond end
(here is no cesh ganersted from the bond prior to manerity fo fund these tax
paymenis The following table ifuastrates the effocts of taxation in respect
of & conventional bond ased un sinler assumptions. where appropriate, 1o
those in the table sbove

CONVENTIONAL BONDS- TAX
Assumptisass

No of eans 10
SO0 %)
e rate 8940
‘Cost__ | 20489
[Matunty proceeds 100000




adverse atfect on the after-tax retumns of the imvestment  The effects of tax

are sel out in the following table

CONVENTIONAL BONDS- TAX
Assnmpilons:
Ne of venrs 10
YiM | 1%)
Tex rate 48
Cost 2048
Muturity proceeds 1000001
Yenr | Year--nd [Accrotio] Tax | Afterax
valse o cash
O 294594 ~2548
] 33288 38304 1723 -1'@‘
3 17618, 4328] 1947 « {947
3 42808]  43%01 2201 2201
4 48032 54261 2487 ~2437|
A 54276 6244l 2810 «2310
oi 61332 TJ0%6] 378 -317%
i 693081 79731 3588 -3888
81 78314 NG 4084 ~4084
H 884561 101817 4381 48]
10 t000na] 11804 8177 4833
Total To84 15 31744 3g7e8|
YiM i
Pre-tax 13% -
After To4
tas|




reinvested af the same rate  (bviously the marker value of the bond will
vary for o number of ressons  One of them is the variation in the interes!
rates during the durstion of the borki  Ome of the reasons why 2 2210
coupon bond is more prics volatile than & conventional coupon bond is that
there is ro fSexibility for reinvestiment of interesi during the fife of the bond
1t is assumed in the above example that the notional interest is reinvesied it
10% per annum  Thus, f interest retes increase, it is 0ot posaible o
reinvesi the notionsl inerest &t the higher rates In the case of &
conventional coupon bond, the interest received during the durstion of the
bond can be reinvested at the higher rates

If one applies the analysis of the financig! effects of the yinld to meturity
returm to s 24], it is clear that in the case of » zero coupon bond, the effec.
of this basis of yield is that the yield is in fact groater than the nominal yield
It is the revised yield to maturity In other words, the effect of wxing
discuunts on the basis of the vield o maturity is more punitive than e simple
interest basis such as the simple vield to moturity besis which is the seme a3
the internal rate of retumn

The other probicn: with s 24) mwofar as o affects discounts. particulusty
#eva coupan bonds, is thal invome tax is pays.  "uning the life of the bond
whersas the notional income in raspect of which 1he tax 1y payable is only
received when the bond matures  In other words, tax s payable in respect

ol gross mwome which has nol yet beon received  This s &n extremedy

kU



Fimalle, 11 is necessary brietly (o discuss the concept of yield 1o maturity
Yield to maturity has @ specific definition in tepms of s 2451} This
definition is an adapietion of (he financial meaning of visld to maturity  The
yield 1o maturity is generally defined ax the interest rate thar equates the
expacted or scheduled cash inflows from sn invesiment to the initia! cash
outitys The cash inflows nomally constitute interest receipts end the
pt weds from the disposal of the imvesimer  The cash outlays &re usually
represeried by the cash imvestment ™ This process of equating the initial
invesiment to the fliture cash flows means that one must discount the fiture
cesh flowt to the present using the vield to maturity sy the discount fector
No reinvestment of cash flows is taken info account  If reinvestment is
takan into considersiion, the return is incressed This increesed return is
calied the revissd yield to maturity '™ in the cuse of & 2ero coupon bond,
1o casht is received by the holder uniil maturity  The only cash flows are
the initisl mvestmsnt which iz a negative cash fiow, and the provseds
received st maturity w'ich is & positive cash flow  Thus, for example,
sssume an initial invesiment of' R1 000 that matures gfter 30 years if
interest is comnounded a1 107 per erowm, the investment will be R17 449
& maturity In order to achive this retumn, one could purchase & boud for
Ri 000 which has an sanual coupon of RI0 I the interest were
reinvested at a rate of 0% per annum, the rotum would be the same,
namely, RI{7 449 The revised vield (o maturtty is 19,13% per annum
Therefore it is clear that & rero coupott bond with & vield to maturity of

W% per animum dssumes thit notional terest of 100 per snnum is

by



It is clear from the secund exemple that annual vaniations to the yield
muturity of the annual sccruals applying the weighted capital method of
velugtion are greater then the variations applying the straight-line besis of
valustion This raises the guestion whether the straightline basis of
valuation is & ceptable in this situstion. |t is submitted that, spplying the
second example. it would be difficult to argue that the straight-line besis of
velugtion is not accepiable This roises the issue whether a besis of
valustion should be acceptable in cerixin circumstances and not scceptable
in other circumstances 1t is submitted that it is not desirsble for & basis of
veluation only to be acceplable in certin circumnstiances as this keads to
unceriginty A besis of valuation should either be ncoepiable or not 1t is
submitted thet there is no valid reason why the straight-line basis of
velustion should not be acceptable in all circumstances, and the legislation
should be changed sccordingly

in the arcumatances. t i submitied that the deflnition of aliemative
method in s 24J(1) of the Income Tax Act should specify the extent to
which the result of en spplication of an alternative method may vary flom
thet achieved by an applicaiion of the yield (0 meturity basis before such
altemative method becomes unacceptable  In addition, the section should
ahs clarify whether one method may be acceptable in certain circumsiances

and ot in others

X



The folkrwing teble illustrates the percentage of fotal interest of the
variations of the different methods of calculation with the yield to maturity

basis of catculation

Yeur | Actual | Welghted | Strnight-Hue
caphal
1 0 0.6 0,24
pi 0 0.47 0.22
3 0 047 0.20
4 0 0.48 0.17
5 0 0.48 0,18
6 0 0.49 0,12
7 O 049 0.08
8 ¥ .50 0.04
9 0 0.5 0.00
i0 0 0.52 0,08
i 0 0.53 .10
12 0 0,34 IR L)
13 0 04 023
t4 o 047 0,30
N 0 108 0]
| - P U R U

“'!



Thee insie price is R2 million and the redemption price is R(0 miltion. The

annual coupon rate is (0% The acenuals are set oul in the 1zble below

![ Yeor |  Amouni Yield to Actusl | Stralght- Weighted

| {Rands) m. tarity line capltal
0 9000000
1 1000C00 1078097 | 1028097 | 1066667 1102128
2 1000000 1031307 [ 1031307 ] 1066667 1105945
3 1000000 1034883 | 103488 [00b687 1110208
4 1000000 1018863 | 1038868 | 1006667 1114950
ST 1600000 1043308 | 1093308 ] 1066067 7130337
6 TO00000 TO48285 | 1048254 1066667 1126127
7 1000000 1053767 | 1083767 | 1066667 1132691
Y 1000000 1059000 | 1089500 [ 10606667 1140004
g 1000000 1066743 | 1066743 1066667 1148184
10 1000000 1074378 | 1074378 1066867 1187233

T 1000000 1082874 | 1082874 1066667 1167381
12 1000000 1002341 | 19334 1066567 1178623
td FOOEN%} THO2890 § 1 10LRw {06464 T HIv] 184
) TOOKRRKS T114043 | 1114043 1066667 1208179
T 1100000 1127739 1 1137719 1066067 1

Niv
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See Ochberg v CIR and Lace Proprictary Mines Lad v (IR

CIR v Prople’'s Stores (Wabvis Bay) (Pry) Lid s 22

Thix applies for the reasons set out sbone

£ 11N and () of the Income Tax Art 58 of 1962

CIR v People’s Stores (Wabvis By} (Pryd fad s 21-4

a2l

See Lasogsn x CIR

Section 7(1) is identical 1o 3 8 of'the Income Tax Act 40 uf 192%

CIR v Peopig's Stores (Walvis Bay) (Py) g w 223

See CIR v People’s Siorss (Waivis Bay) (Pty) Lid &t 23 De
Villiers JA was referring W » 7(b) of the lcome Tax Act 40 of

192

Sex CIR v Peopde's Stores (Welvis Bay) (Pry2 Lid &t 23

ihid

ibid

See (' Diveris & M 1. Stein Silke on South Aftican Income Tax 1!

memwonal ed 1 (1988 at 8.8

CIR . People's Stores (Wabas Bayj (tPy) Lid wt 234

L1 )
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©% Nee for example. (TR v Poiopsky (19421 12 SATC 1T &t 15,
Chellenor’s Estae » CIR (1960) 23 SATC 108 &t 117, Rishworth
v SR (1964) 20 SATU 278 at 281, 1TC 1068 (1908} 27 SATC
14l &t 144, Mooi v SIR (1972) 14 SATC 1 ot 10 It should be
noted that in Qchbarg v CIR (1933) 6 SATC | &t 7 Watermeyer J
reaffirmed his opsinion expressed in Lategan v CIR and that certain
special court decisions followed the decision in Lategsn v CIR on
the basis of mare decisis  See. for exemple. [TC 268 (1933) 7
SATC 189, ITC 437 11939) 10 SATC 450, and JTT 563 (1944)

13 SATC 319

%  RPIIOTperad7and99m 170

97 (1990} 82 SAT(' !

Yo als
w0 ®13
{1 R Tl
i a9
102 &t 201

0y a2y
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Lategan v CIR &t 21

See (IR v Poople's Stores {Walvie Bry) (Py) Lid w 22

8% of 1962 This section is identica! to » 8 of the Income Tax At
40 of 1928 which was considered by Watenmever J in Lategan v
CiR

This is consistent with the use of the words "due and payable’ in s
nH

CiRyDolfos m 108 and 1)

ibid  The court was considering the provisions contaned in the

Income Tex Act 40 of {928

CIR x [glfts at 108 and 111 Section 8 of the Income Tax Act 40
of 1925 was considered by the leamad judges

& Tth) of the Income Tax At H1of 1924

CiB vy Daifos & 108 Stratfond JA refirred to 3 11{2)01) of the
Income Tax Act 40 of 1925 which isthe  uivalent of' s | i{n ofthe

present Income Tax Act S8 of 162

CIR x Deitos a1 108

Hioten s Lstgte v CIR U7 28 SATC toea H1w

Hersn s Estate s ClR at 11w
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See Lagegan v CIR &t 19:20. CIR v People’s Stores (Walvis Bay)
{Piy) Ladat 2t

See CIR v Peopie’s Stores (Walvie Bay) (Pry) Lad at 21

See Ochberg v CIR and Lace Proprietary Mines Lid v CIR

Laggan y CIR &1 21

Sew D Meyerowitz & & Npiro Meysrawiz and. Spire on Income
Tax (199%) ut para 1814

T ORI A ics “933)“

See C J Ingram The Law of Income Tax i
12, and the judgment of Ingram J in [T 563 (1944} 13 SATC

RIL

See ITC 16 (1924) | SATC 124

Lategan y CIR t 21

iwd

1924 AC Sud

The Incorme Tax (Consolidation) Act 41 of 1917
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63
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(19901 82 SATC §

al 24

CIRvRelfosw 112

Sea 0 30 shove

ind

See. for exxmple, the mesning of & deep discount security in the
United Kingdom in para lof sch 4 to the incorne and Corporation
Taxes Act of 1988

(1926) 2 SATC 16

a0

ibid

a2l

See Latggan v CIR &t 19-20, (IR + People's Stores (Walvis Bay)
Py Lad w210 Ochberg v CIR (3931) 8 SATC 93, Lage
Propoetar Mines Lad v CIR (1918) 0 SATC 347, Mooi v SIR
(1972) 34 SATC,

[1]*]
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+7

49

8

52

£

a8

at 152.}

at 156 See also Meguire v COT (1906) 28 SATC 136, 19646 (1)

SA413(RAD}.

CIR x Relfos o1 1023

a 1078

Ser Meyerowitz at 226

CiR v Delfoam 112

Meyerowiiz 81 226 See also the commant &t Stratford JA iIn CjR v
DRuifopet 116

ClRy DReifosm 116

ot 117, Meyerowilz & 226

{1949) 16 SATC 288

ai 266 It should be noted that Wateereyer CJ wenl on o sate
that he did not use the term “double taxation’ becsuse of the
different meanings that coukd be given to it The reference in this
discussion to double taxation refers (o gross income which can be
subsect to normal tax in a texpayer's hands lwice - when #t sccrues

tu him and when be receives it at a luter stage

{sates s CIR at Mby

Jipd
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36

37

13

ki

41

See B O'Donovan ‘Receipts, Accruils and Double Taxasion

{1964) 86 RAL) 274

alr?

aln

8 2789

o278

D Meyerowitz 'Are Income Receipts Taxable® (1971) 20 The
TaxDeyer 225 m 228

{1939) 6 SATC 03 In addition. Meyerowitz &t 228 points out that

SIR.v. Sitvergien Invetments (Pty) Lid did not purpost 1o overrule
the ret decidendi in (IR v Delfos

{1971) 20 The Toxpeysr 225 ;1 228

id

ibid  Meverowitz points out diat the court reftained from deciding
sgaingt the Commmsionet's right o tax th, recipt of an amount
which had not previoushy been taxed as an accruad 28 it would have
had 1o overrale the 1atio decidend: in CIR v Deltin

14I10PD 1%
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36
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9

43

See B O'Donovan “Receipts, Accrusls and Double Texation’
{1909) 86 SAL) 274

a 2?7

& 79

at 278

&t 2789

%M

D Meyerowitz "Are Income Reoeipts Taxeble® (1971) 20 The
Tenpayer 225w 228

1193976 SATC 93 In sddition. Meverowitz a1 228 ,.uinis out that

SIR ¥ Silveglen Urcesiments (Ply) Lid did mot purport 1o overrule
the retio decidendi in CIR v Delios

(1971) 20 The Taxpayer 225 u: 228

ibid

ibid  Meverowilz poirts out that tiwe court reftained From deciding
apgingt the Comaussioner's right to tax the receipt of an emount
whuch had nof previousty begn taxed as an secrual as 8 would have
had to overrule the ratio decidends n CIR + Delips

11 CRDY L S0
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23
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legislature  However, in the cese of the definition of gross income
ins 1 of the Income Tax Act, this can be done only in exceplional
CIFCUMSIRNCes

See {QT v Gat 162

ibid 1t is considervd, with respect. that the reference gt 162 10 the

{Walord) Lid 1%3 AC | is not directly in poirt because that case
coraidersd a differor siatute

See CIR v Gann & Co (Py) Ligd (1959) 20 SATC {13

CIBvGemn & Co (Pry) Lid m 122

W 123

itud

jbid

ibid

See Geideainya v CIR (1947 14 SATC 419

See CGeidenhuys v CIR at 431

(1969) 30 SATC |
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to the maturity date ur when it is redesmed at redemption date

The niesning of “receive’ i discussed in section 1 3. bedow

This meaning is taken rom H W Fowler and F G Fowler The
Conize Qxford Dictionany of Current English 5 od 1966 and i
quoted with spproval in COT v.G (1981) 43 SATC 159 &t 1o]

See s ] s v 'gromincome’

See the comments of Wessels CJ in CIR v Delfos At 101-2 he
quoted with spproval the dictum of Lord Ceimns in Pariiugion v
Attomey-Cenere) (1869) 4 LR 100 {HL) &1 122 and sccepted in
CIR v Geogs Forest Timber Co (1924) 1 SATC 201 29 The

passages which he quoted was.

'As | undersiand the principle of &l fiscal texation it is this if
the person sought 1o be taxed comes within the lettxr of the
law, he must be taxed, however gresl the hardship may appeer
to the judicisl mind to be  On the other hand, if the Crown,
seeking 1o recover (he tax, cannot bring the subject within the
letter of the law, ihe subyect is free. however epparemly within
the law the case might utherwise sppenr to be '

Wessels CJ went on to state & 102 that the ruly is not absolute and
that & section can be givert 4 meaning narrowesr or wider than its
appaiest menmny  In s doing. the whole satute must be taken
mio secount i order v arhe at the true intention of the

L)
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Wessels CJ considered in CIR v Deffos at 103 that it migit be
possible to invoke equitable principles in order to avoid double
lsetion  Curlewis JA at 108 did nol foresee & danger of double
taxation and De Villiers JA staied &t 110 that there was 2 necresary
implication thet the same amount could not be texed twice in the

hands of the s ms texpayer

See the judgmen:s of Stratford JA at 108 and Bevery JA at 113

(1969) 20 SATC 199 8 207

wt 208

hid

ibid

See, for example, H B Frlketwa L ] Fourie & W J Kok  The

Machanics of the South Aftican Finsncisl Systam 2 od (1989) &t
-1

See s | s v 'gross income’

See Jgtegan v CIR  See alwo CIR v Delfbs snd CIR v People's
Stores (Walvis Bay )} (Pry) Ltd  This issue 18 discussed in section

3 4 below

The reason for this i that. ;v a disvounting transaction, the holder

of the note will only recvive an amount when the note is sold prior

W
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FOOTNOTES

See s | of the Income Tax Act S» of 1962 s v *gross income’

See {ptegan v CIR (19263 2 SA. . 16, 1926 CPD 203, and ClR.y

Peoule's Stores (Welvis Bay) (Pry) Ltd (1990) 52 EATC 1, 1990
(2} (SA} 353 (A)

There are, of course, exceptions  For example, in terms of s 7Al1}
end (2) of the income Tax Act an sntedated splary of pension is
deemted in ceriain circumatences o have been received by or
geenaed to the recipient over q specifled period These exceptions
gie not relevant in considering the taxaton of discounting

transactions.

See SIR v Siberglen IDvesimenty - 1x) Lid (1969} 30 SATC 199,
1969 (11 SA 365 (A} The Commissioner refemud to is the

Comunissioner for nland Revenue

{19316 SATC 03, 1013 A1) 242

at %4-100 and 111-13

IR v Dellos & 103 and 108



Thr estliest Appeilate Divison decision is that of COT v William Dunn & (o
144" This case was decides under the Income Tax Act 28 of 1914, which
~is based on the English concept of profits and yains rather then receipts and
acrusis

The facts were that the taxpayet wes & company registered and carnying oo
lussiness in Lngland The taxpaver acted ax an agent fov three South Afhican
firms In terms of its agreements with these frma, the texpayer purchesed.
its own name, goods requisitioned by the South Afticsn peincipals It then
itrvaicod and shipped the articles, debiting the principal concerned with costs.
Height charges and commission. together with interest &1 5% on the belance

due from tinse to lime *!

The issue before the court was whether this interest was recaived by of
acurued 1o the wxpayer thom a South Afvican source The court held that the
interext had not been received from any source within South Aftice. bat was

the result of the esployment in England of the tsxpayers own capital in tty
own business

The Attorney«General, on behaif of the Commissioner. argued that the source
of' the interest was the employment of capetal  In otlwy words, the source of
profits is the place where the caprial which produces the profits s emrloyed

the court agreed that this was the cormect test’ The AttorneyCeneral

L
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44

suthority on this issue and it can be argued buth thet the transaciion between A
#1d B 18 one of purchese and sale and it is & kon * The stronger asgument is
thas, on the aushority of Tucher v Ciinsberg” the tranasction is one of loan

Thus, whare A isstes & bill. note or bond 1 B & a discourt on its face value
the traneaction is one of loan  However, it B nugotistes the bill to C the

transaction is vae of wle

APPROACH TO SOURCE

in order to determine whether an amount has bes received by or hes sccrued
ic & person from a source within South Alrice two problems nesd to De
resotved as [ar as ectusl source” is concerned

The frel is to sacerisin the source from which the semount has baen recsived or
scoruad  Once the source has been identified, the second problem arises.
namoly, 10 locate it in order to decide whather it is within South Aftica "

DEVELOPMFNT OF THE TESTS TO BE APPLIED IN
DETERMINING THE MEANING AND LOCATION OF 3QURCE

The tesls to be applied in detenmining the meaning of location of source have
heen developed in & number of Appellate Division and Privy Council decisions,
which will be examined in detwil

i1y



should be spplied in detormining source in both cases  However, in practice.
the source of 2 discounting profit snsing as a result of the e of' s bifl, nowe
or bond ut & discount will be its oniginating cause. which will be the provision
of credit

NATURE OF A DISCOUNT

Discount mesns the deduction mede from the face vakse of 1 bl r * sxchunge
or promisscry note by s eron who is giving velue for it before f is due *

The nature of & discourt has been discussed in chapter 2 Whilst the Scxuh
Aftican courts have not conaidensd. in an income tax context, the gquestion
whether discount profits are similar 1o interest. they have considered this issue
in the context of U Usary Act 23 of 1926 and the Unary Act T of 1968 ' It
hes boen held thet discourting ia not lending and that therefore the discounting
of a note shoukd not be regarded in subsiance &1 & kan of money '

This conclusion aocords with the situiation where, for examele, A acyuires for
R94 a bill. note or bond with & thoe value of R100 and subseuently disposex
of i R, say. RUR The position is mwre ditficult where, R examiple. A b
issued with a bill, note or bond with a thoe value of RI0O  He payvs RS 10 the

isser of the instrument and, on due date, is paid RIOG There s no clear

1



41

SOURCE

INTRODUCTION

The definiiion of gross income in s 1 of the Income Tax Act' includes. inter
sdia, receipts or rccruals from sources within, or deemed 1o be within, South
Aftica. Thus, i a recsipt or sccrusl is nol ffom s South Afiican sourcs, i will
not be subject to normal 1ax in South Aftica.

In this chapter there is an exgmination of the rules of source insofkr as they
reiate 10 receipts or accrusls from discounting (ranstclions

The meening of & discount is discusesd  From this § is apperent that the iswe
of & bill. nota or bond at & discount on its fece valua is & trensaction of loan
However, the sbsoquent nagotistion of a bill, note or bond is regarded sy s
trarmaction of purchase and sale

An examination of the development of the tests to be applied in determining
the meaning snd locdtion of source foliows  The tests epplied by the courts
heve not ’iways been clear or consistent

As fir as the source of 4 discounting proflt is concerned, it is necexsary 1o
distinguish between profts ansing from the issue of & bifl. note or bond, and
1hase arisng fiom its subwequent pegotiation  The employment of capital 1wt

e
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a0

19l

Injnd Revenue The Tasation of Gilts snd Bands. & consultative
document issued on 25 May 1998 a1 & and R Koch The Financial

Times A~ of Menagement and Finsnce 1998 at 360
s 1 5 v "gross income’

Inlend Ravenue The Tangtion of Gilts sl Bongds. & consubiative
documers issued on 25 May 199% a3

i
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180

181

182

183

184

188

186

187

s 2KUxA) Note that the stipulation that the dlection is binding
on the company is subject 10 two providons, namely s 24H9%e)
and {/} These provisions are discussed helow

4 24U, This section is also subject o s 24H0)e) and ()

3 28H9)(0)

8 24HOKN

Explanatoty Memorandum on the income Tax Bill, 199% a1 17-
i8

Explanatory Memorandum on the income Tax Bill, 1993 1 13

L R Rosen lnvesting in Zaro Coupon Bonds (1986) m 17
CGenorally, soe S Homer and M L Laibownz [nxide the Yisld Book
1972

Rosen st 17

Rosen st [9-20

It is interesting to note that i the exkmplrs given by Rosen at 42.
& if une assumes a ax rate of S0, the pre-tax viek of a zer¢
coupon bond will be 13%e end the after-iax yield will be 6.%% In
the case of & conventional bond, the after-tax yield will increese 1o

{.1%9,

Vs



170

171

173

174

178

170

17

178

s 301y

Explanatory Memorandum on the Income Tax Bill, 1995 &t 13-
i4

s 241%)

3 24H6)

Explsnatory Memorsndum on the Income Tax Bill, 1993 & 14

15

5 24K THu)

8 2448},

2 24}{9%a) This saction aiso applies where & compeny is short
selling instruments  Short selling is defined in 8 241(1) s the ssle of
any instrument by & person who is not the owner of the instrument
Howe-er, the person has en obligation to deliver such an

ingtrument st a Riture date

3 24J9)(¢). The marke( vidue mast be determined in sccordance
with commerciglly accopied practice and must be applied
consisiently by the company for the purposes of fiencial reporting
10 the company's sharsholders

4



162

163

14

168

168

187

168

H

s 24)(1) s v 'insirument’  The definition contsins more detsil It
is, howsver, beyond the scope of this thesis to examine it in more
degail

s 24)(1) s v “income instrument’  The definition of deferred
interest comsine two toquirements  Firsl, imerest which is mo
receivable within one yoar from the date of the start of the accrual
period  In dete nining whether interewt is deferred. the interest rale
must be celculsted in respect of any accrual period by spplying »
constant rte of interest over the term of the insinsment.  Second,
deferred intares: inchudes interest receivable where such interest is
not calculated by applying & constert interest rate throughout the

term of the instrument
Explansiory Msmorsndum on the Income Tex Bill, 1995 8.
1 24J(3)
5 24}{ 1} 3 v ‘shternntive method'

Explangtory Memorsndum on the Income Tax Bill, 1998 &t 17
Thene methads will be discussed in more detail when considering
VEIKUS examples

Explanatory Memorandum on the Income Tax Bill, 1995 at 13

» 24)(4)

i



182

133

184

153

130

187

{58

129

I6i}

161

3 24) 1) 8 v holder’

£ 24J61 1 8 v yield 10 matunity’

ibid The meening of ‘adjusted initial amount’ is defined in 3
243(1) In the context of 2 holder. it is the sum of the initial
amoun, the sccrual amounts in respect of previous acerual periods
and any peyments made by the hoider in eny previous sccrual
periods, less any peyment -eceived by the holder in sny previous
accrual pariod in respect of the instrument

Explanatory Memotandum o the Incoms Tax Bill, (995 a1 9

s 2451} a v ‘vield to maturlty’  The rete of interest must be
redetermined with reference (0 the sppropriate sdjusted initil

Emount prior to the varistion

$ 24J(1) 2 v ‘vield to maturity’

Explanatory Memorsndum on ths Income Tax Bill, 199% & 10

8 24J{1} s v "adjusted initial amount’

s M) and {3)

s 241 s v inatrument’  The instrument does not have to be in

writing



140

141

142

143

144

147

148

149

50

15]

SA “rushers tPiy) bdd v Ranxdass 1951 (2) SA 543 (N) at 846

SA Crushers (*.y) Lid v Ramdass, Amold v Vilioen. Kemaludin v

Cihwale 1956121 SA 323 (C1at 326

Siredom v Van Retabury 1949 (3) SA 465 (T) &1 467

Seen 128 ghove

For example, the nots must be presented for pryment by and to the

proper parson, at the proper time and place and in the proper

manner Sez D V Cowan & L Gering Cowen The Law of
Africs 4 ed (1966) st 308-11.

