
I~TR()Ol'cnON

l'hl!' tllt"lool!le\llnttlf,."" thl: Hl' trcatm,,.n\ III South '\fill.'i uf I1tUU",'lul di~ollnun!!,

tran~tlons Ibe C\armM.tk)n I.'t)\\,'h the hl\\ up III and IIl1.:ludlll~ ZK II.-bf\W'\

1')'11 In 'It."" \)f!a..t lhal In SfIU'" ,\Ihl.'a Iht.-rc \\IIS, until r«t.-nth, ,m little

~tlic quliWion ~nil ~llh lhe Ulxat!on of dlll(;OllnU~ tranllktion"

n:f\orence jl' made tu tlw !X~i(m in tile t 'nile<! KinlJcknn tbr comparaU\e

purpo!iefl Tbe purp()~ of IhI, t~!O III to CXlmtl'lC the St-,:h Atrn:ln Ia,o,

nMtintl