ITC 76 (1927) 3 SATC 68

See Explanatary Memorendutt ont the Income Tax Bill, {993t 7
ibid

s 24J(1) s v *imerest’ This applies irrespective of whether the
interest is dotermined &t « fixed ar varipble rate or whether it is

receivalde s & lump wum of in unegual instalments

s 243 1) v v ‘aecrun! amount”

% 24J(1) s v ‘accrual period”

s 241} s & “yield 10 maturity’

Hil
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131

132

133

134

138

138

137

138

119

g

(19771 39 SATC 98 m 113

Alevanger Michaalis NO 1947 (4) SA $21 {A) &t 537

ESE Financisl Services (Pty) Lid v Cramer 1973 (2) SA 805 (C) a1
808.9, Crigpatte & Candv Co.. Lid v Ozcer Michasiis NO and
Leipold Alexander Michaelis ND at 537

1914 ADD 292

&t 296 1t should be noied that there are exceptions to this geners)
principie, some of which were discussed in this case 1t s,
however, beyond the scope of this thesis to discuss them.

Breyienbach v Yen Wilk 1923 AD %41, ESE Finsncial Services
{Pry) Lad v Cramer

Nullish v Harper 1929 AD 14] a1 151

Arnold v Yilioas 19%4 (3) SA 322 (C'y s 331

Myburgh v Central Motor Works 1968 (4) SA B8 (T),
Ansaissopouios v Geldenblon) 1970 (2) SA 631 (N) at 656, ESE
Finangipl Serviges (Pty) L4d v Cramer at 809

Myburgh v Cential Motor Works

(R}
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120

12

123

124

125

126

CIR v People’s Stores (Walvis Bay) (Pty) Lid a1 23

See Parfingon v Atlorney-Cieneral (18693 4 LR 100 (HL), CIR v
Georige Forest Timber Co, (1924) 1 SATC 20

See £ 24(1) of the Income Tax Act 38 of 1962

Ree & 242 of the Income Tax Act 48 of 1962

Ses ‘The Meening of Accrue and the Valustion of g Dabt Paysble
in the Future’ (1990) 9 The Taxpaye 61 8t 63, J Silke *The

Lategan Principle Conflrmed” (1990) 28 [TR 157 a 166-7

(Pty) Lid. see the articles referved (o supra in note 123 abuve and H

Vorster "Insiaiment Sales  Lategen Revisited' (1987) 2 SA L) &4.
‘When is There an Accrul’ (1939) 38 The Taxpayer 201,
*Accruals and their Vehuationa' {1990) 39 The Taxptver 81,

The proviso was inserted by 3 2( 1)) of Income Tax Act of 1990,
effactive a3 flom 1 luly 1962 and applicable in respect of all

smounts acerued on or afier that date.

See Latsgan v CIR und CIR v People’s Stores (Walvis Bay) (Pty)
L

See Silke a 102-3
(1027) ISATC o8 at 70
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discussed whether. even it this contract was concluded outside New South

Waley, the souree of the income was outside the state ™

Isence J did not sccept the argument of the Commissioner  The argument was
based on the proposition that the peyment was made in terms of the first
CORTECE &8 pRN payment for concentrates to be deliversd  Thus, the source of
the income was the concenirates produced in New South Wales, and Isascs J
regarded the initial basis of the payment as provisional This besis disappusred

when the second comiract was concluded ™

The parties acce;fed that the operations carried on in New South Wales
constituted an essential part of the company's banefts.  Thuz, the company’s
husiness was carried on partly within end partly cutside New South Wales
The first contract wea ade a5 pert of the compeny's business.  When the
purchaser of the concentraiea commitied & breach of the first contract, the
company obisined demages for this breach  This was recorded in the second
comract {saacs J found that if'the first contract was entered into nz pant of the
cotapeny's business which it carried on partly in New South Wales, then the
income arising from the contrect was derived wholly or partly fom that

,
SRIFOe !

Isagca ). folluwed Loveall & Christmas Lid v COT,™ and held that a trade or
business is carried on where contracts are habitually made The court held that

the company carried on busiitess in Now South Wales and was 1axable on its

11



compensation for breeks of the Arst contrect” The latter right would have
come imo oxistence in England where the parties cniered into the first

contract *'

Griffith C) adopled an sppronch to the determination of source which wes
subsequently apphied in South Aftica  This was first to determine the source
from which income was derived  Thereafter. one had to locate the source ™

Griffith CJ held thet where a pecson carries on the business of deeling with
natural products either to prepere them for use or exiract from tham other
products, and then pells the ullimate product, sy income arising fom the
contracts of disposa! has its source, at least partly, in the business undertaking
In another sense, source mey be the capitel smbarked in the undartaking He
heid thet the source waz the company's business undertaiing *

in his judgment, Isascs ] discussed Kitk in some deteil™ He conckided that if
the first comtract had been carried out end not camyelled, the priaciples laid
down in Kirk would have been applicsble Thus, some of the monies M in
terms of the first contract would heve beon taxable  Kirk was not suthority for
the proposition that all of the monies peid were ffom a source in New South
Wales "’

The lower court fourk! that, on the basis of the sscond contract, the monies
paid to the company conatituted damages for breach of contract **  lssacs J

i3]



Walex The contract provided for advance pavments and the balance relating

to cach delivery 10 be effiscted upon detiveny

The compeny received an advance pavment and, prior to gnty deliveny being
made, the comntract was camvdied by nutual agreement In lams of the
canceliation agreement the company retgined the advance payment received ™'

The court had to consider whether the advance peyment was from 8 source
within New South Wiles and, therefore, taxable in that sate ™'

In teems of the Inconte Tax (Management) Act of 1912 the term incoene wis

defined as mesning income which was derived from any source in the State ™

The wrguments belore the court revolved eround the two contracts.  The first
comract relaied to the originel sgie of the concentrates  The second releied to
the cancellation of the frx coniracl  The wyuments concering the fies
contract covered the question whether gnv profl{ srisig ftom it was derived
trom a source within New South Wales

Thers was an intoresting issue rused in argument on the effect of the second
contract  This was whether tiw sovond contract chenged the characier of the
paytnent under the first contract  In oiher words, did the source of the
pavmoni to the compamy arise from the ke of concentrates decived fom New

South Wales, or was o the equivalet of the compam’s personal right Lo

L



to it from any profession, trade. emplovment or vocaton carnied on in New
South Wales. from lands of the Crown held under lease or from any other

source

Their 1 ordships found that there were four processes in carting of producing
the income. nameldy the exirsction, manufscturing. sale and receipt of the sale
pracexds It held that the firv two processes Fell within s 18 end answered in
the affirmative the quesiion whether the company had any income falling
within the meaning of the Land and Income Tax Assesament Act of 1898

1t should be appraciesed that the Privy Council weas merely required to amawer
woe questions  Find, whether the companies involved had any mesns in (he
year of aseesament within the meaning of the Land and Income Tax
Asspsament Act of 1898 Second. whether the compenies were fiable 1o
taxation under that Act snd the income Tax Joint Act of 1898 Their
Lordehips snswered both questions in the affirmative They were not calied
upon 10 snswer whether the companies were only lisble to New Sauth Wales

incomwe tax on the profits arising ftom the processe carried on in thet sate ™

fn COT for New South Wales 3 Merks™ the company was registered in
nuland and carvied un its practical operations of mining, treating and smelting
one 1n New South Wales The company, through ita London sgents, entered
#HO & written contract in kagland with an English company for the sale to ¢t of

shimes concentrates  Delivery was 1o be made to the purchasers in New South

124



A tlrther argument put forward by the taxpayer was that Mrs Milfin's businers
was carried on partly in South Africs end pertly in England  Thus the taxpayer
should onty have been taxcd upon the portion of the income thet wis eemed in
South Aftica *

The court did not consider that there was n b..as foo spporticnment as the
whole sourcs of the roysliies was in South Africa ™ In deciding that there was
only one source of 1~ rovalties, the count referred to vertuin Privy Council and
Austrolion casen. which will be discussed betow ™

The first case was thes of {QT v Kirk "' The case involved sppesls fom two
judgments of the Suprems Court on special cases mated. In sach cese a
coinpanty wes formed and incorporazed eccording to the laws of Vieloria
where it had its head office end boerd of directors. it carried on the businese off
mining on leasshold land held fom the Crown The iand wes situsted in New
South Wales A certain portion of the crude ofl was sold in New South Wales,
but the greatsr part wes treeted and sold outside ha! sigie No contracts of
sele were made in New South Walvs ¥  The Privy Council hed to decide
whether the conpany had sy income within the maaning of the New South
Wales Land end Income Tax Assessment Act of (295 snd wes accordingly
liable 10 taxation under the provisions of that Act and the Income Tax Joint
Act of 189%  The Privy Council had to decide whether s 15(1), {3) ar {4) of
the | and and Income Tax Assessment Act of 1895 applied ' To do a0 it had
to be satisfled that. effectnvuly, the compames had income anising o7 accruing

i2?



A further argument pul forward by the taxpayer was that Mrs Millin's busingss
wis carriod on penly in South Africa and partly in England  Thus the taxpaver
should only have been taxed upon the portion of the income that was eamed in
South Aftica *

The court did not consider thet there was a basis for apportionment as the
whole source of the royalties was in South Aftica ® In deciding that there vias
only one source of the royalties. the count reforred to certain Privy Council and

Austrafign cases. which will be discussed below ™

The first case was the of COT v Kitk *' The cass involved sppeels from two
judgments of the Supreme Count on special cases sisted  In eech case a
company was formed and incorporsied sccording to the laws of Victona
where it hed its heed office and bosrd of divectors [t carried on the business of
rining on leasthold fand hold from the Crown The land was situsted in New
South Weles A certain portion of the crude oil waa sold in New South Wales,
but the grestor prrt was treated and sold outside tht siste No comtmacts of
sale were made in New South Wales ¥ The Privy Council had to decide
whether the company had any income within the mosning of the New South
Wiales Land and Income Tax Assessment Act of 1395 and was accordingly
hable 10 txation under the provisions of that Act and the Income Tax Join
Act of 1395 The Privy Council had to decide whather s 17(1), (3} o (4) of
the Land and Incoimne Tax Assessinient Act of 1898 applied *' To do so it had
tu be sanistied that, effectively. the compames had income arising or seenuing

1
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The court did not agree with the application of the deeming provision as it
related to services, work or lsbour The court drew a distinction between
paving & persun for his labour and purchasing sn article which he has made
using hia wkifls and labour  The court found that Mrs Millin recetved her
royelties for Lhe right 1o publish her novel end not for her isbour  Thus, the
desming pravision did not apply to Mrs Milfin's income *

The main issue before the court was whether the royrities received by Mry
Mitlin were from 8 source within South Afriea ¥

The taxpeyers main ergument was thet the royalties sccrued from an English
source  The argument was besed on the fect that when Mrs Millin wrote a
novel she produced a capitel aseel  This sseet was the copyright refeting to the
novel  The copyrigit remained her property  She gramted her publishers «
licence to publish the novel, and the rovalties which she receivad therefrom
related to hor capital assst  Thun the source of her income was the plece
whers her cepital waz employed, nemely, London  The court did not accept
that the copyright relating 10 Mrs Millin's novel was & capitel asset *

The court beld that Mrs Millin's business of writing novels was based, not

upon capital. but upon her wits and Isbour 1t was the exercise of her wits and
labour that produced her income ¥

M



form of rovalties  The profits accrued to her from a South Affican source as

she carried on her trade in South Aftica

The court accopied thet Mrs Millin carried on a trede within the mesning
envisaged in the Income Tax Act Her trade consisied not only of the
production of works of fiction, bu! lso the publishing and selling of the
novels In other words she was deeling with her copyright *

The ndge in the lower court fourd on these facts that there was subsiance for
the erguman that as part of her buainess was carried on outside South Afice,
her income was not derived ftom a South Aftican source ™ He did not make
definita finding on this point as he found thet Mrs Millin's income was deemed
to have accrusd from & source within South Aftics  The desming provision
which he haid applied was that relsting (o services rendered or work or labour
dore by & person in the carrying on in South Aftice of & trade *

The upproach of the learned judge in the lower court did not Bnd fevour in the
Appeiiate Division ©

The court did not agree with the ooint that, if pert of Mrx Miliin's business was
varried Off overses, her income was i denived fom o South Afhican source
The court’s reason was that i’ any of Mrs Millin's income vwas sarned in South
Aftica, then to ihat extent it woukd be regarded as having arisen from a South

Altican sourge



" sourge” denoted origing not location, and  capital which produced
profit was located where it was employed’

1t is interesting 1o note th: «, inacfar a8 the shares in the companies which had
been involved in mining operations in South West Afhca were concerned, the
court considered it significam thal the companies in question had ceased
operations prior to the texpayer's acquiring the shares  Thus, the court found
that the taxpeyer took over the shares in order to obigin the money to which
they releted  Therefore the resulting profit arose flom the taxpeyers
employment of capital in South Aftica und not from & business or service !

in Millin vy CIR" the facts were thet Mrx Millin, the wife of the appellant,
recetved income in the form of royalties from her publishers in respact of
works of fiction writien by her in South Aftice The works were printed and
published in England end the United States of America  The rovaities were
pavable 10 Mrs Millin in terms of contracts emtered into by her with her
publishers, and were remitted 1o her theough her London sgents * The main
question before the court was whether the royalties received by Mrs Miliin
frum her publishers in England were from a source within or Jdeemed 1o be
within South Africa

The Commissioner argued thet Mrs Millin carried on & trade in South Atrica

Her trade was witing works of fiction for profit - She received profits in the



taxpayer elso included smal! shereholdings in mining companies in South
Aftice Thess were amounts due to shareholders of the companies which were
in the hunas of the Custodian of Enemv Propetty representing miostly part
dividends declered bul not distributed duting the war peo. 1 and proceeds
from the reshastion of surphus assets The interests of Dr Lubbert were taken
over by the taxpaver ai Joss than half their market value ' The count was
called upon to decide, mter glia, two isses The first was whether the excess
received in respect of the liquidaied shares over the amount st which they had
been scquired was from u South Affican source ® The second was whether
the profits on the sle of sheres effected in Germeny were fhom & South
African source ™

The court found that. on hath issues. the receipts were from sources v ithin
South Africa ™ It heid that. yenerally. the source of income is the location of
the business cepital or service which produces the incoine *  Source dencies
origin, not location. Thus the capital which produces the profit is locsted
whare it is employed *!

It is submitied that this cos was important for two main reasons  Firsl, it
followed Dunn by appiving the employment of capital test ™ This is, perhaps.
nol surprising #x one of the o judyments wan delivered by Innes CJ who
delivered the judgmen i Dung  Sevond. #t refined the test lor determining

source by distinguishing clearly between origin and location  Innes C) stated -
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ordinary sense of the werd Accordingly, the court upheid the company's

claim ™

The court in Dunn™ went on (o state that the facts under considerstion were
sironger than those in Reid's Brewery ™ In Reid's Browery, some of the
transactions consliiuted temporary loans, whereas in Dung the relationship of

lender and borrower never came into existence !

The court found that in order (o determine where the capital was employed 1o
earn the profits one must ascertain the source from which the profits were

derived * Tha court held that the source was the taxpuyer's English business **

This case is important becguse it was the first Appellete Division decision to
ereblish the employment of capital test in order to dolermine source [t is
subwmitiod that the court’s judgmemt provided & sund besis for the
development of the approaches sdopted 10 ascertaining sources of income in
South Affica.

In Oversass Trust Corporetion Lid v CIR™ the fiacts were that the taxpayer
had been tormed to lake over cortain interests held by a Dr Lubbent 1t was
regisiered in both South Africa snd South West Aftica The interests
transferred to the taxpaver consisted of shares and debentures in mining
companies in South West Afhica, a number of which were in liquidation, and
ihe share capital had alreadv been repaid  The interest transferred to the
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grgued futther that the (ransections between the taxpayver and the South
Affcan frms were loans The goods which were sent to South Aftica
repres nted the money lent and. therefore. the taxpayer's capital was employed
i South Africa’ The court held that. as & commission agent for the South
Aftican firms, the taxpayer had agreed to purchase, invoice and ship the gooda,
and to pay the costs, insurence and freigin As it used its capital for that
purposs, it employed it in its own business and did not lend it fo the South
Aftican firms. "

The court relied on the authority of Reids Brewery Ly » visle.” In this cass
the compary carried on the trade of brewers, and., in addition, the business of
bankere and money lenders, which business was customary for menuficturing
brewers The company was assezsed (o income (ax on its profils from trade
ard sought Lo deduct bad debts in respact of loans 10 customers meade as part
of its monsy-lending business "’

The iseue before the court was whether the money used or expended in the
monsy-lending business was to be treated as capital. If'it was capital invested,
then no daduction ceuld be made in respect of the bad debts The court found
thet the monuy so Jeall with was not capital invested. The reasons for this
finding were that no loan was made by way of & permanent investment, the
money usad in the money-lending business was capital used by the company
for iy working capital, thus money employad in the money-lending business

was imoney used and it was out of capital. but it was not invested in the
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I'he tacts were that the taxpaver was a holding company incorporated m the
U'nited Kingdom [t did mot carry on business nor own ary capital within Scuth
Afhica It held shares in various trading companies in England and throughout
the British Empire 1t was closely associated with & Durch hoiding company
which held shares in trading companies carrving on busitiess outside the British
Empire One of these subsidigries was ¢ Dutch company, Mavibel Agreements
were entered into betwem the taxpaver. Mavibe! and 2 trustee company the
effect of which was that the taxpaver sold and transterred to Mavibet shares
held by it 1n sddition it ceded to Mavibel debts owed to it In consdesstion of
the transfers and cessions, Mayvibel peid a cerigin amount of cash and the
belence remained oulstanding on an interest-bearing loan account As securily
for the losn, Mavibe! transferred 1o of deposited with the trustee shares owned
by it and shares owned by one of its subsidiery compardes f Mevibel fhiled to
fulllt sts ohligations under the egreement, the trustee would hold the shares for
the 'axpaver snd the Joan would be extinguished Subseguently a South
Aftican compeny was formed and scquired from Mavibel and its subsidiary
company their entire interest in the shares held by the trusise ax security Ut
provided that lature payments (v be made by the South Affican company were
to be made ot i taxpayer's registered office in England by sterling cheque
Nonwe of these agreements was entered into in South Athica They were
assented 10 by the relevant South Afhean povernmen: department Interest due
by the South Afican compainy was pad out of icome ansing from cenpin
shures hetd by the trustoe o security ©7 The Comnussioner claimed thit 1his

mtarest was taxable i Soath At ' The issue botore the court ws whahe
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fegisiature divided income into thet from personal exertion and that from
property In doing o, he comsidered that the language indicxied that the
legisinture regurded these a3 representing the twa general sources of incorne

He siated

"The legisiature in using the word “source™ moent, not & legal concept, but
something which a practical men would regerd as a resl source of income
Logal concepls musi, . ¥ craurse, entar into the question when we have to
consider (o whom & given source belongs But the ascertainment of the

ectual source of & given income is & practics!, hard matter of fact '™

[t is clesr thet Isaacs J was considering which of the two generel sources of
income applied to the income in question snd whather such income was
derived from an Austrelisn source Although the wondirg of the Austrelien
legisiation differs fom the relevant provisions of the South Aftican incoms
Tax Act, it is sufficiently similar to render Ngshap persuasive in South Aftican

courts

CIR v Lever Bros & Unilever Lid'" is. perhaps. the most important decision
by the South Afrtcan courts on source in that it crystallized the approach 1o be
adopted by the courts in determining the source of income



monies 1o the South Aftican firmms and the goods which were sent 1o South
Affica represented the ooy lent Accordingly n argued that the taxpayer's
capital was employed in South Aftica ' The coun found that the taxpeyer
emploved the capital in its own business &nd did not lend it to the South
Africen firms ' The coun’s refiance on Reid's Brewsny'™ indicates that it
consiiered the approsck to be adoptexd in determuning where capital iy
emploved i1 & business in, first, to determine the business in which the capital is
empioyed  Thereafter it mrst be established how the money is wilized in the
ousingss. I the money is utilized 1n the profit-meking activition of the businese,
the source of the income remiins the capital employed in i

On the other hand, If the money is capital invesiad. the place whers the capital
ia employed mey change  Thus. in Beid's Brewery, the money wes wilised in
the compeny's money-lending business and was not invested s capital
elsewhare ' Therefore, applying the employment of capital test to the ficts in
Rbodasian [deals, it is clear thet the capitsl was employad by Rhodesian
Metals in ity business in Southerm Rhodesia

Finadly, it is interesting to note that Lord Atkin applied the practicsl man test
because. having guestioned the value of decisions of {oregn couns in cenuin
circumstances, he applid a tes which spparently ongingted from an
Austrahen decision ™ In Mathan v FCOT'™ laaacs 1. who delivered the
judgment of the coun, had 1o decide whether income was derived directly or
directly by the taspaver from sourves within Australia He stated that the
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was smiler to that in the lncome Tax Act and is, therefore, persuasive ' In
Mogks the court considered u later Australian taxisg Act in which income was
defined 83 mesning income which was derived flom any source in the siste '
The court held that the sxuroe of the ;mcome wan, ol least partly. the business
undertaking snd followed Lovell & Chnslines to determine that the business
was cartied on whore the contracts were habitually made '™ Clearly Mesks is
tlso of persuasive value Sulley'™ and Cisingsr'™ were concerned with the
Unsted Kingdom taxing leyislation and sare. accordinedy, also persugsive in
determining what constitutes & businews and where such business is carried on
Lovall & Chrimimes dealt with s New Zosland taxing Act which wes similar to
the United Kirgdom taxing Acts it is. therefore. of similer value to Sulley snd
CGraingsr  The critenion of the determination of the essence of a business is
importent in understanding the serlisr South Afticen decisions

Lord Atkin was uncenain about the mesning of employment of capitgl,
whether # meant the place of purchase, or whether it was represented by Lhe
=tock and maved 10 the place of sale. o whether it could be used only as & tes
of source where the purchase and sale were effected af the sema plecs ™' [n
Dunn the Attomey-Cienera! in argument raised o similar poim ' It will be
recalled thet, in Dum, the taxpaver way an English company carrying on
business in England Acting a» & conumission agent tor South African firms, it
purchased, imoiced and shipped goods, and paid the costs, insurance and
froight Tt carned irerest on the balance due by the South African frmy from

me o time M The Attomes-Generad argued that the taxpaver had loaned

I



in his comments on the vahiae of the decision of foreigr courts. Lord Atkin
referved 10 the charging words of the Praglish wiatute which covered, inter alia.
annuel profis or gains from any trade exercised within the United Kingdom ™

in Dunn'™ the court was concerned with the Income Tex Act 28 of 1914
which was based on the English concept of profits and geine The court
spplied the tem of employment of capital in detetmining the source of
income
The English suthority retied upon by the court did not relate directly (o source
of income, but 1o what constituted capital invested Although Qversess
Trus'" was concerned with the income Tax (Consolidstion) Act 41 of 1917 #
followed Dunn 1t went flurthee in that #t held thet the source of incame is the
loction of the business capitsl or service which produces the income 1t also
hekd that source denoles origit, not locstion ' In Millin the court, following
both Duan end Qversces Trum. held that it wes the exercise of her wits and
Isbour thet produced Mrs Millin's income In considering whether there was
only one source or more than one source to establish & basis for
apputtionment, the court considered decisions of various oversees courts ' In
view of Lord Atkin's comments, it is sppropeiaie to examine the value of these

Kik'" wits concertied with 2 New South Wales taning Act The wording of
the legislation insofdr as it applied to the source of the manuticturing proce: .
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Villiers JA In applying the smployment of capital test, he heid that the capital
was empioyed in London He found that the claims did not contribute towards
the profit. The transaction was a finencial one which 100k pisce in London He
emphasized the importance. in a ceae like this, of the place of conchusion of the
commet of sle This was «w because the comtract of purchese and sale in
London formad the essence of the business and constituted the source of the
proflt ** Finafly, De Villiers JA appiied the practical man test (o reaffirm his
decision "’

In the Privy Council, Lord Atkin referred to various English, Austrelian, New
Zeglend end South Aftican decisions and mated thet no criticlams could be
made of them He pointed vut thet decisions on the wording of one statutes are
seidom of valug in deciding on diffsrent words of wiother statuts He
questioned the employment of capite! test He was not sure whather # meant
the place whors a laxpever purchases stack which is profitsbly sold eisewhaere
ot the place whers the stock representing the copital is sold or whather i can
bs appliad only where purchases wnd sales take place in ths same place He
then applied the practical men test and reeffirmed the majority docision of the
Appatiate Division "™
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During the course of liqidation the whole of its underteking was soid to St
Swithin's &8 1 going concerm &t & substantie! profit One of the issues war
whether the income was derived frum a source within Southernt Rhodesia *™

in & watjority decision, the Appeiiate Division held that the income was from &
Southern Rhodesign source *’ Coumsel for Rhodesien Metals srpued thal the
buying and weliing of the claims constituted the dominent fictor in the meking
of the profit end these took piece in England '™ Counsel for the
Comimissioner, on the other land, argued thet the income resultad from the
erploymant of capital in Southemn Rhodesis Thus, if Rhodasian Motals
crrried on busines in London, the prodit did not result from the investmen of
capital in the business there If resultad from the investment in Southern
Rhodesia by the business ***

Stratford CJ hald thet Rhodesian Metals mede a fortunste purchese of claims
in Souther Rhodesia by employing its capital thors snd thet, eccordingly, the
profit wes made by the productive employment of ks capital in Southern
Rhodesia ™ Tindall JA slw applied the emplovment of cepital test e
curmidered that the dominant (actor in snd the true origin of the profis wes the
vaiue of the claims Rhodesisn Metals bought and developed the claims and
thereafier soki them &t a profit  In doiny so. it employed its capital in Southern
Rhodesia  In addition he held that the English cases, such es Grainger and
Lovel & Christows did not apply becsuse of the different wording of the
{'nned Kingdom statute ™' The dissenting judgment was delivered by De
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{iquidator, Rhodesian Metah Lid v COT, Southera Rhodesis” was heard in
beth the Appellate Division of the Supreme Coust in South Aftica® and the
Privy Coungil ® Both these decisions will be discussed The fiscts were that in
1934 Aldworth and Ssuerman held 300 ungsten claims, known gs the Sequet
Mirve, in Southern Rhodesia Bayliss acted as agent in Southemn Rhodesia for
Davis, a director of companies in London Acting s agent, Bayliss obtained an
option from Akiworth end Sauerman In terms of the sgreement. Devis had
the right 1o develop the claims and to buy them for £38 000 cash snd 12% of
the share capizal of & company 10 be formed 1o soquire or work the claims iIn
sddition. Davis had the uption 1o buy the 12 per cent sharsholding from
Aldworth and Seuverman at the piice st which they migit offar the cleime to a
third party &nd provided that Devis had e right of Best refusel 10 scquite gny
other tungsien claima scquired by Alaworth end Seuermsa In 1938 Devis
pegged firther claims in the same locality. and then promoted the flotation of
two comperies in Southern Rhodesie The two companies ware St Swithin's
and Rhodesisn Metals

Davis held 1 600 of the ixsued shares of Rhodesisn Vietals and & 400 shares
were heid by a nominee company Davia then sold 420 claima to St Swithin's,
and Akiworth and Seuerman sold to the sane compeny the Sequel Mine
claima for cash &nd shares Davis then sold 1 010 claims to Rhodesian Metals
Within tiwee monthy of this sele, Rhodesian Metals wert into voluntary
liquidation
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Whilsi the coust in Millin was correct in its view of the judgment in Kirk it did
mot satiskcionily reconcile the judgment in that case with that in Lovel] &
Christmas. In this regard. the judyment of luaacs J in Magks™ provides &
suitgble besis for reconciling the different decisions In Cirgingsr & Son v
Ciough™ it was beld (hat a trade or business was carried on st the place where
the coniracis which form the emsence of the trade or business sre habitually
mede Thus # is important to establish the essence of a businesa Where sn
anlecedent operstion is preparsiory vnly to the business and does not foem
part of its essence, it is not aken into account in determining where the
business is carried on for income tax purposes ™ [In Kidk™ the initial processes
of extraction and marufacture clearly formed pert of the essence of the
1axpayar's business

In Lovell & Chrisimes 1he essence of the taxpryer's business wes the selling of
goods on commission in London and the eerlier smangemonts eriered intn in
New Zealand wers metely prepersiony to the essecce of the business *

Applying this criterion to Millin # is cleer thet the count regarded the essence
of Mrs Miflin's business as the exercise of her wits and lsbour and the contract
with her publishers was merely anciliary  Accordingly, as the essence of her
business was caumed on in South Aftka there was no basis fi

apportionment ™

|14



decided cases was that where a trade or pusiness ordinarily consists in making
certain types of contracts and in carrving them imo operstion to make & profit.
the trace or business is carried on &t the place whene the contracis are
habitually made The court heid that the decisions did nof provide misthority for
poing back further than the buainess from which the profits are directiy
derived, and the contracts which form the exsence of that business.”’ The court
held further thet in the case in question the business which yiekded the profil
wis the business of sefling goods in London and that the profits were not.
iherefore, taxable in New Zealand ™

In Millin™ the court did not cunsider that there was o besis lor apportionment
s the royalties were received wholly from a South Aftican source The
sppellant wrguad that Mra Miflin produced a capitel assst when she wrote 2
hook The sxset was the copvright of her book She retsined the copyright
when she entered into a contract with her publishers to publish the book The
court held that it was by the exercise of her wits and labour that she produced
her income.™ On the suthority of Kig,™ it could be argued that there were a
number of processes in the caming of Mrs Millin's incomo and thet,
sccordingly, there was & basis for spportionment of her income The court
wis, uwgver, in sgresment with the view that in Kirk it was mo decided that
some portiun of the income is tasable in the place where any process in the
earning of profily o carmed on This was the reasoning used by the court in

Mihn 1o s neile the decisois i Kirk and Lovell & Christoas ™
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court had to determine two questions The first was whether the French
principal exercised anv bade. employment or occupation within the United
Kingdom and, second, it so, whether he was liable to be assessed to income
tax in the neme of the appellants who were his agents™ The Housea of Lords
found in a majority decision that all the appellanta did in the United Kingdom
on behalf of the French principal was to canvass for orders. to ransmiit to the
principal those orders when they were obained. and in some cases (o receive
payment on the principal’s behalf Accordingly the majority held that the
French principal did not exercise a trade within the United Kingdom es the

comtracts were concluded in France ¥

In Lovell & Christmas Lid 5. CQT™ the compeny carried on, in London, the
business of provision commissi.™ agenis The company sold dairy produce on
commission of bahall of producers all over the world.

As part of its business. the company had sn employss in New Zeelsnd. Each
year il sent flom London one of its employees whe 1o vith ita New
Zasland employee. atiended mestings of varioua butter and cheese factories.
The purpose of the mestings was to persusde the direciors to wonsign their
seeson’s output to the company to be soid in London on comumission The
company was prepared to make advances against produce. The coun had to
decide whether the businesa fram which the profits had been derived was &
business carried on in New Zealund 3o a8 to bring the profits within the scupe

of the New Zealand taxing Act One rule which the court deduced from the

111



mcome [t could, however. possibly establish a case for apportionment and in

this respect the onus was o it todo so

Whilst the count in Millin™ referred to Lovell & Chrigtmas™ it did not refer to
ceriain English authoritics germane 1o an understending of Lgyell &
Chuistoigs.

In Sulley v_The Attomey Ciensrs)™ the ficts were that 4 firm established in
New York habitually bought goods in England and other countries All goods
purchased were sold in America where the profils on the sles accrued The
principel firmt in New York had & branch in England which was run by the
taxpayer who wes & partner in the firm The other members of the frm were
citizens of the United States end not resident in Engiand. The Crown sougltt to
make the taxpayer ligble in respect of the profits accruing 1o the firm genemily
The guestion was whether there was & curying on or the exercise of g trade in
England ™ The court found that & merchant has one principal placs *+ which he
may be seid to trede and (his was where his profits come home to him ™ It held
further thet the profits of the firm in the {United States did not gecrue in respect
of eny trade cartied on in England ™ Thev accrued in respect of the trade

carried on in New York where the main business of the firm wes conducted ™

The facts in Grainger & Son v Gough®' were that the appeflants were wine
merchanis carrving on business in England They acted as agents for certain
purposes for a French wine merchant who carrted on business in France The
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penerally the business of purchasing aid selling credit instruents and ustally

Takes the form of the chipiovarent of capial

LOCATION OF THE SOURCE OF DISCOUNTING PROFITS

There are two situstions to comler in locating the source of discounting
profits The firdt is where A msues & bill, note or bond with & face value of
Rt 1o B for R4 and B holds it to mstunty B will heve made a gain of Re
The second situstion is where A issues o bill, note of bond with a face value of
R10G 10 B for R9%4 B negotiates it 10 C for R96 and C hokis it to maturity €

will hve made & gain of R4

In the first situstion the source of B's gain is its originating cause This should
be the emplovinent of capital by B !n order to establish where the capitel is
emploved. the dbusiness in which the capital is emploved mus! be determined

In this regard. t is it wortam 1o iolate the dominant couse ¢ essence of the
busness of activity which produces the gain Thus activities which do not form
part of the csenee of the busimess shoudd ot be taken into sccoumn

Pheteatter, buw the tomesy s ised i the business shonud be ascertaned [ the
money iy used i the Mutit-nsahing activities of the business, the source of the

wome remains the capaal emploved =«



COMPEny way vbhiped b retasn sh London wums of money 1o meet ity vanous
financial commitments  The company then chunged its imestment Niraiogy
Instead of depowity surplus tunds 1 #n interest bearing acoount, #t sdopted
the peocedure of purchasing slori-lem United Kingdom government
securities with the object of reselting them at a profit After the compeny had
patchused and pasd for the secuniies i 1ondon, they were registered i the
mame of & nonrunee in London end retamed there umil sold The sale and
receipt of the consideration also took place in London '™ The court found the
riyinating catse (o be the activities conducted in London '™ 1 heid that the
company carried on & sparaly business in 1.ondon '™ 1t further held that if the
originating cause of the profits was the employment of capital. the capital was
employed in Landon where the source was Jocaied V' In sddition, on the
authority of Lovell & Christms. the essence of the business wies the conlract
of purchave and sale and as these wore habitually made in London this
confirmod the location uf the wxirce os being there The court had difficuky in
differentiating the prsctical man from the theoretical lawyer However, in
apphung this tesl. i held that the ordingn businessmen would regard the

profis sx being trom & [ ondon source '

Having regard to the vanous authonties discussed, the approsch which should
have been adopted by Watermever () in Lever Hrooy should be used to
determine the meriung of the sowrce of discounting protits 1t is thes necessary

1o deternue the onmatimy cause of the poe™s The onpimating cause 1s
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in CIR. v Black™ the uxpayer was & stockbroker who fived and camied on
husiness in South Afiica The firm in winch the taxpayer was a panner did
swome business with & firm of London bvokers The taxpayer sent 2 sum of
money 1o the London brokers to eneble them 1o deal on his behalf on the
London Stock Exchange

The sum sent by the wxpayer did not cover his purchases 1t was understood
that the London firm would extend credit where necessary The London firm
effecied the purchases &nd sales in Londan where the shares were paid for,
hoid and delivered and whare the sale procemus were received In most cases
purchaste were made by the London firm oxdy efter confirmation by the
taxpayer ™" The court found thet the tnaves employed his cepital and carried
ot businesa in London and thai. sccordingly. the source of the profiis was
located int London. '

In M _Lid ».COT (SR} the company was incorporated in the United
Kingdom After meny years its mansgement anc control was transferred to
Nocthern Rhodesia and then to Southern Rhodesia {is main activity was the
carrving on of mining operations  Decisions on the sales ol its products were
made in the Federation, and salen were made through s sales age= 1 London
The sgent received offers and wonid transmit them 1n the head office in the
Federation whene they would be acvepted  The sk agent would recelve the
sale proceeds and transder them to the company's tinancl agent in London
Thewe wims were depositedd in the compamy's currens acvount in London  The
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The approach which shouki be adopted in vrder 1o detesmine the meaning of
the source of the recetpt of R6 carned by 13 is that the source of the receipt is
its origingting cause The originating case of the receipt is the employment of
capilal by B

Il the criterion Inid down by Watermever () in Lever Bros b applied, the first
part of the tewt will remain the same Thus, the source of the receipt i its
originating cause. However. thereafler the tests differ Watermever CJ. held
thet the originating cause of a receipt is the work that a taxpayer does 10 oam
it The supply of cradit by B would thus be the service which B performs for
A Tt would be in return for this service that A would pry B the gain of RS
Thus the originating cause or source of the gain received by B would be the
provision of credit

It has alroady been noted that discounting comists not only of the mue of a
bill, note or bond &t & discount "** Thus, i A issues a bill, note or bond with &
face vakse of RI00 10 B for RO, B may negotiate i 10 C for R96 In this
situation, the (rensaction betwoen B and (" is one of purchase a:xd sale and not

loan

In Overscas Trust the count hehd that the source of profit from the sabe off

shares ix thy igce wheee the caprial o ephoved
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upon the conclusion of Lowdish courts in considering diffsremt statutes ™
However, decisions referted to in Nathan had previously been accepted by the
Appelisie Division ' Finally, and perhaps most importently, it heid thet the
source wea the debt This clearly conflicts with Dunn and the decision of

W atermeyer CJ i Leyer Bro

Since there wiis uncestainty sbout the mesning und appiication of the peecticel
roan tewt, 1 woukd bave been better had the court simply rejected it as a test to
deternune the sowce of income On the basis of the judgment of Watermeyer
Clin | gyer Bos. the spproach of the court should heve besrt to determine the
originating cause of the dividends The origineting cause should have been the
employrnent of his share capital in the compeny

MEANING OF SOURCE OF DISCOUNTING PROFITS

In order to establish the meaning of source of discounting profits, it &8
neceseRry (10 recap on the nature of & discount

Assume A issuss B with « bill. note or Lond with a fikes velue of R100 end a
maturity date of 120 davs after date of iswie Assume further that B poquires
the my rument tor RUd and holds it until the maturity date when he presenia it
for payrient In these circumsiances the transaction between A snd B shoukl
be one of loan "™ The yain of R6 earned by B will be in the nature of interes;

o
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objected to the assessment on the wround that ninestenths of the dividends

were denved from a South West Afiican source ™

Counsel for the taapaver hased his angument maindv on Nathen end an obiter
remark of Innes C in Overseas Trust The court held that the practical man
test had not been acvepied by the Appellise Division '™ 1ord Atkin “inclined’
1o the view that the practical nun test was the ot to be applied ' In Lever
Bros Watermeyer CJ had some difficulty in accepting the test.'”” while 1t is not
cleer why Devis AJA considerad himself bound by Lord Atkin's remarks **

The court held that Natiwn was an unsafie guide for the purposs ol interpreting
the Incoms Tax Act bocsuse it consideced a differont statute snd a case relied
upon by it had mbseguently been overruled '™ The court heid thet the source
of the dividerxds was the sharcholding ardd that a share is situated where it is
registered. The court hekl that unice # dividend has been declared, the company
is indebted to the sharehoider in respect of the dividend Thus. the source of
the dividend was the debt "

While, with respect. the decivett « 4 vores un the source of dividends is
correct, the reasons it wdviiwad in anning at its decision are disappointing
The practical mun test was 1 tict. applied by the Privy Coungil in Rhodesian
Meials and although Watermvever (') had some difficehty in accepting the test,
both he and Davis AJA n Lever Bros™' found that Nathan could not be relied
upon because, nter abi, il dealt with & ditferently worded satute, and relind
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the intorest received by the lender is this provision of credit ©™ It is submitted
that Watermeyer CI's approach is open to criticismm  The reason is that he
regards the granting of a loan s the provision of & service This is not
necessarily the case The correct approach. following Dunn end Qversess
Trust. should de to appiv the emplovment of cepital test To establish where
the capital is emploved in & business. the busines in which the capital is
employed hes k- be determined How the money is utiized in the business
must then be aacertzined 1 it is utilized in the profit-making activities of the
tmininimss then the source is the capital employed in the business If' the money is
cepital invested, the place where the capital is smploved may change

Ahthough the judgment of Weaiermeyer () may be cuticized, his approsch is
rccepied as fundemental in determining and localing the source of income,
w_t. l i . 1

Bavd v CIR™ was concemed with determining the source of dividends The
1expayer received dividends in respect of certsin shares held by him in a
wompiy The company wis & public company incorporsted in South Afics
where it had its registered office and kept its principal shars register 1is haed
office was situated i South Attica 1t was managed and controlled in South
Alvica and alf dividerdds weie declared there by the board of directors. The
company denived nine-tenths of its income from South West Affice ™' The
issse in the case was whether the Commissioner was comect in (axing the

taxpiyer on the whoie of the dividends which accrued to him The taxpaver
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which may be made of his judgment Having regard to the earlier decisions
dealing with source of income particularly Dyung, Oversess Trust. Millin and
fetals. it will be noted that the Appeliate Division had developed

its approsch to the guestion of source. Thua, it had been held thet source
denotes origin, not location. Source of income is either the place where the
capitel ia emploved or where activities are performad

Wetermeyer CJ cormectly extended the principle enuncisted by innes Cl in
Ovaranes Trus. in which he held that the source of receipts is the originating
cause of their being received as income and not the quarter from whence they
vome He then confused the issue by stating thet the originsting cause of &
recaipt is the work that & taxpayer does to sern it This is conflising becsuse
it implies thet there must slways ba an sctivity thet a taxpayer doss to eam the
icome. This is not necessarily 30 Capital mey de employed and this mey
result in & source of income In this : iugtion, the activity of the taxpayer is not
relevant in the determination of the source of the income. Thus, the point mede
by Schreiner JA that it is not necessesy for every source of income (o imvolve
the aetivity of the txpayer. is, with respact. valid '*

In the case of the source of interest on 4 loan of money, Watermeyer ) stated
thet a lender either grants credit 1o 4 bomower o transfers o the borrower
cenqin rights of obteining credit He held that this supply of credit is the
service which the lender perfomm for the burrower and it is in return for this
service that the borrower pavs iterest  Fhus the oniginating cause or source of
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the latter situation. interest is the fruil of the money lent and it comes from
whene the money is situated. It does not maiter where the contract was made
or the interest payzble ***

Accordingly, he found thal the source of the interest was the debt He heid tha
the source of the interest was located at the place where the debt was
recoverable. This phicr waa the recdence of the deblor '*

Waetermeyer CJ did not accept thet the source of inierest is the debt resulting
from the losn of money He compered & loan st interest with ¢ letting of
property. In each case one perty gives another party the use of proparty in
return for periodical income payments The difference i that in a lease of
property ownership of the property remains with the owner snd the property
st be retumed to the owner & the end of the loase A loan, on the ather
hand. is 2 mutuum The borrower is not obliged to repay the same money to
the Jender when the loan is repaid He » obliged 1o repay only the seme
emount of capitel et This difference is not material 10 Watermeyer (U's
snalogy He stated that if the source of the interest is the debt, it lollows tha
the obligation on the lessee to redeliver the leesed property ia the aource of
rental As this conclusion is clearly not correct. Watermever CJ disminsed the

23

argumnent that the debt is the souree uf'interest

Although Watermever C)'s argument against @ deln being the wource off

interest on it has, with respext, considerable merit, these are certain cnticisms
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rights, or & combination of these It therefore follows that where & source of
COMe is property. there is it necessarity an activity of' a taxpayer involved in
the source it should by appreciated when g persan derives income from rent,

dividends or interest it is the incomne itself and not its source that is in insue '

Schreiner JA went on 1o state that where 3 source of income is a combination
of a taxpayer's activities and property aver which he has rights in which, for
example, goods sre manufacturad or bought and subseyuently wild, the profits
of the texpuyer ore regarded ax arising from the canying on of s business He
cautioned that care should be teken o maintain the distinction between income
derived from the carrying on of & business and income derived from property
over which & taxpuyer has rights. Thus, if incoms is derived from property
over which & taxpaver has certuin rights, the place of the (axpayer’s business is
not relevant [t in, therefore. pomaible for ¢ person 10 cary on busintess in one
country and 1o derive income ftom his property in another country.'®' He
argued that Dunn did not contradics ths statemen g3 Innes CJ held that the
capital was emploved by the company in its own business The capiial wes not
lent to the South Athicsn firms and there wes no relationship of bormower and
lenler Thus, the interest was trested as & part of the company’s business
charges in carring vul itx agency business in England and vwas not & retumn on

an imvesiment '

Schreiner JA then deglt with the situation of interest oo a foan investment He

drew a distingtion between a trade debt and an investment by way of loan In

|41



eware of anmv decision which laid down clearly what would be the governing
consideration '** He faund that the interest was not from 1 source witlin South
Africa ' He then stated that, aithough he had some dificulty in differentiating
& practical man from a theoretical lawyer. a practical man would not regard the

interest a3 being from a South African source

The approsch of Watermeyer ) in locating the sourve is not sbstentially
different, in principle. from Kirk, Moeks. Lovell & Christmes. Sulley and
Crainger The originating cause of the income should be determined Where
there is more than one ceuse, the dominant cause should be ascertained '
This equates with the essence of the business or activity which produces the
income. Thus. (0 locate the source, activities which do not form part of the
essence of the business or activity should be taken into account. Whare thia

exsence is located in more than one country, the case law does not assint in

establishing how it should be spportioned

in Layver Bros Devis AJA, who together with Watermeyer C! formed the
majorty, applied the practical man test ax he felt bound to apply the test
applied by Lord Atkin in Rhodesian Metals "' In doing so, he had Litle doubt
that the prectical man would say thut the source of the txpaver's income was

the provision by it of assets in America and the giving of credit in England

Schreiner JA 1 a nunonty judmnend. argued that, penerslly, & soures of

nome is either & tuxpaver's personal activity oF property over which he has
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the interest was itom & South Alrican source In a mejority decision, the count

held that the inicrest was not from & soutce within South Aftice. '™

Watermeyer CJ held that the source of receipts is the originating cause of their
beng received ns income ardd not the quarter ffrom whence they have come
The originating cause of a receipt is the work that & taxpeyer does to eem il
The work he does may be & business, enterprise or activity and mey tehe the
form of personal exertiun or employment of capital. (apital may be employved
1o eern incone or it may be let to another person He pointed out that the
work may be a cambination of these '™

This npproach by Watermayer CJ has become the basic approsch adopted by
courts to eatablish the meaning of the source of income In formulating his
spprosch, Wetermayer () developad the prineiples that hed been propounded
muirdy in Duan, Qversses Trust and Millin His judgment on the principles
relating (o the genersl meaning of source is, on the whole, an extension of
these principles He held that. as far as intereet is concemed, #ta originating
caure Or source is the provision uf credit This conclusion is not necessurily

correct and will be disciiased below '

In focating the source. the learned judye referrad 1o earlier decisions of the
Appeliate Divison, Privy Councll and Ausiralian courts and steted that 8
source of & receipl may be located partly in one country and panly in another

This would depend apon the citcumstances of the case He was not, however,
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FOOTNOTES

A8 of 1962

See the definition off dwount’ in H W Fowler & F (i Fowler The
Concise Onxdord Dictienary of Current binglish § od (1964) Ser siso
Tomeny v IRC 1% 10 262 st 267 For a discussion on benker's
scoepiances and how 1he discount is established, see [ B Falkens, (. )
Fourie & WJ Kok The Mechanics of the South Afficss. Finencial
Sysiem. (1986) 2 od at 203-7, D V Cowen & L Gering Cowen The
[ of Meyotisble Instrutosnts in Sowth Afhica § od (1985) at 170-37

See D Villigrs © Roun 1910 CPD 208, Tugher v Cinsburg 1962 12)
SA SB (W) and | ngw & others v Omer Selem Esas Trug 1970 (1) 84
7T (N} For & general discussion on the discounting of bifls, see N
Witls Banking in South Afticen Law (19813 &t 1436, Cowen &
Gering a1 170-87. 1" vaa. Fourie & Kok &t 20040

e Villiors v Rous, Mot v Mﬁmﬂ 1921 OPD 74 and Tugker s
Cinsbury

s essue has Boon diecussed s s chapier 2

1962 (2182 SN



Applying the emplovment of capital test, it is first necessary 10 esiablish the
business in which the capial is emploved  In doing so. one should isolaie the
duminant cause or essence of the business or activity and ignore ita activities
Thereaiter, it is necessany 1o determine b w the capital is used in the business
IT i is waed 1 the business < main sctivities, the source is the place where the
business is carried on 1w business is carmied on in more than one place, #
may be necessary 1o apportion the source of income  If the capital constitutes
sirphus funds which are u: .d to scquire an instrument, the source of the profh
will be the place where the sutplus funds were used to acquire i

Apphving the prosision of capital test in practice in the case of an uriginal issue
discaunt, the originating cause is the supply of credit  This involves ¢ feciual

enquiry

In applying thess tesiz, of is possible Ror & South Aftican taxpeyer 1o eam
profits from discounting iransactions outside Sowth Aftica which ere not
regerded e being derivexi fiom & South Affican source 1t is slso pomible Fiv
such profits to be apportomed between South Aftican and non-South Afhican
SOUICEs [ Certn circumsiaiees. Where & person resident autsie South Athica
in engayted in the business of purchasing and setling cradit imstrumeets in South
Africa, the profits »o dervd therefrom may well be from & South Attican
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CONCLUSION

The courts have developed tests to be applied in determining the mesning ad
location of the source of receipts and accruals from discounting transactions

An examinstion of the decisions of the courts concerning the meaning of
source indicates that the approech to the courts hor not slways beeu

cotisistent

The source of @ profit srwny from en or.gingl issue discourd is its originating
cause  As this profh iv ahin 10 injerest, the origineting cause should be
detarmined by epplying the employment of eepital test.  However, in practics
the employment of capital test is no applied In this situation the courts will
regard the origingling caus u» the provision of credit  The profit arising from
the purchase and sale of vredit instruments is not tronted s interess, bui a3 &
profit arising from camying on such activities  In these circumstances the
originating cause of the pratit will be the employment of capital

The locetion of the soure of discounting profit may differ if one applies the
employment of capita! test and the provision of capital test, the letter tew
applving in practice in the case of g profit arising from en oniginal issug

discou
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The sourge ol discounting prolits tade by  will be the place where the capital
is utifized to eam the profits If instruments are purchased and sold in one
country. s part of 8 business carried on there. the source should be located in

thet country

In both the situstiona disc sed sbove, it is important 1o determing that the
easence of the business is ¢a nied on in the one country only 1T on the facty, it
is found that the ensence ol the business is carmied on in more than one country,
for exampl:, where the trading takes place in two countries. the onus will be
upon the taxpeyer to este-ush & basis for gpportionment. In this regard, 8 30 of
the Income Tax Act'™ provides for epportionment on the beais of the ratio that
the mxpeyer's asants within Souwr Aftica bser to his totsl ssaets L is,
however, provided that it rccounts satisficiory to the Commissionar gre
furnished, the Commissi . r or the taxpayer may claim that the actusl taxable
income derived from South AtHcan sources. or losses incurred from within
South Aftica, shoukd be assessed vn o different basis



In other words, if B is carrying on & business of making discounting profits
from the acquisition and disposal of bills. note or borix it the activities which
form part of the essence of the busingss miust be determined The place where
thuse activities are carried on will be the place where the business 11 curied on
[fihvese sctivities are conducted in more than ¢+¢ place, it may be necsssary to

apportion the source of iIncome

On the other hand, if the money is capital invested, the place where the capital
is employed may change In other words, if B is carrying on a menufscturing
business gnd he uses his surplus fivs to wegquire » bill, note or bond from A &
a discount on iis fece value, the source of the gain made on redempeion of the
instrument will not necussarily be the place where he is carrying on his
manufiacturing business The source of the gain should be the place where he
empioved his surplus Rinds m acquiring the instrument from A

However, the tast laid down by Watermeyer CJ in Lever Bros changes the
position The source of B's wan is the originating e The originatng cause
i the supply of cradit by B. and iis location involves e factus! enquiry.

The second situation cuncerns the soutve of discounting profits of' ( as o result
of (he purchase and sale of a bill. note or bond  The oniginating cause will
generdlly be the business of purchaung and relling tinencial mstruments and

will fake the form of the eniplovient ol capital

1 444



In order to prove that a receipi is uf & capital nature, a taxpayer may do o
either uirectly ur indirectly  Indirect proof may be eswblished by inference
from the fiict that the receipts are not of 2 revenue nature °  Apart from
determining the nature of hooipts arising fhom foruitous gaing, the indirect
approach does not appesr (o oifer any advantage uver the direct approwch
Where a taxpeyer follows the indirect spproach he must establizh facts from
which it can properly be inferred that the relevant receipts are not of a revenue

nature ™

The phwsse ‘snt operation of business in carrying ot & scherne for profi-
making was refined in Notal Estates” and Elandiouwd ™ A distinction is
drewn between tiie carrving on of a husiness end the pursusnce of a profite
making scheme A séries of' transcrions is indicative of the caming on of a
husiness However, no matter how many trenactions have taken place, the
recedns will only be of u reverue nature if’ the business is carried o in order 1o
nwke a profit ¥’

In deciding whethor or not & gain is made as pant of a profit-making scheme,
the courts tske into account all relevant circumstances ™ 1t should be
appreciated that, essentially, the question ixist be decided upon the facts of

oach case ™ No single circumstance is of Jecisive pre-eminence ™
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must be had 10 the purpose of the scquisition and holding ™ The esserce of
fined capital is x permaneny © In other words, asscts will be rogarded as
fixed capital where they will onky be disposed of in &n unexpected event of il
special circumsiances have  supervened i order 1o warmat of induce the
disposal **

The distinction between fixed and floating or circulsting capital derived from
writers on political cconomy It should be appreciated that the izhelling of
capital in either of these categonies does not mean that the nature of the asset
concerned cannct changs  Thua, it is possible for fixed capiied 1o becone
circulnting capital and vice versa  The saaignment of an sssc! into one of thewe
categoties is not dependent on the tvpe of asset  For example, land can
constituie wither fixad or circulating capital *

It is not possible B sn aseet 1o be both non-capital and noasincome at the
same time ” Thus, i s taxpayer fails to establish on a balance of probabilities
that the profit on the sake of & assct is of & capital neture. it will be treated as

revenue profls *

Where & Mngle transaction is mvolved, the enquiry is normally limited o cither
& capital reslization of & profit-making schweme ™ T theretore folfows that
where a series of transactions is invohved, the enquiry i whether the receipts
are as & result of the carnving on of a busines ™ In carrvag oun this enquiny,

the emphinsts s on the Laspaver’ s actud operations

(|
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the orddinary sense, it appeared 1o be a returmn o the risk he ran and was thus

of a revenue nature ™

As these cases do not camasy all the relevant isaues, One mus! examing the

general principes that have evoh ed thiaugh vanous court decisions

General Apmrosch

The courts have sdopted the dictum in Californig Copper Syndicate that a guin
madie fom an operation of & Busiiess in camy. ¢ out & wcheme for profic.
makinn is of & reverue nature ' Where a taxpayer disposes of some of his
aseets for & profit, the enquiry is whether the profit resulted from the
realization of capital st an enhanced value or from the productive use of capital
ompioyed (0 sarn it [n the former case the profit will be treatod as being of's
capital neture whild in the latter case it will be treated sa being ol & revenue
nature ™ 11 should be apprecisied thet the uwner of an asset is entitled 10
reslize it to besi advantage 11 he does %o, this will not, by itself, alter what is
capital invested into « trade o business for caming profits ™ However, if' the
taxpryer bokds an asset &y an imvestment of capital, its realization woukd
constitule merely a conversion of the capital asset Tor cash  Thin cash would
then be held e capiial and net revenue ™ Where an asset is bedd oy stock-in-
tracie or as part of @ taxpaver's foating capital, it s treatod as o revence asset

Froating capital 15 vapiial which s not fumed (o scoount by holding it but by
disposing of it Where an asset ts held ax tived capital & s treuted as being of

& capital niature T order o determme the sature of the asset beld. regard
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definition of gross incomw in s | of the Income Tax Act insoftr as it appliss o
tramsactions in cenain types of credit instruments which are isoed at &
discount and of which spocial refereree is made  Usuallh, the views of a
government department on the menning of 2 satule sdministered by il s not
adnissible in interpreting the satute ' There s authority for the ey, osition
that where legisiaiion is fourded on & continuous practice. sud repests the
words upon which the practice is founded, the practice may be used as an wid
in the construction of that satute ¥ However, the practice note does not
represent & practice upon which the definition of gross income was founded '
Accordingly, it in not edmissible in interpreting the delinition of gross income
ina | of the Incone Tax Act 1t follows that in deciding upon the taxation of
transactions in credit instrumy i, the courts are noi bound I the practice

noje

GENERAL PRINCIPLES ENUNCIATED BY THE COURTS

Preméums o Loans

There are only twu South Afhican cases that have dealt with the taxation of
pretniums on loans In ITC 244" the taxpayer accepied that the premium was
taxable and the court merely esamined the souree of the preseasm In 1T¢C
416" the court found, first, that the company which had pad the premivm had
trented it ms & revenue expense, and, second, that the taxpaver had
discharged the onus of showing that the premium was of g capital nature

Thus the court held that althouyh the proimum was not & niurm of interest in



PRACTHCE

The Commissioner for Inland Resenue has issud a practice nole which sets
out his praciice concerning the taxation of certsin transactions in specitied
types of credit instruments 18 1 called Practice Note 2 dated 6 May 1985 and
covers iransactions in credit instruments which are issoed 8t 2 discount 1t
provicles, inter alia. that profite v yaine derived by holders of benker's
scoeptances. treasury bilis and Land Bank billy on thetr sale. other disposal or
redemption constitute taxablke income in the hands of the holders who have
disposed of them

The purpose of the practics note ix abviously 10 sel out the Commissiones’s
practice in dealing with these types of profita or gaina and thus ir indicative of
his prevailing practice ' Section 102 of the Income Tax Act prohibits the
Commissionec Pom mthorizing a reflind of tex paid in respect of an
assgsament accepied by the taxpeyer and made in scourdance with the practice
geerally prevailing at the date of thet assensment  On the other hand the
Commissionor may not rase &y additional assessmont under & 79 of the
Income Tax Act in respeet of an amount which was, scsording (o general
peactice prevailing at the date uf the uhignal peessment, not assessed or fhily
nssensed to tax

The practice nole mdicates not only the Commissoner's prevailing prastice,

but, in effect, is the Commissaier's intempretation of the nwaning of the
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difference i principle between receipts arising out of transactions involving

land and shares, and discounting transactions

In this chapter there is an examination of the nature of recvipts of averusls
srising from discounting tramactions in ordes 1o esteblish w hether they are of a

capital or revenue nature

There are two types of discounting transactions which are taken info account
The first is that in which A issies & post-dated bili, note or bond 10 B a1 a
discourt on its e value [ the bill, note or bond has & (Boe value of R10
and is issued to B lor R94 xnd B holds it umil meturity, he will be paid by A
the sum of RI00 B will thus have made a gross profit of R6 on the
transaction  The recond type of tranagction is that in which B purchases &
post-dated bill, note or bond &t a discount on its fece value and sells it &t 2
profit prior (o maturity For example, if' B purchases for R94 a post«dsted hill,
note or bond with & face valie of RI00 and sells it to C for R96, be will have

made & gross protit of R2 on the tansaction

In this chapter both these #ypew of transactions will be examined to ascertain
whether the proceeds recdived o avviued i tespect ol then are ol & capital or
revenue nature  In so doing., it is clear that there is no difference, in principle,
between the Tae tipes of transactions insofisr as the nature of their proceeds

are voierned  Thus, both ivpes of ransactions are voinsidered together

1"
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NATURE OF THE PROCEEDS

INTRODUCTION

The definition of gross income in s 1 of the Income Tax Act' includes, inter
alia, receipts of accrusis ek of 8 capitel nature  Thus, capital receipts or
socruals ere nol included in the definition and so are ot subject to nomat tax

Capital is used in contrast to income in its economic sense = The Income Tax
Agt conteins no definition of capital 1t is difficult to define capital and income
in an income tax comtexs undess one does s in relation (o one another ' Thus,
in determining the economic muening of capital and income. the one excludes

tie other !

The testa which have been used by the courts in urder 10 determine whether #
recedpt is of 2 capitel neture are neither prescriptive nor comprehensive | They
wre simply guidelines used by the couns”  Each v mus, ultimately, be
determinad on its own fects © Whichever guidelines are followed, one should

nct be lod (o & reslt that ix contrary to sound commercial and good sense ™

In determining whether receipts are of 2 capital of revenue nature, the ame
principlos apply when one is conudering traasactions imvolving land and

transachions mvobving shares " Likewise, # is submitted 1hat there is no

™
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taxpayer’s intention in setling the axset susy woll e differem from s intention

when he acquired it '

Snle of the Assel

The next tes! is the resson and cilcumstam s swrmounding the sale of the
asset " I the bill, note or bond is not sold, but held to maturity. this fact on
its own is unlikely to indicate any chanye in intention by a taxpaver  Howeser,
n the taxpayer sells the instrument prior to maturity 1t i recessary to examine
the reasons for the ssle  The reasons for sale could inchude, for example,
disruption of & partnership where the insirument is heid by the partnership,”
il health™* or & change in the domestic circumatances ol the taxpayer,’™
anticipated adverse economic congitions,'™ presiure ffom creditors,'” a salke
{0 get & betier rsturn on capital,'™ 3 sale 10 realize cash to assist the taxpeyer's
family,""" a sale by & syndicate or group of investors in which the texpayer is &
minor member,'  sele £ ¢ result of an umatisfactory yield."™ or the ssle of
an inherited gsset where 1he #sset is et sold ns part of a businesx or in the

course of o scheme of proti-making '™

Where a taxpayer has hield gold shares, an indication of the ot thit proceeds
of the sale are of a revenue nature is the (et they were sold when the gold
price declimied even where shares were pasing excellent dividends ' 1t should
be noled that a toreed relinquishiment of land indicates that the proceeds are

neither of' g capital nor income nagure '

)



inflation because of' a 1axpaver’s particular experience of rampant inllation,
such circumsiances could inlicate an intention to acguire thwe instrument s a
capitel asset '™ Such a capital intention would be strengthened 1 the assets
were acquired with the texpayer's surplus finds and mot out of borrowed

LA

morey Where the taxpaver acquired an asset for cotain collaterat
advantages, the actuat obtaining of such adv antages wisidd tend 1o be a factor

substantiating the averment '™

The test for holding assets such as shares on capial sccount is whether the
taxpayer purchased the assets as long-ierm investments or as thxed capital '
1t is both rationally and legally possible for one person to acyuire similar but
separsie easets with different purposes  For example, an investment company
could acquire somwe sheres es part of its trading operstions and s shares as

part of its investment portfolio ™

Wiwee & person acquires sn asset by way of inheritence, the gaset will be
treated ns 2 capital asset al date of acyuisition unless exceptional circumstances

s

exist

The intertion of the taxpayer in acquiring an asset assimes Tose signiticance
where there is @ nova causa interveniens vausing o change w intontion ' It
showkt be appreciated that whust the intention with whih i ~ w4 is soquited

is importanl. it is oot necesarly decisive The reason for thiv s that the

1.3



inflation because of' a faxpaver's particular expertence of rampant intlation.
wich cirgumstances could indicate an intertion to acquire the msifument as a
capital aswt '™ Such a capital intention would be sirengthened i the assets
were acquired with the axpever's surplus finds and not out of borrowed
e

modwey Where the taxpayer acquired an asset for vertain cullateral

advanigges. the actual obiaining of aich advaiages woudd tend 1o be & tactor

i it

subsianiiating the averment

The test for holding assets such as shares on capital sceount is whether the
1axpeyer purchased the wasets s long-term invesiments o as fixed capital ™'
It is both rationally end legally possible for one person to acquire similer but
separgie sasels with different purposes  For example. an mvestnent company
could scquire some shares as part of its trding Operetionx and sorme shares &

part of its investmen portfolio

Where a person acquirgs an asset by way of inheritance. the sswt will be
treated as 2 capial asset at date of scquisition unles exceptional circuinstances

i B

xSl

The intertion of the taxpaver 0 acquirite an asst assares kess sunnicance
where there is & moVE causa intenetiens ceusing a change m intention ' 18
shewakd be appreciated that whilst the inention with wiwh an asst v acyuired

i important, i s mot nevessanly devivve The reason Tor this s that the
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Whitst a court will take note of a company’s formal acts as favtors

determining its intention,’ this does not mean that a company’s intention

cannot b deteensined in anv other way than its format acts ¥

Nature of the Businest and the Transaction

The nature of a taxpayver's business and the frunsaction n Guestion is an
important comsideration '™ For example. if the taxpaver is & financual
institution which has as ofe of & objectives the making of profit from
discounting. then prima facie it would sppear (hat its discounting prothix would
be uf 8 revenue natwe Where the taxpayer is & commercial hank which does
not des! in shares. this would be & factur indiceting that shares wore mat
acyuired for resale at a profit "' On the other hand, where the txpayer is an
indtvidual building up a portfdio of scure investments, this v & strong
indication of an investment rather than & speculstive pupose  This situstion
can be contrasted with an insttution purchaving and selling Iurge volumes of
siwres andd ather investiments in order 1o improve the position of its Anancial

stgtementa

Muade of Acqulsition

The mode of goquisition i cawe of the most mportant tests of a taspayer’s
ingention ' [n apphang this test it is tevessaey o Jook a1 the reason tor
avquisitin and the circumdanves uiider which the aswt was aequired '

Thus, oF & M node o bond was acquired ax @ Joog-term hedpe againsd

11}



account the laxpaver's activities in rulation to the asset up until the decision
was made fo sell it An important consideration will be the fight that these
activities may throw on the taxpayer's s dixit concerning imtention ™" |n
determining a company s intention. evidence of the «ate of mind or intention
of the persoms M effective control of the company will be an imporiant
factor ™ Cour-s will also take ito account changes in sharchoklings as new
shareholders may bring about & change in & commpany’s intentioa " The
evidence of the taxpryver is aot necossarily decsne  The courts will test &
against the objective facis. the surrounding circumstences and the inberent
probabilities of the matter "

Where ¢ texpayer is & company and #ts objects provide that it will not deal in
aseets such os shares or land, this fact will nol necessarily meen that the
laxpeyer can never be held to deal in thews asscts  This is dependen upon a
proper construction being placed upon the taxpyer's actions in relstion . the
ssests [t iv possible thet a vourt could conclude that, despite a prohibition in
its memorsndum, the taxpayer dealt with a particular asset as part of & profit.
making scheme '™ The true tem of imention is to have regard Lo a comporaie

taxprver's vbjects, its acts and the result of s acts ™™

It should, however. be appreciated that the pve dinit of those in comtrol s
merely & factor that i taher Mo avcount in weighing up ali the circumsiances

1340

{t it be testod agaimst objectn e facturs
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In the case of an individual tspaver, the courts will take aecount of his ipse
disit where he is found to he credible and his evidence is found o e
probable ™ However, the court will disregard his ipse dixit reyarding his
imtention where &t is not supperted by his conduct and the surrounding
crcumstances ™ It is no use fof @ laxpaver to profess & contrary intention
when it is known that it is not possible to attuin such an objective ™ The
courts will oflen seck some confirmation of the axpaver's ipse diit ™ 1n the
case of a corporaie taxpaver the courts will take account ot only of tie
evidence of credible witnesses who* embers or officas of the company,”
but the company's objects ™ although the South Aftican practive of framing
objects in very wide terms may reduce the significance of this factor.”
sislemnenis in #s prospectus,” satements or evidence of its chaimman” and
public officers,™ its directors or those in effective control of the company,” its
exablishment end composition"™ and the actualities of the situation ™!

it should be noted that in asceriaining the intention of'a company reyard is had.
inter alia, to the intention and views ol those in effevtive control of the
company '™ The type of control envinaged in these cincummstances is the de
frcte controd ut'the compary  In other words, the persom in effective control
are those whn varry out the dav-to-day activities ol the company and the

persons through whom the company setx ™

The courts will take info accomst. miet aba. the mtenion of the tuxpaser when

the asset was B acgusred ad when it was wid  They will abso take nto

| R%es
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suthority for the proposition that the managemnent of an invesiment pontivlio

causes it 10 be rewsrded as flosting capital irrespective of the jong-term
investment intention in compiling the portfolie

Deternsining 1 Taspayer's Intention

Taxpnyer's Ipse Dialt

In determining the intention of the 1axpayer. the courts consider & number of
factors  The taxpayer's ipse dixit reganding his intertion is an imporiant
fictor ™ The non-sccepiance of & laxpaver's ipse dixit does not necosserily
craate doubt as to hit homesty  The reason for this is that humen intentions are
oflen interchengesble, unfonmulated  Ex post ficto evidence of such
intentions, however oonesi, is often unrelisble and conslitutes pure

reconstruction ™

In sddition, the courts will objectively review the circum-tances in order 10
extablisl whether the taxpayer's ipse dixit is bome out by the facts ™ In this
respect, the importeni factors are the nature of the taxpeyer’s business, the
modes of acquisition and sale of the aaset, the period for which the ase was
hekd #nd the frequency and repetition of similer transactions *  In addition to
these more impotiam factors, the courts will siso examine the circumstances
surrounding the transaction in question and any other relevan circumstances”’

mchling ficts leading up 1o the transaction in question ™

(L0



The business of an investment-dealing company, on the other hand, is to make
a profit on shares by either holding or solling them  These are merely
alternative methods of dealing in shares i order (o make a profit” T this
situation, it would be difficult for & conpany 1o establish that a particular sate

of shares was not part of its urdinary profit-making business ™

Howover, the situstion 1 different where & bank carmmies on share-dealing
ancillary to its banking business  The question whether o share transaction falls
within its share-dealing business is a ditferent issue  The intention with which
the transuction was eniered into will be fundamenial. slvhough not decisive in
determining the question ™ 11"t is not possible to state that one purpose was
domirant the waxpayer will have {uiled 1o discharge e onux of proving that
the asset was held for capital purposes ™ Where 1 person buys and sells

shares, his intention regarding all tranaactions is not necessarily the same ™

When an option is exercisad 10 scquire an asset which is then sold, the
taxpeyer's intention must be dotermined as st the dete when the option is

Qﬁqﬂlll't'd LJ]

Casen draw o clear distinetion botween a dealer oF bader and an investor A
laxpayer can hold assets as both an income-producing capital base and s
stock-in-trade for sale ar a profit  DProths made by such a taxpayer are
peserath regarded as part of his income  Thus profits detived from the sale of

ussets held both as capual and ay stocki-trade are tasable ™' There ix no

x4
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Primary and Secondary Busineases

Whether an investment company is carrving on a secondary business ol share-
dealing. is & querion of fact to be determined after examining all the
vircumstances ™ Where such a secondany, purpose is gstablished and the
trading piofits need (o supplement the dividend income, the profits will clearly
be of & revenue nature™  However, where there is no motivation for protits
making nor fo supplement dividend income. the profits will be of & capital
nature ™ Where 2 taxpayer acquires an asset with & dominant investment
itention and a dual or coexisting trading inlention, the profit on the sale of the
neset will be of a revenue nature ™ Where 8 taxpayer acquires and disposes of
sasels &% part of 2 scheme of profit-meking, the receipts arising fom the
scheme will be of & revenue nature ™ Thus. il’the purpose of # scheme is not
profii-making. (he receipts should be of & capital nature !

In this regerd. contempiation should ot be confised with intention  One iy
solely concerned with his object. #im or aciual purpose ©  Thuy, whils a
taxpaver may comemplate the making of profll. his intention may be

difforen ™

1t is possible for an investment-holding company and an individual to carry on
a secondary business of share-deading  This question is primaniy one of tact to

)

be determined by considering all the surroumding circumstances

IN3



whether there was one dominant purpose  Should there have been a dominant

purpese, the courts would give effect to it ™'

Where there are mixed purposes, it may be difficult 1o determine which
purpase is dominant ” Intentions may overiap or be so mixed that there is no
dominant intertion  n these circumstances. the fact that the taxpaver prefers
one objective to ahother does not constitute a dominant intention *' The effect
of & dual purpose where neither purpose is dominant may result in the
texpaver's {iling to discharge the onus of proving that the dsset is held as an
investment [t should be appreciated that, whilst a taxpayer's main purposs
may be to maximize his income from. sey. dividends, this does not nocessarily
mean that such a purpose is dominant  Thus, for exampie. a expayer’s main
concern may be (o maximize dividend income. In doing 50, he purchases
sound equities with 8 high dividend vield At the same time be sells when the
wpportunity arises, yielding & substantial profit  The imention 1o sl may be
inseparable from the (uxpayer’s main coject but it is not incidenta! to it™ [n
order for the main purpose to be dominant, the taxpayer needs (o show thet
the object of securing a dividend income occasionally resulls in a purely
incidental change of investment ** Tl et that shares are purchased with the
intention of resale does not necessanly meun that the profit on resale is taxable

T'here may, for examiple, siply be 2 change in twe investrient portiolio

IR}
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ineome nature to that of 4 capital nature the taxpaver must show that i has
censed trading 1 thewe assets  He would have to show that be held and used

those assets an a more o less permanent basis

Where a person who owns the shares in a share-trading company dies, and his
executurs change the company's sharchokling to a long-term investment
portfolio. the proceeds on sale of the shares will be of' & capital nature ¥ It is.
however, difficult for a taxpayer 10 vstablish that, for the purposes of taxation,

he has changed from a trader 1o an investor

Unless some other factor inlervenes 1o show that when the asaet was sold it
was 5¢ d as part of & profit-mek.ng scheme. the taxpayer's ntention w hen he
acquired the assel is conclusive in deturmining whether the asset is of a capivai
or revenue ngiure ' The mere decision to sell an asset will not constitute a
change of imention sufficient to render the proflt on the sale of the asaet
taxable **

Mlxed Intentlons

The intention with which an assel is acquired and any change of ntention are
important criteria  However, these criterda cannot by themsedves change the
character of the asset and (he nature of the profit on sale  Not even a
dominant purpose will be decisive © Thus it must be established whether or
ot there s beert a change of imtention ™ Howeser, where 4 taspaver does

Mt have a clear intention when acquinmyg an asset, the enguiry should establish

tut



Intention

It is important to ascertain the intention with which an assel is acquired '
Thus, where a bank acquired shares and the acquistion was motivated
predominantly by the possibility of obtaining collateral ndvantages such as new
business, this factor is indicative of the fact that the shares were ot acquired in
order 10 resell &t a profit ¥ This intention a1 acquisition does not necessarily
determine the nature of the gain made on realization. the intention may
change * The charige in intention may be from trader 10 investor and vice

versa. ¥

It should be noteg that the intemtion with which an assel is acquired is

impurtant but not necessarily decisive *

The mere change of intention on behall’ of the taxpayer does not convert a
capital ssset 1o a revenue ssset ¥ An additions! factor is required  This is that

the taxpayer should have begun to carry an e business or 4 scheme of profit-
making or perform acts pursuant (o these '

It should de emphasized thal the courts have recognized the relevance of &
change of intention in holding an asset ™ A number of cases have dealt with
the situation of & possible change in character of an usset from & fixed asset to
stocheinelrade * The comerse situation can abso apply it ather words, o
can consicer @ change i the character of an ssel from stochin-trade to a

capital asset ' Before the character of an asset can change from that of an

| %0



remark of Holmes 1A il ates one of the inoguities in nat taking inflation into

account in the 1as system

In view of the fict that the Income Tax Act does e recoynize that & principal
amerint loaned can depreciate in mnl terms bevause of the effect of inflation, it
is difficult 1o eryie that the increase in the anwumt repaid at redemption of an
index linked logn is of & capital nature

The Snal situation to examine is that of & deep discount bond  Genersily such
bonds are only redeemable 1 number of vears after the date of ssue. There is
no legialation regulating the taxation of deep discount bonds and one must,

therefore, examing the fxalion of such bands taking account of the genersl

principles already discussed

A deep discount bond may be issued at o substantiel discount on its fice value
arxl be redeemable after a number of years  In addition it may vield m: interest
There is no formal definition of & doep discount boand in Sowth Aftican law
Such bonds are specifically detined in United Kinguom legistation ™!

The tsue is whether the gam on the sale or redempiion of & deep dissount
hosd constifutes & gain made By an aperatiun of business 11 camving oul A
wheme for profit-making 1w, the proceeds on sale or redemption are of a

revenue nature  Howesver, o this wits not the case and the bond was held as an

el



imvesimens of capital and ot in carnir . out a scheme for profit-making "
Factors which could indicate the capital intent coukd possibiyv be the finestor's
i dlixit as to his intention.”! the tact that ihe imesdor did not previoushy
acquire credit insiruments similar 10 the bill. note or bond™ and his object was
10 secure the income nefrn to meet his personal income reguiremendy, the thet
that he acquired the instrument as & kony, erms hedge againg inflation.™ his
reasons for redeeming or selfing the bond i they were valid. such as ill hesith"™”
or pressure from creditons,™ end if he had held the instrument for a kong
time "™ 1t is thus possible that, in appropriute circumstances. a strong case
could be made for showing that the R20 is of a capital nabvre

The next situation {0 discuss is that in which Lhe principsl amount loaned or
the fiwe value on the bill, note or hond is index linked  The point 1o consider is
whether the increase in the amount repaid at redemption is uf a capital or
reverue nature in the hands of the lender  Ag there is no legisiation covering

this matter, it is necessary 1o spply geoeral principlss

n Natad Estetes Lid ™ Holmes JA remarhed in an obiter dictum that where en
owner of properts hay held it v & sumber of vears and has subsequenihy
changed hix intontion and held it av traduy slock, it &8 concowveble that the
increment n vakie of the asset whilst held fir capital purposes may be
reparded as & capital receipt when the property is sold 1t is submitted that, &

the law currently stunds, such iceement is cleark of & revenue nature The

b))



Apart from [TC 416 there is no decision of & court in South Altia on this
guestion A the R20 represents compessaation to the lender for the risk of
losing his capital, it is submitted that one spprosch wuskd be that the enquiry
shaukd be based on whether lie recaipt of R20 is 10 reimburse the lender for
tracing profits that he wouk! earmn if the capital were not lost, or whether it is 1o
compensate for the possible loss of the capital ™ Since the lender is receiving
a market related interest and the R20 is paid tov him to compensate for the
possible ke of capital, clearly the R20 canxx constifute reimbussement for
trading profits  Theretore. it can be argued that the R20 is of & capital nature

The position is, nowever, by o meshs ceriain,

Anciber approach could be to regard the R20 as gkin to & discounting proft
and 1o apply general principies regarding capitel and revenue ysins to the
receint in order to escettain whether it falls within the definition of gros
income ina | of the Income Tax Act  [Fthe bill, note or bond was a long-term
credit instrument similar to Eskom stock, there could be circumstances in
which an argument could be put forward (o the effect that the R20 is of «
capital nature ' The wesiness of this xrgument is that, in South Africa, the
issue of such on insirument would probably be treated as a koan  Thus, the
discounting profil anxng Fom this trammaction would be akin 1o interest
Where the instrument is subsequently sokd, it could possibly be argued that the
nstruieet was purchased as & long-term imvestment I these cifcumsiances,
the profit made by the person purchasing the mstrunent coukd be roparded as

being of & capsal natar 3 the mvestor acguned and hetd the instrument as an
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I A Jends B RIO0 on condition that B will pav A RO gtter one vear. the
issue fo e determined is whether the R0 profit is of & revenue nature  This
type of transaction is simifar to the discounting of & banker's acceptance and in
fhet could take the form of the issue of a post=dated promissory note &t &
discount on its fro. velue 1 is submitted that. applyving the criteria set out
sbove, the profit of R10 would probably be held 1o he of & revenue nature
The main reason for this is that the nalure and finction of the instrumnent create
e presumption of revenue intent that would be ditficult 10 rebut  An asset beld
for a short petiod"™ and vielding no income would probabhy be regarded prima
facie as being held for speculative purposes  The same principle apnlies in
respect of & short-term eredit instnairant, such #x & bunker's aceplanke, whie'
in purchased aixd then sokd shortly aflerwacds in circumstances in which o
profit is made on the iransection

The position is more difficuh where A lordds B RIOO &t a reasonsble
commercial rate of interest and it is stipulated that B will pey A R120 &t
maturity of the loan  Thix transaction could take the form of the e of o
post-dated promissory note with & fice value of R120 The issee price woukd
be RIOO Wese it eusblished that the R20 had been intended to compensate A
for his capital risk, it could be angued that the R20 constitutes a capital receipt

in [TC 416" the court held that, mter aliz, 4 premigin on & kean represenied a
returmn foor the lender's rink and that it was. therefire, taxable  The msue doex
i, however, appear to have been fully cam assed beftore the court and, in the

vircumstances, it is sabantod hat this case is it necessarily authontative
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character of the taxpayer's conduet regarding the relevant asset  In assessing
these Tactors, the courts will consider whether the taxpaser’s conduct
constitutes usust and mormal conduct in the commercial community ™' The

character of the taxpaver is also & factor which st be taken into account ™

Factors which indivate that the taspaver's profits are of a reverue nature
inchude the situation where, for example, shares are acquired with the intention
aF setling them i their mathet value rises without 8 corresponding increase m
dividends."™" not all assets. such ax shares, are acquired for invesmen,'* the
xpRver owns 60 investmer portfolio sach s shares and constamly reviews
the shareholding in order 1o replace overpriced shares,'™ the scope, naiure and
seale of the taxpayver's activitios indicate that he is carrying on the business of
desing in the assets,™ and the net profits from share disposals [ar exceed the
dividend income """ A pers.wn can carmy out & profit-making schems by desling
in shares in companies auning the ascls as well as deshing in the asaet
themagives '™

APPLICATION OF GENERAL PRINCIPLES

Having reviewed the general approach of the couns to the i iion of the net

proceeds from the redenyption o sale o sssets such s hills, notes or bonds,

certun ypecitte situstions need 10 be examined

o™



inference that it is held for spectdative purposes The nature of the taxpayer's
aetivitien in relation to the asset is an important tictor up to the e that it is
sold "™ The intention with which an axset is held can change  Such change
can thus change the character of the dsset and comvert it from & capital asset 0

stock-inotrade '™

Additions! factors inchide whether the profits from the transaction have been
distributed,™ whesher the sale of the asst was & sep in the liquidation of 2
corporate taxpayer, ™ and whether the asset was realized duting #n cconomic
boom '™ The fact that & taxpuyer did not want to make a profit would not
necessarily result in the profit being of & capital nature '™ I & company or
trugt in formed for the purpose of realizing capitnl assets in the hands of it
founders, its profits will normaily be of & capital nature as it the {obunders had
reslized the assets without interposing 8 trust or company '~ A further facior
in the way an saset is used whilst it s heid '™ Where a taxpaver rocetves the
proceeds thom the sale of an asset and the quid pro guo consists of twe of
maote separaie clemenis, if st least one clement in of a capital nare and one of
B Tevenue nelure, the court may apportion the teeeipt ot an accoptable basis
The relationships hetween the taspaver and the party From whom the asset was
soquired and the axpaser and the persods 1o whom it was disposed are alwoe

factors which the courts take into accoum ™

The courts consider the ey structure, the fay imperatives and the tax needs off

the taxpaver dunny the relevant penod  Abso of importaime is the qualny and
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As a general nude, one of two isolated tramactions cannat be condered as the
carmving on of & business ™ In determining whether i is necessary for thers (o
be continuity in the carrving on of a businesa, & distinction is drawn between &
comparyy and an individugl  The ditference between the Tesls applid
companies end individuals does now refate 1o the quality of the taxpayer's
isention but to the inference ax o intention that may be drawn fom an
isolsted transaction In the case of & company, if ity objects include the
purchase and sale of xssets a1 & profit, it is possible o mfer that an isoleted
transgction is part of & scheme of profit-making  The company 'y objects will
not necessasily be decisive  In the case of an individual whe acquires and sells
an asset for & profit in an isolated transaction. it is necessary to extsblish hin
inkention in soquinmy the mael and whether any fictor intervened 1o change
that intention  In determining the laxpayer” imtention, continuity is & Itor
that is taken into account " Where a single transaction is carried out ax pen
of & profit-making scheme, the net peoceeds will be taxable ™

Qalver Factors

There are other fikiors which indicate a taxpaver’'s intention in acquiring,
holding and realicing an asset  The nature'™ and function’™ of the asset may
$ive an indication of & taxpaver’s intention  Thus, & laxpayer who acquires &
hanker's accepiance would poma facke be reparded as holding it tor the
specidative papose of realizing 8 e 4 profit The season is that a banker's
Acceptance is 4 short-tenm cradit mstrunen? whsch does not viokd icome other

than the discousting profit  Theretore its natire and Rution warrant an

ul
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not isell’ gcquired and sold as pant of @ scheme of prufit-making ™ In
applying & tewt of guideling, i is importam (o have regard to the underving
philosophy and not simply 10 sdhere uneriticaliy to the test or guideling '
Therefore, the tes of permanence should not be too narrowly spplied '™
Thus, for example. it was held that an emplovee share trust was not established
&2 pert of & profitemakiiy scheme but in order to secure the future lovahy and

goodwill of key emplovess '™

Frogquency of Transaetlons

The flequency of transactions uf' & similer nature entered into by the tapayer
may also indicsie the taxpayer’s intention in holding an asset ™ There is clear
suthority that no inference that the tremssction under consideration is
speculative should be drawn from prior speculative transactions ™' In spite of
this, there have boen cases in which sccount was taken of prior transactions '™
Where & xpayer enjens inio 8 number of Uansactions regarding the
purchesing and selling of shanes thix will indicate a1 scheme of profit-making
sithough not necessarily so 1 the number of sales proportionate to the toral
shereholding is laryge. this will indicate » trading operation ™' Where asets arc

purchased with borrowed money. this ix a factor indwaling revenus asss

A taxpiyer may be tasable on the profit ansig fhom the sale ol an assat in
spite of the faet that be s mof opdinanly involved in the business of selling such
tvpes of axsets  The relevant facion i not that the ransaction is an isolated

one  The test ivolves the detenmination of'the taxpayer's intention ™



the fact that an asset has been held for a fong time does e, in ibself’ imphy that
# was held for investment purposes ' 1 may constitute good husiness sense
for & person to buy en asset with 4 dual purmose  The one purpose woukd be
1o oblgin income from the gsset The other purpose would be to seil the asset
for & profit at an opportune time  In such 1 case, the profit will be taxable even

if' the asset was heid for & long tinw and viekled & good income !

An asset is regarded &s & capital asset i it was acquired and held with the
necessary slernent of permunence  The intention of the taxpayer at the time of
aoquisition is, therefore, & most important test in determining whether the
procesds on the sale are of'a capital o revenue nature ' The lict that when a
IRYpRver soquires 30 naset he foresees the possibility that he might sell it will
k. in itself. render the proflt on the sele to be of & res vnue nature He might.
fur example, foresse that, with inflation the monetary value of the asset might
grow end that it might be sold ai & profit ™' 1f an asset was held for a shont
time it does nol necesserily follow that it was scquired for a profit-meking

14

purpose

A further guideline reparding the holding of an asset is that, in ordet for i o
constitute capital. o must be acgutred and bwld with e cdoment of permanency:
and it must b held with the object that it produces an economic utility tor the
holder ' The philosophy behind the requirement of pertnanence is that it
dssists i determining the nature of the holding of an et 1 helps 1o

distinguish the case whete an asset s used i the production of iIncome hut is
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developing and selling the assets such as fand for profit  In this regard, the

eruiry i -

‘whether it can he said that the owner hed crassed the Rubicon and
gone over 10 the business or ermbarked upon a scheme of selling such

tand tor proflt, using the land as his stock-in-trade” '*!

Where 2 taxpayer hes disposed of an asset as a result of a sale under
compulsion, this tvpe of sale has the same tax conseguences as 8 volumary
saie "' If the zasel was of x capital nature, the net prucseds on sale will be
trepied na having o similar nature  On the other hand, if the asset wold formed
part of the taxpayer's stock-in-lrade. the net proceeds will be of . e

nature '

Additional factors which indicate a capital intemt when selling property include
expropristion of portions of the propeny rendering the residue tow small fir
profitable development, pressure from the kel authority to make the property
available for use by the community and the lact that the property was unlikely

to yield evonomic retums '

ilalding of the Azset
The peried for which an assel was hold may give an indivation of the
taxpayer’s intentics in hokding the asset '™ Holding an asset for a shont period

is a prima facie indication that the asset was beld for speeulation '™ Howe

fu?



Further factors which indicate & capital intent in the case ol a propen, owner
are where (the owner has diffficulty in findiog {enants for the property in
question and where the owner receives an unsolicited offer 1o purchase the
property ' The taxpayer's modus operandi is important A taxpayer would
probably have a revenue intent whers he has held assets such as shares or other
securities and he has switched out of them from time (o time in & rising market

knowing that the sales would in all probability be at & profit '*'

Where the taxpaver has subcivided land, vne should have regard to the
planning extent, duration, nature, degree. organization and marketing
operations of the taxpaver In taking these factors into accoumt. one must
determine whether the taxpayer’s activities indicate that he carried on business
or embarked upon & scheme of profiemaking "' South Aftican law has
recognized the concept ol a realization company formed for the sule purpose
of scquiring and reslizing an asset A reslization company is normally
formed in circumstences where & person owns a capital assel wgh 18 a piece of
land, and wishes o ealize the asset e forms the realization company end
treants and 1o the company in order to realize it When the land hes
been w d the realization company is liuidated and its assels distributed 1o the
shareholder  The tet profits of the realization compuny will be treated as being
of a capital nature unless it is rewarded as having carried on a busitess of
trading in the assets concerned ' In deviding whether the aswts of the
reglization company are of 4 capital or revenue nature, it s fecessany 10

examine the extent tw whiva the company has involved tselt in the process of
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Further factors which indicate a capital intent in the case of @ property owner
are where the owner has ditficulty in fHnding tenams for the property in
yuestion and where the owier receives an unsolicited uffer 1o purchase the

property ' The taxpayer's modus operandt | 1ant A texpaver would
probably have a revene intent where he has b~ - . such as shases or othr
securities and he has switched out of them thom time to time in a rising market

knowing that the sales would in all probability be at a profit '*

Where the taxpayer has subdivided land, one should have regard 10 the
planning extent, duration. nature, degree, orpanization and nerketing
operatioms of the taxpayver In taking these factors into account. ome mus!
determine whether (he texpayer's activities indicate that he carvied on business
or embarked upon a scheme of profii-making ™' South African law has
recopnized the concept of a realization company formed for the sole purpose

e

of aequiring and reslizing an asset '~ A reslization company is normally
formed in circumstonces wheee & person owns a capital asset such as a piece of
land, and wist  © realize the asset  He forms the reslization company and
transiers the fand to Jhe company in order to realize it When the land has
been sold, the realization conpany is lquidated and its assets distributed (o thae
shareholder  The net profits o the reakization company will be treated as being
of & capital nature unless 1 is reparded as having carried on 4 busitess of
trading in the assels concerned '™ In deciding whether the assets of the

realization company are of a capital Or revenue nature, it is necessany (o

examine the extent o which the compam has mvolved itsell’in the provess off
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interd 1o sefl them and thereaftor did not change 1ts intention amd o did ot
decide to ombark on & trade. b ¢ or scheme For profit-making by selhing
the Krugerrands  Accordingly the procoeds from the sales of the Krugetrands

were ol a capital nature

The approach adepted by the courts in [TC 1525 and [T{ 1520 appears 1o be
slightly differert rom that adopted by the courts in ITC 1358 and [TC 1379
In ITC 1525 and {TC 1520 the courts paid particular atiention o the fict tha
the taxpeyer in question consiiered that they would reelize the Kruggerrands
o & Houre date  This can be contraded with [TC 1542 where 2 person in
effective control did not envisage that the coins would be sold oukd be
prssed on (o his children who might one day sell them  The approach adopled
by the courts in [TC 1223 end ITC 1326 could possibly be apen to criticism on
the besis that there is u possibility that an wect held as v longeterm capital
imvestment could possibly be sold at some future date  The facts in thess cases
would ceriainly appeer to indicate that, when the Krugerrands were scquired,
the taxpayers involved intended 1o sequire the coina for king-lern investment
purposes It has clearly been estsblished that the mere change of intention on
hehdf of g taxpayer does not convert & capital axe 10 8 revenue ssel  An
additional Hactor is required. namely, that the mxpaver should have begun
carty on & busineas or & scheme of profit-making or “ould perform acts
pursiant 1o these  Thic approach was not adopted in these two cases

tor
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treding 1 the same or similer kinds of assets. ur he then and there sarts
some trade of business or embarks on some scheme for selling such assets
for profht, and, in either case, the gaset in question is taken into or used &
his stock in trade

The court slso took into accourt the Rdlowing passage from the judgment ol
Trollip JA in Elsndahasiwel

‘Of course every dacision by an owner iv dispose of an asse( held as &
capital ssast doos invoive & change of intention  hithortos his intention has
beent 1o retain it a3 such, now he chenges that intention by deciding 1o
dispose of it According to the sbove mentioned dicts a mere change of
intantion of that kind does not per se sublect any resulient gain io tax,
somathing more is required for that to happen  That sdditional theiue is
usially something indicating that the disposal is in reality in punuance of
some trede or business or scheme tor making proft  The intervention of
sich en edditional fctor may be inclicated by the circumsances
surtourcling the changs of imemtion or in the way in which it was
manifesied or cartied out !

On the ficts. the court was aalisfied that there was no change of intention on
the part of the taxpayer when (he coins were sold  Thus, the count conchuded

that the tavmaver acquired the Krugermands it question as investivent, did not



are in effective control of the company °* The court went on 1o saie that the
frequency of 2 particular transaction may provide a guideline as to the deyree
of permanency with which sn asset is scquired  In addition, a factor which can
be teken into sccount is whether 8 iaxpayer has trested an asset as fixed or

circulating capital 2

The court then referred to |TC 1388, 1TC 1379 and [TC 1528 10 illusirate the
fact that a disposal of Krugerrands should not be treated differently 1o the
disposal of other assels insofar & application of 1exts is concermed ™

Tha court referred 1o & passage fom (T 11837 converrung the weight which
€Lt e attach to & taxpeyer's ipee dixit  The coun took cognizence of A's
evidence to the effaci that he had acquired the Krugerrands with no intention of
ressle The court then considerad whether the laxpaver changed its imention
rogarding the Krugercands which were s0id *™ The court then consdered
whether ihere had boon o chenge of intention by the taxpaver The cournt
referrad to the following pessage from John Bell

"Mareover, my undersianding of the cases 1hat deal with the matier i that
the mere change olinient (o diapose af an asset hitherto bedd s capitel
does not por 3¢ subct the resultant profit 1o Something tore in
required in order to metamorphose the character of the et and o render

ity proceads gross income  For example, the taxpayer must already be
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thee tirme he did not have sufficient cash 1 pay foor the re-rooting and be did not
raise a mortgge bond in view of the interest paymens that woukd have had to
heve been made The house was owned by B and indirectly beonged to his
chiidren The ssle of the coins in 1he second vear was becsuise they wete kel
giving the texpaver income and the gokd price was droppingt A decimon was
teken to invest the procesds from the sale of the coins into shares which would
vield gn income Al that stage the vaive of the Krugerrands was declining and
it was monre impottant for A to ensule that the money was invested in shares
wehtich would grow in vakse "

in his evidence, A stressed that he did not envissge that the comns would be sold
83 he thought they would one day be sold by his children and not v um
VWhan he scquired the colns he indicatad thet he had no imention of reselling
thee *

The court drev attertion to the fhct thet in deciding whether & receipt o
sccrusl is of & capltal or reverwie nature, ane must consider all the ficts and
gircunstances of the particular case  There is s singde or infadlible test ™ The
court drew attention 1o the geners! principlex reliting to the distinction betwoen
realizng & capital maset and sefling an gavet in the course of carrving o &
business o embarking on & scheme for profit ' Ine e ex intention is
concerned, the court drew attention to the it that where companies are

concemed the courts can take copnizance of the imtention of the persons who
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1o increase in value and to take advartage of this at a fliture date by reslizing
them. Thus the court found that on the balance of probabilites the procesds
froem the sale of the Krugerrands were of & revenue nature and therefore
wubject to normasl tax 7

In [TC 1543°™ the texpever was & fhmily company, the shares of which were
feld by & company B, and the shares in B were held by a trust, C The
veneficiaries of the trust were A's children The wbpayer and B were
investment companies esisblished for the ultimete beneth of A's children The
sasals of the taxpeyer consisted mainly of a portfolio of shares. Krugermends
and loans to two of his children **

The Krugerrands wers purchesed over a four-year period A lestified that his
retsons for purchasing the coins were similar to thase for invesiment in shares,
nemaly, (o provide & hadge agains inflation A had no knowledge of gold
shares end, in the circumsiances, preferred to purchase gold coins  When the
texpayer purchesed the coins, it did not need incoms fom the capitel A
tesiified that whert the coins were purchased. the taxpayer did not have an
intention (o rosel] them  The intention was o keep them for A’ children ™'

After holding the coins fur about ten vears. approximately hall’ of the coins

were sold over 8 two-vesr period A testitied that the sale ol the coins in the

firk year was to provide the flinds to re-tonn’the house in which he lived Al
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Kruperrends  1f'the taxpaver’s infention was tu hold an asset on & more of less
permanent basis in order to produce income on its disposal, the proceeds
would be of & capitel nature ™ An asset could be held in an unproductive
xate  However, such an unproductive ssset would be a capital saset if #t
produced sn sconomic utifity to the taxpayer ™" The court stmed, however,
thet the element of permanence is & requisite in determining whether an asset is
held as # capital invesiment

The court referred to [T 1348, [TC 1379 and 1TC. 1825 The count
found that it was difficult 1o define the (orm "commercial uiility’ and it was of
the opinion thet the meening of the term wes dependent on the purposs for
which &n asset was ecquired and held “* The court accepted that Krugerrands
could have an coonomx: uihity if that was the test  In determining the intention
of the ‘axpaysr, the court took into gccount the evidence and siste of mind of
A who effectivehy contiolied the texpayer, the tnxpsyer's memorendum of
RMOGIBtION, its activitiea, ity policy and the circumatances of the soguisitivn of
the asewt, end the manner in which it was deaht with, held and subsequently
reelized The court found that the objective Gects and the probebwiities did not
sbb s O the waapaver's ipse divit to the effect that be kept Krugerrands with a
degrie of permanence  This cast doubl on A claim that the taspaser
purchassd the Krugerrands with the intention of any degree of permanence
The court accordingly fiind on the probabilities that 1the main or dominam

intention of the texpayer was linked tu the inherent capucity of the Knagerrands
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The taxpayer invested @ large portion of the sale proceeds in Knugerrands A
regarded this ss an ideal method of investment for storing money for his
children. He wanied to protect the capital as agginst inflation He never
purchesed or speculsted in shares and he purchased the Krugerrands from &
bank as a single investmant

A then regisered & new company for the purposes of resewrch and
developmen! which fell vuiside the ambit of his restraint comuned in the
agresment for the wie of the taxpsyer’s opersling companies  He utilized
some of the cash resources which had been retsined fom the ssle of the
opersiing companies sad operaled on s overdrat as long as he could so that
he would not be cbliged to sell the Krugerrands  During the next four Anancial
years the taxpayer sold Krugemrands for various purposes  The purposes
included the seitling of A's overdrefl, the purchase of properties for A and his
(krrdly, improverments to his house, and the purcheser of Iscor shares ™"

A’z indention in investing in Krugerrands was to provide a store of wealth  He
wes of the opinion thu the Krugermands provided a good investiment and
enabled bim to protect his capital Thus he was abie o take steps to guard
gaingt inflation  In addition he wanted to create wealth for his children ™"

The court emphasized 1hat the taxpayer's imrention was virtually decisive in the
case in determining (he nature of the proceeds from the sale of the
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sisge should the need erise  [n the circumstances. he had a profit-making

intention end the procesds were treated as being of » revenue nature ™

in [TC 1526 the texpayer was a privide compeny that had been incorporated
for the sole pumose of operaling as an itvestment compeny  The sharehulkderts
of the texpayer were A, his wife and His children’s trust A was the trustee of
the trust snd effsctively controlled #  The trust held assels which were
eventuelly to devolve upon A's children

A wes 8 director of the sppeliant and had been in effective control of its affhirs
since its incorporstion.  A's bokground was that he wes an electrician wiho
hed quelifisd as & design unginser and sbsequently a consolting mechenical
and elecirical enginser Me farmed a compeny which manufactured and sokd
Teflon products. He was involved in research and development of various
products which were uniqus in the processing fleld in South Aftica. In sddition
he acquired n reputation intermationally in ths fekd ™

The texpayer scquired all the shares in A's operating compamy which in wm
establisheq two subsidiary sale companies In addition » further company was
formed to hold the properties from which the business operatinns were
gonducted The taxpayer eventually soid its shares i the uperating company,
its sale subsidiaries, and in the investment company A retained his nights to

carry on the busitiess outside Attica ™’
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The court drew sttemion to the distinction between fixed and floating capitel
which was drawn in [TC 14187 In 1TC 1418 it was held that where an assct
is held for the purpose uf resale ai a profit, this does kX nex ..y mean that
ofe must make a proflt by virtue of the resale. nor thet the motive in
purchasing the asset is 1o meke g profit [t simply means that the laxpeyer
tresis the asset as pert of his Hosting capnial and not part of his fixed capital
Thus the goquisition of -+ asset for the purpose of resale gt & profit is simply
anather wey of siating that the asset is heid &3 stock-in-irede ™

The court concluded that the authoritien indicate that fixed capital hex the
characioristic thel either the asset is held on & more or less permanent basis for
the purpose of producing income or it should have an economic utifity. [n the
cese of Krugerrands oue is not dealing with an income producing ssset nor an
&ssat heving an economic utitity ***

The court found thet whers a Inxpayer saves Krugsmunds for either
commencing a bumness or s old age, he musl envisage that in due course he
will eell the aseet. There waa no suggestion thal the Krugerrands were for the
taxpayer's femily or for him (o dispose of by way of bedquest [In the
circiinsances, the taxpayer must have envisaged realiring the coins in his
retirement yoars  The court found on a belance of probabilities that the
laxpayer acquired the Krugerrands with the intention of aelling them at some
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These cases were followed by three recent cases ™

Tn ITC 1525™ the 1expayer was & reformed alcoholic  Whilst he was being
tteated for alooholism he found it difficult 1o retain a job sod to buikd up 2
cupitel reserve He was advised to acquire Krugerrands with any surplus funda
availsble  Accordingly he purchased Knugerrands over 2 number of years
Afler & period of approximately 20 yvears he started his own business  He sold
soms of his Krugerrands in order to furx! the sstting up of the business Al the
time when he sold the Krugerrands, he had a fixed deposit which he could have
realized in order to capitalize his business However, he took a gamble in
prefarring to sell the Krugerrands

The easence of the texpayer's case was therefore that, being unable to hold on
10 2 permnenant job whilst recovering from alcoholism w.d because he vwanted
to spend surplus finds on eleohol, he followed his sccountent’s advice and
purchased Krugerrands  The court found that it must have been the intention
thit Krugerrands we : scquired 1o provide the taxpayer with Hinds should he
need it &t some stage in the Riture ™ The court drew attention (o the lact thet
the Krugertands did not have an income caming capacity oF an eoohomic
utitity ™ The court found that & Krugerrand does not hiave an sconomic utility
unless it is worked inlo jewellery  The only utility that it has is that it cen be
sokd when cash is nesded *'
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wvestiment of capital, the progecds on sale or redemiption woukd be of a capital

natire

The enquiry invelves an examination of all relevant circumstanees ™ There
are factors which, prima facie. indicate that the holder of g deep discount bond

may hold it 2s part of a profil-making scheme

The nature and fimction of & deep discount bond indicate a revenue intent gs it
yields no income other than the discounting profit 1t could. thus, be argued
that the bond could only have been acquired with the intention o disposing of
it at 2 proft The fact that & bond may have heen held for a lonyg petiod does

not, by itself, indicate a capital intemt '

{n spite of the prima facie inference of 4 revenue intent, there vould bee tactors
which could indicate a capitel intent  In 1TC J383™ and 1TC {179 the
1mxpevers acquired Krugerrands as 2 hadge against intlation  The taxpuyers
had, either personally or through lamilies, experienged the difficulties of
rampar! inflation in pre-war Burope and had invested in Krugerrands to guard
agrinst a devaluation in the purchasing power of their curretsy  Kiugerrands
were subssquently sold mooid w to assist their famdlies  In both case the
courls held that the proveds on disposal of the Knugerrunds were of 2 cepital

nature
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investiment of capital, the proceeds on sale or redemption would be of 1 capital

nature

The enquiry involves an examination of all rekevant circumstances ™ There
are factors which, prima facix. indicate that the holder of a deep discount bond

may hold it as part of'a profii-nuking scheme

The nature and function of @ deep discount bond indicate a revenue intent as it
yields ¢ income other than the discounting profit Tt could. thus, be argued
that the bond could only have been acquired with the intention of disposing of
it 8t o profit The fact that a bond may have been held fisr o long period does

not, by itself, indicate & capital intent >

In spite of the prima facie inference ul' g revenue intent, there could be factors
which could indicete a capital intent  In JTC 1388™ ard IT¢C 1370™ the
texpeyers sequired Krugerrands as a hedge against inflation  The taapavers
had, either personatly or through families, experienced the difftoulties of
rampant inflation in pre-war Furope ~md had insested in Krugerrands to guard
against 1 devaluation in the purchasing power of their curreney  Krugerrands
were subsequently sold in order to assist their fumilies  In both cases the
courts held that the proceads on dispusal of the Krugerrands were o' & capital

natare
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In the circumstances, it should be eppreciated that the determination of the
neture of the proceeds on the sale o redemption of 4 deep discout bond
would involve an in<lepth examination of the circumsiances of the acquisition,
hokiing and sale of the instrument and the testing of these against tesls laid
down: by the counts In view of the naiure of 8 deep discount bond, it will be
difficult for a taxpayer 10 establish that such an instrument was hold as o capital

Section 24] only covers the accrual and incural of certain defined amourts [t
in therefore submitted thet it is theoretically possible lo argue that il a
discounting profit is of & capital nature the annual accruals ea determined by s
24J are not tmxable in the hands of the investor  However, in practice this ix
unlikely 10 be the cuss  {f an investor ecquires en instrument & & long-term
imvestment i will be very difficult for him 1o prove in the yeer uf seguisition
that he eoquinred the instrument for investment purposes Many of these fctors
which indicale whether a receipt i of & capilel or revetue nature relate 1o
everis which take piace after acquisition of the 2sst  Therefore. the argument
to the effect thet the provisions of s 24] apply regardiess of the nature of the
discounting profit is valid even in the situstion in which an instrument is sold

PoOT to msturity



wheme of profitemaking  Where 8 taxpaver has mixed intentions, it wonld be
important 10 determine his dominam purpose in acquining and holding the

aunl

i determining the taxpeyer's inmtetion regard should be had . . the business of
the taxpayer In this regard. whilst rasistance can be v, ined from examining
cases decling with the ssle of Krugerands, it should be sppreciated that the
various ceses desling with the sele of Krugerrands relate (o individuals in the
caee of desp discount bonds, B would be more likely that & large institution
such a5 5 bank woult] be involved as the taxpeyer 'ty regard. the institution
could be primarily en investment institution  Whttt -+ . or could indicete &
capital intent in intvesting in deep discount bonda, regard should be had 1o
whather the institution was catrying on a secondary business of dealing in
instruments xuch &2 deep discount bonds

fn determining the xpayer's intention, the courts will lake soconnt of the
tRxpeyer's ipse dixit, the nature of the taxpayer’s business end the transaction in
question, the mode of scquisition of the insirument by the taxpayer. the reason
rnd circumstances for the sale of the aseel, the period for which the asset was
held and factor which indicated the taxpaver’s intention in hokling the asset,
Frequency of the tranaactions ind variis other reles et factors [ this regard,
the nature and function of a deep discourt bond would prime facie indicate &

revesiae intent

2N



Finally, where ¢ profi is made on the sale o redemption of & deep discount
bond, it would be very difficult to establisk that it is of x capital nature and it
would, (herefore, probably be regarded s being & revenue profit

In determtining the rature of the proveeds on the sule ur redemption of a detp
discount bone, the courts would take into sccount various tests which have
besn enuncisted over the yesrs. In emsence, a gein made from en operstion of &
business in carrying out & scheme of profit-making is of & revenue nature  The
enquiry is tharefore 1o determine whether & taxpayer in selling o redeeming 2
deep discount bond was carrying out an operstion of a business 2s part of a
profit making scheme  Whilst it is diffcult to determine whether the procesds
ere of 8 capital or revenue nature. and whilst it is sccepted that the inheremt
naturs of & Krugarmand would indicets that the proceeds would be of 8 revenue
natuns, nevertholoss the courts would nasd to examine in dotail the ficts of the
case and test tham against the tests loid down by the courts in dealing with the
capital and revenuo nefure of sele proceeds

An important factor in determining the nature of the proceeds is ¢ ascertain
the taxpayers intention with which the instrument was scguired 1t should be
aprreciated thet this imtemion might change during the holding of the
indrumest  Whene an matrument was acquired with a capitel intention, the
mece change ol intent would not convert the asset into a reverue amist and it

would need (o be shown that the taxpaver had begun to carmy ofi & business of
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held For investment purposes  Many f these factors relate to events which
teke place after acquisition of the asset  Therefore, the argument o the effect
that the provisions of a 24) apply regardiess of the nature of' the discounting
profit is valid except in the sitigtion in which st instrument is sold prict to
maturity [n the latter cirqumastance s 24J scoruals in vegrs of sssessment prior
1o the sele of the insirument will ®ill remain taxable for the reasons ser out

sbove

CONCLUSION

The tax consecaences on the sale or mdemption of o bill, note or bond can vary
depending upon the type of insirument and the investor's circumstdness
Cieneraliy, the discounting arofit on & short-term credit instrument, such 25 a
bankers scceptance. will be of a reverwe nature  Where & ressonable
commercial roie of interest is charged and an alditional sum is payable to
compensete for the capital risk, or & discounting proflt is made on a bund such
&8 Eskom stock. there may be circumstances in which the proveeds will be of' s

capital naiure

Where the principal ioaned or the instrument is index linked any profit made on

redemption of the foan or nstrument is kkely 1o be of & revenue nature

Tt



capita) or revenue nature of the discounting profit  This matter ix referred to in
the Explanatory Memorandum on the Income Tax Bill of 1995 However,
there is also . ceference in s 24) 10 the fact that sny amount which soctues to
a laxpayer in terms of the section is taxable For example. in s 241(3) certain
defined sccrual amounts are deemed 1o have eccrued to the holder of an
income instrument  There is no provision to the effect that such amounis are
tweable  When the inmrument is sold or redeemed x 243(4) applies  In theswe
circumatances any sdjusted gain is deemed to have accrued in the vear of
assesament in which the instrument is wold or redsemexd [t has therefore been
argued thg the distinetion between the capital and nature of the discounting
profit il only epply when the instrurment is sokd prior to maturity  In all other
circumstences the amount deemed to have sccrued in terms of s 24) will be

taxable, irrespective of the naiure of the discounting profit

In view of the ket thet & 24) only covers the scoruel and incurral of certain
defined smounts it is submitted that it could be argued on & theoretical basis
thet » 24} does not affect the nature of the discounting profits  In other words,
if the discounting profit is of a capital nature the annual accruals &s determined
by 3 24] would not be taseble in the hands of the invesir  However, in
prectice this is unfikely to be the case I an investor acquires an instrument as
& longsterm imvestmen, it will be very difficult for him to prove in the vesr of
acquisition that he acquited the instrument for investiment puiposes  As has

been discussed above, there are mamy factors that determine whether an asset is
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APPLICAYION OF 8§ 243

1t in necassary to consider the application of s 241 to capital discounting profits
earned by investors The type of situation in which this issue conld arise would
be that in which an investor acquired Fskom stock at & discount on ifs Face
value and the investor's intention in ecquiring the stock was 10 hold & as &

fongsterm investment.

It i stated in the Explanstory Memorundum on the Income Tax Bill of 1908
thet s 24) will not interfare with general tax principles The genaral principles
spocifically mentioned include the capitel or revenue nature of interost sccried
or incurred in respect of interest-bearing arrangements * Thus, on the besis of
this siatement. ons could wsevma that s 247 would nol apply to capitel
discouning profits which acerue to an investor  However, this essumption iy
rol necessarily correct. Prior 1o the introduction of « 34) o capital discouming
profit earned by an invesior wes not laxable in the investor's hands 1t has been
ergued that the effect of applying » 24J to such capiial profhis is that such profh
is taxable on an annual basis whilst the instrument is held by the investor It is
only when the Bnancial instrument is sold before maturity that there ix &

distinction between a capilal and revenue profit **

In considering this issue, it should be noted that there s no specilic reference in
» 24 to the tact that it does mot affect the generad principles relating 1o the

H4



In addition, whilst the emphasis on permanency and economic utility in [TC
1525 and [TC 1526 is valid, the approach is possibly too namow A review of
the authorities in the spproach adopted and the general principles discussed
shove indicates clear  that the general approach of the courts is 10 view the
matter on a wider basis snd that fectors such ex permanency amd ecominic
utility are merely factors which indicute & taxpayer’s imention  There are many
other impor | fectors which also need to be taken into conrideration and
were possibly neglected by the courts

It is therefore clear that an invesithent in Krugerrands does have certain
sirdlazities {0 &n investment in deep discount bonds  Naither of them vields
regular income, both are held for uitimate disposel, end the values of both will
vary dependirg upon a large number of factors such s the price of gold and
interest rates. However. Krugerrends differ from desp discount bonds in that
they heve an intrinsic value and in times of hyper-inflation they would have real
vakie A deep discount bond, on the other hand, is merely a credit instrumant

[t i, therefore, possible that a person could acquire 8 deep discount bond as &
capital asset in circumstances anglogous to those in tb Krugerrand cases
However, bacause of the dilferences between Krugerrands and deep discount
bonds, it is considered that it would be very difficult for a person v eatablish
that & deep discount bond was beld ax & cepital asset

H1
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Affican Life {nvesiment Corporation (Piy) Lid v SIR (1904} 31 SATC 163,
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(onsolidated [nvesiments Lid (1950 22 SATC 200 &t 2245, ITC 1153
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It was held not only that a discount does ot acenue until maturity, but also
that it ditfers from lterest in that mivrest aceries from day to dav or at fived

intervals wheress a discount does not

Lord Fraser found that the true nature of the bank’s activities was that 4
purchased and sold sssats, ax long ax it held an asset. it could not realize 3
profit or loss in respect of it e tound that it bifis were ordinary cominodities.
there would be no doubt as to this poclon The fact that the bills were tor

fived sums of money did not glter the position '

Lord Fraser - as of the opinion that there is an essentinl differenve between
imorest and discount  The 1ax consspuences which followed from this were,
first, thet inferest is reslized from time o time whereas, in the case of &
discouryt, nuthing is realized until the bill is skd  Second, e heid that imerest
can be calculated in sdvance  This cannot be done in the case ol a discount '
These views have been criticized. the first on the wround that i1 is not a reeson
but a restatement of the point, and the second because iU is & non s.quitur 1t is
argued that the second reason is itsell’ a non sequitur, because it is possible to
calculate interest m advance only il it is assunned that the debt is beld w0
maturity A similar asumption in the case of 4 discount means that the
dissount can als be cakeutated in advance 17 1he debt s sold before maturity,

the price will vary in both cases depunding on interest rales

Yo



financial statemnents were prepared for conumercial purposes and took aceount
of gaing from discounting by bringing into the incoine satement {on cach fiscal
vear A proportionate pant of the ditfrence between the prive paid for the bili
and i< value al maturity  The bank maintamed that discounting profits should
e be anticipated and that they are my chargeable Lo income tax until they
acerue at sale vr matarity of the bill - The Cromn aigoand 1o the contrary The
bank was successll in the lower gourts and the matler was ulimateh
considered by the House of Lords 1t was held in the House of Tords, Lords
Diplock and Russell dissenting. that when the bank discounted or purchased o
bill it acguired an asses The bank could sot realise a proflt in respect uf'the bilt
until it was sold or redeemed  Thus, no pan of the profits enticipated on sale o
matunity could be included in the by nk's texable proits prior to sale or maturity

ofthe bill The Crown's appeal was, accondingly, dismissed

Had the Crown been sucvesstll on appeal. income tax woukd hive been
charyesble under schedule 1 caise [ * The issce was dependen upon the true
nature of the discount or purchase of a bl No distinction was drawn
betwoen the issue of & post-dated note a1 a discount on ity e value and the
putchase and sale of' i posi-dated bill ur note st a discount on i fee value
be majority in the House of' Lords held that the purchasing or discounting of
a bell constitutes the acquisition of an gt and that a profit or loss in respect

ol i vin onlv be reaiized when 1w il s sobd or redeenwed ™



tvpes of msfruments, the position is Ty complicaied  There are. however,

st 11 ananalios in this aren of the law

MEANING OF DISCOUNT

Discour means the deduction miade from the amount of 3 bl of exchange of

promissry note by a person who gives vatue for it before it is due *

This mesning covers both the types of discounting discussed Thus it inckudes
the situation in which 2 person issues a post«diated promissory note gt a
discount on its fce value and sl that in which a person purchases a bill, ke
ot bond Bt & discourmt on its e value tnd makes & profit on its stle of
rodemption

The House of Londs, in & majonty decision, has held thet discounts are
distinguisheble from interest ' In  Willingmle (Inspector of  Tuves) +
Intetnational Bank L6 the court considered whether the accnuing of «

discount was an anticipstion of's profit

The facty were that the tavpaver bank was imcaiprated o povide
medivneterm finance i world markets (o commerol campanies A laye pant
of s business comsisted of the discounting or purchite of bills saed by
horroners i various pants of the worhd Generaliv. the bank held the bilks unil

msatunty glitknagh they were somctines sold mor 1o manrin The ank s

AL T



Section 1R of the Inconwe and Corporation Taxes Aot ol 1988 sets oul, inter
alia, the general ssope of the charge te tan under schwdule 1D 18 covers sl
profits or gains accruing to residents of the Umted Kingdom ether from
property wherever i might be situated or fhom trades. profissions of vocations
wherever they might be camiset on 11 abse ichsdes the tasation of annual
peodits or gains arising or accning o non-tesidents of the Pmted Ringdom
from property. trades, professkms of vucatons examined within the | nited
Kingdom in addition ds ambit includes the taxation of other anmual profits o

pains not charyed undes the other schadules

Section 1810 of the Incomwe amnd Corporation Taxes Act of 198% xpeaifies the
various cases within whedule 3 whwh cover vanous tvpes of meonw

ercompamsad within scheduke D

Al discounits are ciargesble 10 tax under schduke 1) caae {11 Schedule D case
[ charges tax. inter alis, in rexpect of the annual profits oF gains arising o
ROCTUing 0 any person residing m (he United Kingdom fom any trade,

profesaion of vocstion

These provisons will be examined msolir as they redate o discounting
tramsactions  Both straight debt mstruments and deep discount securities will
be examined 1t will be soen that, although there has beent a certain amount of

developinent m the case law and a0 lewslation coverug the tanatnon of these



Section 1R of the Iwome axt Corporation Taxes Act ol 1988 sets oul, inter
alig, the general scope of the charge o tax under schedube 13 1t covers annual
profits of gains gecnting e rowdoniis of the United Kingdont either from
property wherever i might be situated or from trades, professions or vocatns
wherever they might be carried en 1 alwo axhudes he taxstion of annual
profits or yains ansing or acoriing o nonsreskonts of the United Kingdom
from property, trades. professions or vocations exartined within the United
Kingdom In addition its arobit includes the taxation of other annual peofits o
#aina not charged under the wher scheduies

Section 183} of the Income aad Corporation Taxes Act of 198 spevities the
varicids cases within wchedule 1 winch cover sinous Iviws of ingonw

encompassed within schedule D

All discourns are chargesble 1o tax under schedule D case 111 Schedule D) caxe
[ charges tax. inter alia in respect of the annuel profits or pains arising or
accoruing lo any person residing in the United Kingdom fhom eny trade,
profession or vocation

Thews proviwons will by exwawed insolar ax they rolate o discounting
transactions  Buth straivhy debt instruments and dewp discount securitios will
be exanuned It will be sen that. although thene has beent a certain atnount of

development in the caw law ad i fewistation cosenng the tasation of thewe
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Section 18 of the Income and Corporation Taxes Act of JUBS sets oul, intey
alig, the general sope of the charys to tax under schedule D1t covers amwal
profits or gains accruing to residents of the United Kingdom ethwr from
property whersver it might be situated or From ides, professions or yucations
wherever they might be carmed on It also includes the taxation of annual
profits or gains arising or gecruing (o nom-residents of the United Kingdom
from property, trades, professions of vocations examined within the United
Kirgdom In addition its anibit includes the taxation of other snsal profits of

gains not changed under the uther schedules

Section 1313) of the Income and Corpotation Taxes Act of 1988 spevities the
vanious caves within shedule £ which ¢over various 1ypes of incomwe

encompusend within schedule D

All discounts are chargeable (o tax under schedule 1) case HI Schedule 1D case
| charges lax, inter alia. in respect of the annual profits or gains griving of
econuing w Ry peeson residing in the United Ringdom from any trade,
profession of vocation

These provisions will be cvamined insofir s they relate o discounting
transactions Both wraight debt msiruments and deep discount secutities will
be examined 1€ will be scent that, aithough there has beent & certain amount of

development in the case faw and i legistation cosering the taxation of these



6l

TANATION OF PROFITS IN THE UNITED KINGDOM

INTRODUCTION

The wmxation of discounts Fom sources within the United Kingdom will be
snaiysed in this chepter ' While discounts are specifically chargesble 1o tax
uncier schedule 1 case 11,7 where profits o pains from discounts are camed in
the course of carrving on a trade. they are chargeable to ey under schedude 1

case |

Two types of discounting transactions need to be exumined The first involves
the insue of 8 post-dated bill, note or hond o1 8 discount on its face selue  The
second type of transaction i that in which & pemson acyuires a bill, note e
bosd at & discount on its face value end subsoquently sells or rodeoma it 21 2
profit The msinanments wed in these trunactions are conmmuonly refermed to s

raight debt mstruments

Both o' these tvpes of transactions are distinguishable om interest They fall
within the meaning of discounts and are coverad by schedle 1D cases 1 and |
Fhore is spevitle lepisdation dealing with the taxation of deep discount bosds
Thas lewistation will be sxamined in detal
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At 452

£t 448 The court referred to SIR v The Trust Bank of Aftica Lig &t 108

ETC 1543 (1992) 84 SATC 446 at 448 The coun referred (o Elgndsheuwed
Fomoing (Edms) Bpk v SBI at 180-2

FTC 1543 (1992) 84 SATC 446 at 449 The court referred 1o SIR v The Trust

Banks of Aftica Lid at 108, John Bell & Co (Py) 14d v SIR & 97, and CIR v

ITC 1543 (1902) 84 SATC 446 at 449

&t 449-50

(1972) 28 SATC 122 1 1234 The passage was cited with approval in Malin
v KB (1981} 43 SATC 1 7

ITC 1343 (1992) %4 SATC 446 ut 4434

John Boll & Co (Pry) 1id v SIR &t 103

Elendaheuvend Farming (Edma) Bok v SBl at 177
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“The 1995 Income Tax Act’ (199%) 44 The Taxpayer 101 at 108-9
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& 223 The court referred to SHI v Aveling 2t 17-18
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See sch 9 and ¢ 36 of the Finance Aci of 1984 and sch 11 and 3 46 of the

Finunce Act of 19858

Seen d¥au e

LHC Corporation of SAPIY) Lid v CIR. Durban North Traders Lid v CIR

(1982) 44 SATC 132

(1983) 48 SATC 236,

ITC 1525 (1992) 34 SATC 209, {TC 1526 (1992) 54 SATC 216 and {TC
1343 €19%2) 84 SATC 446

(1992) 54 SATC 209

a1 212-13

&t 213 The court referred to Bloch v SIR m1 18

LTC 1525 (1992) %4 SATC 2098t 213

{1V 49 SATC 42 ar 44

at 44, [TC 1528 (1992) %4 SATC 200 a1 213

ITC 1585 (199 M SATC 200 1 213

at 214-8

(1992) 84 SATC 2o
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91

1923

184

193

196

197

See Burmah Steamship Co Lid v IRC (1930} 16 TC 67, Verrinder Lid v CIR
(1949) 16 SATC 42, CIR v llove Sugar Estates Lid (1981) 17 SATC 387
Although these cases deal with compensation paviments for actual loss. it could
be argued thet the same principle should epply in respect of compensation
paymerts for potential loss. See also Lomax (HM loapector of Tases) v Peter
Dizon & Son Lid 25 TC 353, which was based on diffevent reasoning

The basis of the argument would be that the instrument was nequired as a long-
term investment end 1o yield 8 market related imerest over the period that it is
held  in the circumsiances, the R20 should be treeted as & capital proft
resulting from the realization of the investment

Seen 17 ebove
Ses n 89 sbove
Seen 162 sbove
Seen |18 sbove
See n 128 sbove.
See n 111 sbove
Seen 149 sbove

(1978) 37 SATC 193 a1 20}
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ITC 1413 (198%) 48 SATC 167

beres Wes( Estaen (Ptw) Ltd v SIR. ) M Malone Trust v SIR

ITC 1431 (1938) S0 SATC 60 at 66

Tuck v CIR (1988) SOSATC 98 at 113

Qryx Mining & Expiotation (Pty) Lid v Secretary for Fingnee at 373

ibid

CIR x Cuardian Assungnce Co af SA Lid et {81

ibid.

Dacessed Eximte v COT (1949) 16 SATC 308, [TC 1187 (1972) 38 SATC
141 st 144, ITC 1191 (1973) 3% SATC 194 &t 196, [TC 125 (1976) 39

SATC 3L ITC. 1299 (1980 42 SATC 45 a1 30

See n 149 gbove

{1938) 10 SATC 261



The taxpavers argued that the origmal issue of the pramissory nole sis x1 a
discount Assets were sokd. amd pant of the sake price was left autstanding for
the period of the currency of'the note FHoweser, no evidence was put frward
#s to the manner in which the agresment for the sale of the assets was armived
at In thwe sbsence of evidence as 1o the nature of the agreement of sale, the

court assumed that the promissory note was issued it a diseour ™

Thereatter, the taxpayers argued that the discountmg proflt was of a capital
nature and not chargeable to income tax The argument procecued on the basis
that where a discounting lasts for & period of up (o vne year, of the authority
of Natione] Provident Institution,” the profit resulting from it is of an income
nature. 1f the discounting lastx for more than one year. it is of a capital nuture
The coun tejecten this argument as there was no busis for drawing a

distinetion which was based on the period ¢ the discuunt

The court drew attentien to the fact thet whee a purchaser purchases &
promissoty note st & discount on its race valug, the value of the note will be
determined by not only the orfginal discount, but gl by other factors such as
interest rates 1t dil not consider o togical 1o tax a purchiser on the whoke of
the profit made by im becuase ot wll the profic may have been made from the
vriginal discount However, there is no authority supporting Whis distinetion

Fhus ot was beld that the profit realieod at matuty was i disount chargeable

uider sohedale B case 111



in Ditchiield v Sharp & others” the axpavers sere tristees of & setthonent
which did not carry on & trade in securities of promissory notes The texpavers
purchased & promissary note with & manty date approximately three vears
ater The note hed twen oriwnally isaed 0 wure the outstanding
consideration from the sehe price of cortain assets  The note was beld wil
maturity, a1 which stage the trustees redeemed it and revenved its face value ©
The texpayers made & profit on redempiion and were assessed 10 fax on the
profit under schedule D case (1] One of the issues before the count was
whether the profit resli» 1 on redemplion of the note was 1 discount within the
meatting of s 109(2) of'the Income and Corporation Taxes Act of 1970 The
Crown contended that the profit wis of an inconw nattire and that it was,
eccordingly, 1nxable  The taxpavers, on the other hand, angued that the profit

wits 1ot taxable as it was of & capital nature '

The Specig! Conmissioners decided against the {rown and the matter went on
appeal 1o the Chancery Divisin ™ In the Chancery Division the (rown
arged that the orginal issue of the promiskey nole was a discounting
trensgction and that, in the circumstances. the profit on redemption made by
the taxpavers was & discount The arpunwnt of the Crown procesded on the
basia that the profit was an incomie profit whivh was an anbual profit o gain
which was chargeable under schedule 13 case 111 As this protit was an annual
pretit in the voar of redemption, it was argued that the decison o the Special

COMNUSSITRES WS FIOteouy
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be made between « return on capital and a retum for a capital risk  1n this case
the interest constituted . ) casonable retur on ¢ stal - On the facts of the case,
the premium end discowt constituted a roten for the capital rish undentaben
and wete held to be of' & capal nature

The case ifhustrates the imponance of the fict that the axation consegquences
of & transaction do mol necessarily roflect the imention of the parties involved
For example, on the [acts of this case. had the parties reflectod the capital risk
in the rate of interest and nul provided for a discourt or premium, the full
interest would hive been trestad as being of & revenue nature, conversely, had
the notes not provided for the pavment of interest and the retum of capital
been refiocted in the discount and premsum, the fall discount and premium
woutld probebly slso have be: 1 treated ws being of & revenue nature

The distinetion drawn by the court between the issue of & debenture at a
discount on its face value and the discounting of o bill of exchange s alwo
moshie  Cleerdy, thin distingtion is of paticular reknvance in detenmining a
discount  Whilst the court wax comcenned with the question whether tw
discount and the premium conslituted income chargesble under schedule 1
cane 1V o V oor were of 2 capital nature the court was infheneed by whedule
13 cawe fH This is clewr thom the refervke 1o the latier provision m the
judgment  Undike the case of National Provident Institution the court was

vonverned with a Jonger term loan

Y,



The Appesl Court distinguished the postion of the issue of a debenture at a
prive difforent front its redemption prce and the position of the discounting of
a bell of exchange or a Treasury Bill  The court reparded thewe as completoly
different commercial transactions  The court was of the opinion that the use of
a debenture did not Bl within schedule D case H1 1 it el within this
provision, it woukl folkow tha profits realiced by sellingt the debenture on the
market would be texable as income as well es protits made by the oniginal
subscriber who holds the debenture until it matres  In the case of the
discouiting ol @ bill of exchange. the dicount is the normat reward that 2

person obisins for his money ¥

The court's three main conclusions were, first, that where a loan is made
which constitutes a reasonably sound security and which provides for a
resscnebie conunercial rate of interes, there is no presunplion that
discount or premium relating to sich koan is in the nature of interest Second,
the tTue nature of & discornt or premium may only be ascentained from &l thw
cireurnsiances  Third, in determining the true suure ol & disceunt of premium,
one shoukd take into accour all relevant chieumstances inchuding the term off

the loan and the extent 1o which the parties considered the capital risk

The facts of thix case are particulardy imeresting in that the courl was
voncerned with by of exchange issued at both a discount and & premium e
which provided for the pasment of o reaseotable comawual rate of mterest
The approach adopied by the coun s commendable in that & deimeton shogld

244



1o fax under shedule 1 cases 1V o0 4 o whether they were ol a capital

nature ¥’

The matter cune before the (Commissioners for the Special Purpose of the
income Tax Act who discharyed the asseswmonts aygainst the taxpaver ' The
matter was theresfter conmdered by MacNaughton ) in the Kmg's Hench
Division who siowed the Cromn's appeal * Thix decision was res e by the

Court of Appead *

The Appesi Court found that the rate of interest provided for in the dote was
an ordinary commercial rute in addition. the taxpaver was concerned sboul
political risks snd how these might atfect the repayment of the capital

Agcordingly. the rctes were issuied at both a discount and a premium ¥ The
court found wt where g losn is made ai or shove a reasonable conmervial
i of interest, there i no presumption that any discount et which the luan

roade or promium &t which it ix paki is of an interext nature The true tature of
the discourt and premiomt can only be determined from all relevant
circumsiances The circumstances which should be considered include the term
of the Toan, the stipulated rate of iveeest, the nature of the capital risk and the
wndent (o which this ix idevant to the comracting partion The court held that
the discount and preminn were of o vapital nature and not chargeable 1o tax

under schedule 13 cane 111

24



In [RC v Thomas Nebson & Suns Lid” the insiee wan wheiher prenmiums paid
by & borrower for early repavment of a logn were of an incomwe nature o in the
nature of acoretions to capitsl The court held that, having regard to the terms
of the contract, the premiums must have heen calculated by reference o the
periodd of the loan and not to any clement of capital risk  Having regard 1o this
and the rate of retum. it heid that the premiunts were of @ revenue niture The
loens were made in Idia to & companry carrving on busingss there The
premiums were theretfore held 1o be profits or gaine within the meaning of
schedule D case V

‘Whilst this case did not deal with the meaning of' & discount, it constitutes an
authority on the approach of the courts in determining whether the protht by
wav of a promium is of & revenae nature or whether it is an acretion 1o
capitel It should, however, be apprevisted that it deah with premivms on
foans and not bille of exchange

In Lomux v.Peter Dixon & Son Lid” the onurt way concemed with a fong
term loan to 4 Finish company in errcumistances in which the borrower paid a
ressonable commercitd rate of itieres and secured the foan by the bssae of
notes at a discount of 6% interest was pavable on the motes and they were
repavable 4t 2 premium of 20%o in certain crcumstances  The dsste was

whether the discount and premium were of an icome nature wiwd chargeable

L}
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1441 or whether the differences were acoretions To capital and md profits on
discount within the meaning of the lammiage of shedule D case Hl The
taxpaver had bought Treasury Rills at the Bank of England The bills were
bought at a discount on their face values end matured atter intenvals of three,
six and nine months Some of the bills were sold prior to maturity, wine were
redeemed at matunity and some comerted into 5% War foan Stock The
taxpaver was not assewsed to tax on the balance of itx prodits and pains under

schedule Dease [

In the King's Bench Division, Rowlatt ) held, inter sl that the difference
between the a wunis paid fOr the purchase of tiwe bills and the amounts
received on realization constituted profit on discount within the weaning of
schedule D case HI In addition, | ald thut where the holder of’ a Treasuny
Bill renlizes it betore maturity, any profit inade on realization results from the
thot that the bill was bought at a discount Thus, such profits are also

chargoable 1o tax us discounts in terms of' schedule 3 case 111

The Court of Appea! hekl, imer alia, Warrington [J dissenting, that the
ditferences between amownts paid and received were not necessarily taxable gy
profits on discounts  The majority Iwld that the ditforences might pantly
represent aceretions tu capial and partly profit by way of icome Such
secretions of capital inay be due to the state of the muones market. the nse or

Fail in the value ol mones sl the rates of uierest The onby amoumt tased as &
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appropriate to refer, in addition, 10 a passage from the judgment of

Vice-Chancellor Bacon in London Financial Assosiation v Kelk

*The difference beiwoen “advancing”, “kending monev” and “discounting”
is purchasing. not lendiny The discounter. whether of a bifl or bod, or
any other security, becumes the owner [£the thing bought tums out when
realised 10 be of leas value than the price paid for it the koss Talls upon the
purcheser or discounter 12 profit o gein s made upont the transaction, it
belongs wholly and exclusively to the discounter or purchaser "

This passage. logether with Willingale, provides clear authority that the
purchase and subsequent sale at a profit of a bill, note or bond is & transection

of purchase and sale end not 2 transection of loan

REVIEW OF THE CASE LAW ON THE TAXATION OF

DISCOUNTS

A riamber of cases that have deglt with the taxation of discounts  Thewe cases

are discussed balow

In The Natonal Brovident Institution v Brean™ the House of Lords had 1o
decide, inter alia, whether differences betwoeen amounis paid and amounts
weenad in respeet of Bank of Fogland Treass Bills were profits on

discounts swithin the meamng of shedute 1 case 1T of the Tneome Tax Act of
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accrued either when the foan agreemeat was entered into ur when the interest
wis due and pavable He did not express a firm opinion as to when accrual
takes place in these circumstances  The disiinction swhich he drew between this
type o foan and & discount was hased on the tict that the purchaser of'a bill is
entitied to seil the bill when be likes or keep it until maturity ~ 1t is submitted
that this distinetion is untenable, as it is abso possible for a creditor 1o code a

debt for value priar to due date

The ixsue should have been based on the meaning of accrual in the context ol'a
discount If the majority had held that the issue of & post-dated note at a
discount wes a loan, thet finding would not necessarily have resulied in the
bank being chargesble to (ax annually on post-dated notes issued to it It
would then have been necessary to determine, in that vpe of fransacton, when

gecrual of the discounting profit took place

However persuasive the criticisma of the decision in Willingale miglt be. it
reflects. nonetheless, the current law of the United Kingdom

Willingake covers hoth the situation of the e of' @ post-dated bill, note or
bond ut a discount on its lsee value, and the putchase amd sale o a bill, note or
hond at a discount on its face value Where a post-dated bill. note or bond is
prirchased a1 a discount on s feee salue and subsequently sold or redeemed at

a profit, the proflt is clearly distinguishable trom interest In this regard, it is

249



interest is pavnnt by time for the use of momey * Consequently it has been

arguied (hat there is i exsentinl difference between discount and interest ™

Lord Salmon mede the puint that where a bill is bought in a forcign currency,
poasible exchange rate fluctuations make 1t ditficult 1o predict the protit that
the bill might vield at matunity Thix point does not, with respeet, atlect th
principle of the matter A loan may also be in & foreign currency and interest

peymeris may also fluctuate depending upon the exchange rate between the
reticies concerned

The criticisms of the majority judgment have & cerlain amount of substance It
can be argued that the issue of 8 post-dated pronsissory nole at a discount on
its face value is 1 transecnn of loan. Howover, it can also be contended that
the purchase and sale of g post-dated bill or note a1 a discount on s face value

is & contract of purchase and seke and not kan **

As for a5 the issue of a post-daied tote at & dace its face value is
concerned, the judgment emphasized the tact thin interee. o s [rom day 1o
day whereas @ discount acerues only at sale or maturity of the bill ™ The type
of loan envisaged wes not indicated, but presumably it was the tvpe of loan in
which interest acerues un a daily basis and 1s paid at monthly intervals A more
appropriate type of loan 1o consider is that in which the interest 1 pavable only
when the principal s due and pavable Luord Salmon considered this to be a

st untsuiti type of koan . He mdicdted that it was possible thar th imerest
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The majority in Willingale based their decision on the principle that profit is mot
taxed il it is reslized " They held that the institution acquired assets and did

not realize a profit whilst it contimeed to hold them

Although the institution had in its financial statetents acerued the discounting
profit over the perind from acquisition of the hill 1o the date when the bill
matured, the majority held that frum an income WX point of view, such

treatment constituted an anticipation of an unrealized profit ™

Counsel for the crown argued that the principles of commercial accounting
should prevail However, the mgjority found that financial statenwnts drawn
up o the basis that the profit un the bills were shown as and when realized
would have been in accordance with proper eccounting principles provided

there was full disclosure ol'this in the financial statements ™

Counsel for the Crown also contended that the accrual of the prosent vahue of
8 future debl did not offend the principle that protiis und 1. ses camnol be
enticipated  However, the authurities quoted only supported this contention
where the receipt involved had boen earmad for senvices rendered or goads
supplied in the earher yvear  The majority keld that where the institution

required post-dated bills it did net render services o the issuges of the bills ™

The majoritv decision has been 2riticized because no valid reasons were given

for distinguishing between discounts and interest 7 U has been beld that
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trusts,™ underwritess” and multiple isues " 11 s bevond the seope of this

thosis 1o examine these provisions

Specini rules apply where & deep discount security is redeemed pror 1o
redemprion date  In this aituation the person who was the beneficial owner of
the security immediately belbre recdemption will be deemed to bave received
income for the period between the acquisition and Jisposal of the security
The income s caleulated by deducting from the redemplion prive the issue
price of the security when he acquirad the secunity subscguent to Ha jssue, e
should also deduct the accrued icome atiribuiable from the date of issue of

the seourity to the date when he acquired it ™

liwofar as it is not covered by specific legislation, the profit on the sak or
redemption of a deep discount security arises in the vear ol assessivent or

accounting period in which the proceeds are reveived ™

Following the promulgation of the Finance Act of 1984 il became apparmt
that special purpos. vehicle companien could be formed to Boyuire  ertain
types of securities such ax United Mates Treasuny Bomds and Lniled Kingdom
Ciitts Such a company could acquire inferost-bearing sevurities and isell issue
a series of deep discount securities The secunities would mature st inlenvals so
that the incone elemients matched cach intetewt paviment received and the linal
sweurity would represent the princmal sant Tlus dovive was Riown as

coupon-siripping and enabled ano s estor o defor lis tay liabaty on the bonds

.
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A disposal of a deep discount secutsty mav also be treated as & disposal for
capital gains purposes  In this situation. there mav also be capital gains tax
chargeable ™ in caleulating the dispasal comsideration for capital gains tax,

account must be taken of amy incot.xe charge ™

If the income charge exceads the comsideration recened oft dispone, such
excuss is regarded as iditional enhancement expenditune which was incurred

invmediately prior 1o disposal ™

There are three nvpes of tramsachions which wive rise 1o an inconw charge but
nol g capitsl gain  Finl, where & deconsed person’s oslale inchides @ deep
discount bond and he wiais compatent 1o dispose of it prior 1o death  1n this
situstion, he is treated & having disposed of the secunity immediately betore
hin death ™ Second, where thete is & comersion or exchanye of securities or a
reconsiruction or amelgamation in terms of which the securities are deemed to
have been exchanyed and to which x 132, 135 or 136 of the Taxation of
Chargeable Gains Act of 1992 spply  In this situation, the beneficial owner of
the securition is deemed to have disposed of them inunediately prior to the
corversion or exchange. as Ihe case may be ™ Third, where no gain or Joss

avises in the hands of the tramivror

Special provisions applv 10 deep discountiog ransactions mvalving various

pes of companies.” chanies,” retnement benefit wiemes. ™ stoek tending, ™
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It will be noted that the caleutation of the accrued income is smlar o the
valeulation of acerued interest in teems of s 245 of the South Altican Tncome
Tax Act apphving the vield to matunity basts  This basts s discussed i section
3% abone, and it is clear that the only difference s that the calculation of
seenued income under the lewddation in the U nited Kangdoti escludes any
interest puid  The interest paid is reflected separately as interest Section 24)
of the South Attican Income Tax Act pronides that the accrued interest
includes any inforest actually paid  This difference 18 nor material and mevely
ane of form {1 should, however, be appreciated that « 24) of the South
Aftican Income Tax Act allows Lthe applicasion of uther acceptabht methods off
caleulation of acctued interest sich gs the weiphted capital method 1 one
applies a different methad of calculation, the results may ditfer from those
obtained by spphying the vield 1o maturity basis uf’ calculation under » 34) of
the South Affican Income Tax Act snd the accrued income uider the
legisdation in the United Kingdom

It should be appreciated that the profit on the sale of a dewp discount security
may have two clemenls The first will be the clurgeable portion of' the discours
it torts of schedule 1) case HI ot IV as the case may be ™ The second may
e & gain or ks resulting from fuctuations in market ifterest rates of other
relted factors This letter gan or Joss s genenalhy treated as being of & captial

atire ©
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redempiion price uft £10 000 00 is issied for £9 000 000 The annual viekd

to maturity would be 1L4231%  The acerued dwome soudd be as follaws

Yen Cnsh fows Taterest Aceruals
] (Pounds) {Pounds) {Pounds)
0 Q000000 i
! 1000000 10000 28007
2 1000000 1OR00ND 7
1 HOOEN {ONEXXM0) 1883
4 100000 HOOONE) k.
b 1000600 HIODOUG 4108
6 1000000 1000000 48288
? 1000000 1000 107
] 1000000 1000000 L9
9 1000000 100000 bb751 i
16 BV FEARNN) b | ,'.??
H 1 D00 FOROOD RIR
12 T LT TE0000e 2214
11 feon HELTY § ] 102191
14 HOOOANX) TEVITT 114643
15 1 HOOOEXK) OO KN 12773

,'h.



The accrued income is determined for ecach incomwe period by applving the
fllowing formuln

(AXB-C

o

whers

A is the adiusied issue price. in ather words the issue price plus the scorued

incorne for previous periods,
B 11 the viekl to maturity; and
¢ is the smount of interest atiributable t 1he income peried ™
The income pariod is the period for which interest 1 paid 1 nov intorest is
pevabie the income perod is each year wnding before the anniversary of the
issue of the security, or any shurter penad itom such an anniversary (o the

carhiext redemption “ate ™

In o der to understand the etfivix of the formule, i1 s approphiate 1o consider

s oevample Aswamwe a (Saem bond with a coupon rte of 110 and a

MT]



This definition was extended in 1989 10 redeemable securitiey issued by public
budies at a dep discount  There s excluded trom the detinition securitios in
ierms of which the redemption amount is fned (o the refail poces index or &
similar foreign general index uf prices and certain tvpes of securitien issued in

twu ur more tranches under the same prospectas

Further types of securities which are exchuded from the Jefinition of a deep
discount security are securilies issued by # company on or after 1 August 1990
in terms of which they can be converted into share capitel in a company,”
securities isaued on or after | August 1990 in terms of which there is more
than one date on which the issuing company o public body may be goimpetied

10 redeem,”” and securitios which are qualifbing comvertible securitios ™

The discount is trested as income and “werues o @ compound basis ™ 11 is
charged to tix when the seourity is disposed of or redevtned ™ The charge to
1ax is under achadule D case 1] or, in the case of 8 foreign securily, schedule D

case [V ™

The accived income aumbutable ' peries F ownenship is the aggrexate of

income glements (or the invone Dot 1 Lhe period of tsnership ™

There are circumstances in which the holder of'g secunty i hable to tax on the
income clement of the diccant as it accries imtead of on dispossl or
redempiion

.‘,lt"



contstituted a tnue and teir reflection of the business Third, the instruments

involved hed 10 have & life of one vear

Thus. in 1984, schiedule 9 to s 30 of the Finance Act of 1984 was enacted o
dead spocifically with deep discount securitien issued atler 13 March 1984
Thes# provisions were substantially re-enacted in 1988 in schedule 4 o x 587 of
the Incont . and Corporgtion Taxes 4ct of 19RE amd further amendments were
effectad in schedule 10 1o 3 94 of the Finance Act of 1989 Convertible

secritien were covered in schedule 10 10 s 86 of the Finance Act of 1990

A desp discount security is delned for the purpuses of thas kegislation as any
redeomeble security thal a company ixstes al & dissaunt of either maore than
%% of its redemption value or more than ' e per yer over Lhe term of the
security There is o requirement that the fuaing company shauld be resident
in the United Kingdom  The discount is the amount by which the jasue price is
lens than the amount pavable on redemption 1t therefon inchides premiums in
spproprisie circumstances  Where securities issd betore 14 March 1984
have been exchanged for new securities which would otherwise qualify as deep
discount secunities, the new sevuniies muy quulifs as deep discount securities
in vertain circumsiances * [oep discovnt securities du mt include shares in a
company, secutities the redemptivh value of which is linked to the retail prices
index of g corporation loreign inden. and securities that are whally or panthy

treated as & distribuition for corpuration tax purposes
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campromise in terms of which 8 poertion of the profit was abhcated a» &
discount and & portion of the profit was allovaied as a vapital wtin ansng as 4
result of market factors At alf stages it was accepted that, il the investor was
tsxsble on his profit, he was taxable on 1 receipts basis when the bond was
sold or redesmed **

The profit on sale or redemption of @ bond by @ person dealing in such
instruments. such ax 2 bank o other financial institution. was clearly of an
income naure and therefore charyesbie to tax Howwover, Inland Revenue
argued that if the proflt was acorued sl for aocounting purposes, it
should b chargesble 1o income X on & similar basis ™ }3 Willingale the
majority in the House of Lurds held that no pan of discounting profits coukl
be inchuded in the bank’s iaxable profits prior to the sake or maturity of the bill
Thus, Inland Revenue did not sucoeed in ils argument 1o tax (ke discounting
profits of benks and other fin, ncial institutions on an scorual busis ™

Revenue responded to the judument w Willingale ™ sccepting it bt
narrowing its applicetion ' The principles laid down i Willingale were
spplied if the following three requiremient. were met First, a taxpaver was not
permitted continually to change the hasis of havation of discounts Erther the
reatization or the accrual system had to be adopted snd, thervater, it v oax not
possible to change the haxs Sevomd, whete the realization basis was adopied,

an auditor's certificate was repaited (o the elfict thar the financial statomeonts
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exeeplion is the unreatized gain on g quoted security Such 2 pain is often

excluded as it is not actually ascertained ™

DEEP HSCOUNT BONDS

Cleneralty deep discount bonds vield very low or zens interest and are theretiwe
issued at & whatantial discount Thus, in the earlv 198 a typical ten-year
2ero imerest bond would be issued at a disount of 780 This would provide
a0 invesior with a return of approximately 158% per annum  The retum o the

holder is tharefore, wholly or partly. in the form of discount ™

Applying the peners! | rinciples arising from the case jaw to 1he sitluation of &
person investing in & deep discount bond, perticularly if’ there is no coupon rate
on the bond, the proflt should be (rested as either & discownt or interest,
depending upon the circumsiances, and the rocipiend should be Charged o

income tax on it

The application of these general principhkes gave nise to certain problems Fird,
i & bond had a coupon rate attaching 1o i, there was unceriainty as v whether
or mol # was @ deop discount bond  Second. it was argued by cenain
1axpavers that a person im esting 11 3 bomd avquited W & dhwount on is face
vatliie could only receive # discount i e redeentst the bond 1f the bond were
wold, the investor would argue that e bad ol received 8 discount. but a

vapital gain Froquenth the inedor and Bnland Revenue would resch a

Had



The position is, therefore, that if A issties A straight debt instronent, such as a
posi~dated promissory e, to B at discount on its fece value, 11 is necessary
to examine the circumstances of the issue and B's situstion in order 1o
determine B's liability for tax It B is not carying on a trade i financial
instrumentx, there are circu mstances in which any profit from the sale of the
instrument woukd be of a capitad nature and ot charysable o income tax An
examiple of capital profit would be profil relating 1o compensation peid to B in
respect of his capital risk However, where the discount constitutes a revenue
profit. B will be chargesble 1o tax at the ime ot the sale or reduaiption ol the

sty

It shouki be appreciated thet where the profit made by B is of a capital nature,
and where B is 4 company, there is a possibilin. of B's being chargeabls v
corporetion tex on its capitel gain In order for lghility to arise ¢ither B would
have (o be the helder in due course in respect of the instrumweni, or the

instrument would have to be deta on security *'

The position is different where B is, for exampile, & bank or financial institution,
and carries on & trade of deahing i securites 1n these circumistances, B wall be
chargeabie 10 tax on s protir trom the sale or redemplion of the promissory
note ™ Such profits will constituie nomal trading profits  Cenerally, trading
profits are chargesble *o tay according o generally accepted  accounting
practice  Thus, such profits will frequently be taxable on the secrual basis

There are, of course. exceptions to this general rule An example of an
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question arises whether the £20 is of 4 resenue of capital nature This type of
situation could arise. for example, where B issues A with o post-aled
promissory note The face value of the note is £120, the s price is 100 and
the e provides for a reasonable commercial rate ol interest 10 be pavable on
the nate The £20 could represent deferred * ..erest of the discount in the case
of a note, of it could represen compensation for the capital risk lakenby A T
is necessary (0 examine all the circumstances of the transaction i order to
gscertnin the naiure of the £20 If' it were esiablished that the parties intended
the £29 to compensate A for his capital risk. then the £20 would probebly be
reuarded us being of a capital nature I there wax no such prool, one could
possibly draw an infrrence from the period of the ksan of in the case of thr
issue of 8 note a1 B discount, the period from the date of e {o the maturity
dnte of the note The shorter the period, the stronger the argurtent that the
£20 is deferred interest or a discourt charguable o tax The longer the period,

the stronger the angument that the £20 is 1o compensate A for his capilal risk ™'

11 the principal amount loaned or the face value on the note is index-linked the
ncrease in the amount repaid at redemption may, except where the lender or
maker of the note, sx the case may be. is 4 bank or other financial concern, be
treafed as capital The increase should not. bowever, exceed the Jul! in the real
vatue of the principa] as a result ol inflation, and a reasonible commercial rae

of interest on the principal should be charged ™
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SPECIFIC SITUATIONS IN RESPECT OF STRAIGHT DEBT

INSTRUMENTS

The more important cases o the meaning of discounting reveal that there are

a number of different situations (¢ onsider

IT A pdvances B £100 an condition that 13 will pay A £110 after one vear, it s
necessary 10 examine the contract and all the circumstances of the case o
nscertain the nature of the increment of £18 1 the contiact doe. pot explain
the nature of 1he £10 then, in the absence of any other rolevant facts, the £10
will probablv be helt to be interest The reazon for this may be that as the
trensaction is a commercia) fransaction, A must be presumed 10 have acted on
a commercial besis and & have required interest s & return on hus investment
A further factor which tends to indicate that the £10 is interest is that £10
represerits & regsonsble commencial return on the loan of capital of £100 R 5
period of one year ™ However, if it is clear from the contract of insirument
that the £10 in a discount, the L1 will be ireated as a discoust and wal be

distinguishable from interest

In the case of a discount received, there will only be an accrual when the

1ni

instruiment is sold or redeerwd

. on the ofler hond, A advances to 13 100 ag a reasonable commeria] rate of

imterest and it stipulnted et B3 will pav A L2040 matarity of the loan, the

- ™



redemption under the sew option exceeds the amount piable on the provias
option by more than 15%e of the amount pavable under the pew opiion, or %4
of the amount for each complate vear between the redemption date under the

previous option and the redemption date under the new opicos ™

The discount elerment in a qualifving comenible security is changeable to tax
under schedule 1D case 111 or case IV ™7 The cliange arises whete, on or alter 9
June 1989, the hekder of a ualitving comertibde secusity cither fransders o
when there is at kast one unexercived option for varly tedemption of reduems
it by exercusing an optian for eardy redemption " No charge arises where a
quaiifving convertible secunity is converted (v share capital o' & company ot
where such & security s redesmed on maturing ' The peran who is
chargeable ta (1% is the person making the tranler or exercising the option ™
The income is frealed as ansing in the vear of assessment in which the
chargeable event occurs and a tax is computed on the inconwe anising in the

vear of xsessent for which the computition is made *

The amount which is chargesble 1o 1a% is the lesser of the Lotal ivome element
and the amount obtained on franster o edemption ' Where the secunity is
foreign security and the person chargeable 1018y is ether tol domiviled w the
CUrited Kingdom, or, Deing & conmine faw etteen of a eitizen Republic of
frefardd, ix nor ondinanh resadent i the Urid Kingdons, 1y is chargeuble
under schedule 13 case 1V I these oeunistanees, 1as s chargeable on the

remitlence b oty '
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{c)

tdy

(e}

{n

the new redemption date shouk! not be fess than one veur atter the old
redemption duie,

the new redemption amocnt should not be less than the old redempton
&mont,

vield o maturity o the now redemption date should ot he greatey
than & remsonabie commercial retutn, and

the obtaining of a tux advantage shouki not be the matn of one of the

main benefits

A qualifing convertible secunity will gease t¢ be such if conamn events ooour

aftes it hus beon issued ™' These cvemts ate if -

(n)

th)

(c}

{d)

(e}

if the secunity ceases o be quoted on & recoynized stoek exchange,

the interest is varied of becomes variable,

the redemption amount o interesd becomes payable 1 a diffecent
CLITERCY.

the holler of the security becomes entitied [0 a aew option for carly
redempiion which is not a quatifing provision for redemption. of
mote than 10% o the wouritien issued under the relevant pruspectus

gre held by connected companies ™!

A deep gain arvses where the amount pavable on redemption exeeeds the sue

prive by more than [4%, of the amount pavable or. 5% of thit amwunt for ewch

complete vear betwon the date of s and the redempiion date ™' Where a

mew option i granted, there s o deep gan where the amoum pavable on
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{8)  The obtaining of a fax advantage i not the main or one¢ of the main
beneflts that might be expecid 1o avcrue from the isting of the
wecurity '™

(9} The security cares & right 10 iniesesl and vither the lirst interest
pavment date Fills on the same dav in the month as the day ol isse of
wecurs in the sixth month after the month in which that day lalis or 1he
fiemt interest payment day alis on the first anniversary of the day of the
issce "

{10)  Where there is nuwe than one interest pavment date, and where the

tin

recuiremants stipuiate in the ninth condition sbove apply

The weneral rule is that & security which was a qualifiing convertible security
when it was issued continies 1o be one '™ This does not apply in certain
circumsiances where & securily becomes subject 10 a later vplion and where

Leid

certain prohibiied events ocour A security wili be & qualiling convertible
security it becomes sublect to & call option for redeription ad, prior 1o the
option being granted it was & gualitVing convertible security and i certain

requirements are fuliited ' The requirements are

(&) the security must buconie subiect to the call « oo within 36 davs of
the vriginal redemption date,

i the wser shonld ned hane ikbcated that the secutay rught become
wibject 10 the call uption pror to 30 day s from the olusn.d redemption

date.
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A qualifving comvertible securiny is one which Rilfils the vight condituas listed

bekow and either the ninth or the ninth and ten conditions as the case may be

which are &iso listed bolow ™

The ten conditions sre

{3

4

Y

ity

{h

A necurity must be issued by & vompany on or after Y June 1989 ™
The securily is not a share i & company. is redecriuble and was nol
issued in circumstances in which it b treated as a distribution of a
company '

The security was quoted ot & recognized stock exchange ™'

Under the 1 of isswe the security is conventible into ordinary share
capital of the issuing company. it carnes no night Lo interest of carries a
right to interest 8l & fixed rate determined at the date of issse and any
reclemption smount and interest i paynble in the cirrency in which the
insug price 1s dencminated '

Al the time of fsaue of the socurity is sublevt i only one quabfayg
provision for redempiion ™

The vield 10 redempiaon fiw the rolesunt redemption period constitutes
& reasonsble commercial reurn

The security would nol be & deep discount sectiity of 4 deep yain

wecurity if it were i for the option of early redemption '



u?

The income is ireated as ansing i the ves of assessment in which the transter
takes place and the tax = computed on the invome arising in the vear of

assessment for which the computativn i< made '

The chargeable amount i theretfore simpler to caleulate than that in respect of
deep discourt securities o qualifiing comertible securitioe  The latter relate
to discount gecrued during the period of ownership in relation to the discount
over the term of the sxuriiy  Howover in the case of & deep discount
sevurity, the charye is on the actual profit realized on tramfer o redemplion

In the circumstances, no chargeable wain arises un the Inwier of & deop gain
socunity ' There are 2 number ul’ spevial provisions in the legislation desling,
for example, with death and transfors between connected persons. bui it is
bevond the scope of this thesis to examine these various priwisions in any
detail '

CONVERTIBLE SECURITIES

There were firther rules introduced in the Finamwe Act of 1990 for the taxation
of Jewp discounts on qualifiing comerntible securities  These are. generally,
quoled redeemable secunities ssued Iy a company and which give the holder
rights 10 comvert them into shares i the s company or 10 require
redemiption  In the cirvumstances i new rules o the Finance Act of 1990
appiy and not the rdes which apphy W doep discount seutiies o deep gashs

woutitns 'Y

et



purchased by a person other than the issuer, the security be converted
into another kind of secwrity or the secunty be redeemed in
circumstances other than any of the qualifving  circumstances

stipulated '™

(7} Where the issue is handlod In an agent or underwnter. the uller
containg mo pravision for the sequrity 1o be repurchased by the issuer,
converted into another kind of security. of redeemed withit & period of
five vears from the date of issue, and the offer contains no provison
enebling the holder of the security to reguire the security to be
purchased [y a person odber thas the issuer within five years of the

date of its issue '

A convertible secunity is one issed by 2 company befiwe 9 June 1984 in termy
of which it can be converted into or exchar « fiw ahare capital in & company
In sddition, either or both the security or the share capital in the company into
whose share capitel the secunity can be comened or for whose shate capital
the security can be exchangod must be guoted on 2 recogniesd stock exchange

within une month of'the date o issie of'the security '

The imwome ont a deep gain sevunty s chargeable 1o tan uder sehiedule 1 cuwe
Yorcase 4 Where u transior o' a deep wain security takes place on or after
14 Mareh 1OBY (he mwonw which is chargeable to tax is the amount by which
the proceeds obtained on Tamder eseend the amount paid on avguisition ™

-
-



A qualifiing index security is a security which fulfils seven conditions '

The conditions are

(3

{4

%)

{6}

The sacurity is denominated in steriing and the redempiton proceeds
are linked 1o the retail prices index. the security is denceminaied in a
foreign currency and the redemption procesds are linked 1o a similar
general index of prices published in the country in whose name 1he
currency in denominated. o The security was quoled on a recognized
stock exchange and the redemption proceeds are linked to & published
index of prices of shsres guoted on a recoginized stock exchange '™
The terms of issue & m provide for the conversion into or
redemnption in & currency other than that in which the security is
denomineted on issue '

A ressongbie commercial rate of interest is payvable on the secunty gt
least once & year and the interest is determinad by reference Lo the
same inclex s that relating (o the redemption proceeds

Where the redempion proveeds and interest are indes linkexd, the index
musd b apnlind previsely and without restintion

The wecunty s mwid i a detinite stated perkod and the period
commences oft date of issue ad is for The vears ¢ more '™

The tornms of issue do mot entitle the holder o the secunty 1o do centein
thangs within five veirs of the date ol iwoe The prohibited acr e
are that the secunty be iepurchasd by the issver. the security by

Rt}
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i)

The condition is not one of a nuimber and at least one of the conditions
was certain or likehv to oceur !

The obisining of & tax advantage is not the main or one of the main
henefits that might be expected to accrue from the provision t
redemption '

{Insofir as the second condition is concemed, & wurity is excluded if'it is -

(e
{b}
(c)
(d)

(e)

)

'Y

a deep discount weuriny,'™
a share in & company,”

8 quakifying index security,"™
a convertible ecurity,™

& gilt-edged security issued before 14 March 1989 or issued on or after
that date but under the same prospectus gx o giltsedged security issued
paior 10 that date,'™

e giltedged security issued under & prowpectus under which no
securities were issied before 14 March 1989, which was ssued
otherwise than on the occsion of the origingl issse under the
prospectus and w. ore all the securities issued under the origingl issue
under the prospectus were giltsedged secuntios which were nol deep
gains securition.’ ! or

A security which was nol a ilteedged sevunty and was issied under
the s prospectus as am olier secunty wiuch was issued before it

and which is not & deep gan seeunty

bt
-



A dvep gain security is & redevmable security which tulils twa conditions '
The Arst condition is thal. taking into account circumstances at dute of issue of
the security mnd assuming it will be redeemed, the amount pavable on
redemption might consiitute a deep gain '™ The second condition is that the

security is not specifically excluded '

Insofir as the firet condition is concerned. certam tvpes uf redemptions do ot
result in & security being loemed o be a deep yain weurity These types of
redempiions are

First, any redemption made prior to maturity only a1 Lhe option of the issuer of

the security '

Second, mny redempiion made prior 10 matunity exercisable only on the

effuxion of time or the happening of a certain of likely event '™

Third, where « security was issued on or after 13 November 1991, redemption
does nol include & redemption nisde prior to maturity where four conditions
are flitllied These conditions are

(@) [the condition was fitilkad, the interests of the holder of the secunty

might be adsersely alfivted '

tht The condition s netther vertam nor el ta be fultilled ™

4
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Where a bank or other Bnancial institution aequires a seeurity, the position is
different """ Re ‘enue aruues that the deep discornt rules do ot apply to such a
tramsuction  Thus, the general principles will apply in the case of & dealer in
securitivs The dealer will theretire argue that it is texable on a realization basis
whereas Revenue will argue that the discounting profit is chargeable to fax on
the accrual basis If the prinviples laid down i Willingake''' apply. the dealer
will be taxable on the realization basis 1) not, Revenue will endeavour to tan

such proiits an an accrual basis

PEEP GAIN SECURITIES

A security will constitute o deep discount security ifl at the time of issue the
discoun exceods corlain specified I s However, where 8 secunty is issued
with either a variable inerest moie or a livating coupon rate, t may not be
possidle to determing in sdvance the amoun of discount which will scurue v
the security  In these circumstences the security may not &l within the
definition of & deep discount security Legislation wes introduced in 1989 1
et with securities which containg cerfain variable features  These securities

ar: known as deep pain secutities '

A deep yain exists where the amount pavable on redemption of the weunty
excewds its st price by more than 14%, of the amounty o pavable or * 9
per annum for cach completed vear between the dute of issee and the
redemption date "

g



Third, where neither of the firsl two categories apply, but in the first income
petiod of the securitien issued, at least 7%%6 of the company’s assets include
relevam securities "

Fourth, where deep discount securities fhll within any ol the other calegonies

und ere replaced with new securties by way of conversion or exchange '

It is, therefore, clear that de p discoum security is now chearly defined ltis a
security v.hich is isued at & discount of more than % pet vear Thus @
sacurily issued For 2 period of ten yaars would only be required o be issued ot
a discourst of $% ol ils face value An exceplion to this is an index.linked
security Thus, i 2 security is ised at & discount on its face value and its
redemption price is linked to a retsil price index, it will not conalitute & deep

dissaunt security

A person holding & doep discount security as an investor will be taxed only on
anry discount profit made by him when such profit is readized He will no longer
he sbie o claim that the whole of the discounting prafit nade by him i no
teable aa it is of a capitel mure However, the portion of the gein resulting
from Ouctuations in the market interest retes or other releied factors will
generally be treated as being uf a vapital nature and will not, therefore, be
taxable These rules will also apply 10 an intermediate purchaser and seller who
has acquired and held the svtn v for i estment purposes Such an investor is
chargeable 1o 1y on a propartionate shse of the profit '

bl

* %



untif maturty "' Accordinudy the Finance Act of 1985 contained provisions to

1k}

combat this tvpe of scheme *

These provisions apply to any deep disvount security issued on or atter 19
March (983 " Where & petson scquires 4 . aryesble security as dofined, he is
chargesbie (0 1ax on the income slement of the discount for each income
penod of the seaurity which ends within the penad of ownership ol the

o

secunity

There are four categuries of chargeable securities covered by these provisions

First, where deep discount sscurities are issued by ¢ company and immediately
before the issue the company's assels included relevant securities of at least
8% of the value of all of its assets andior the terms of the issue of the
securities are determined by reference to relevant securities winch the company
hokds o intends to acquire " Relevant securities are defined as loan stock or

L]

similar securities exchuding United Kingdom coaporale bonds

Second, where deep discount securities are issued by a company and it hokds
or intends to acguire United Kingdvm corporate bonds in the ircumstances

et out in the first categun aborve ™



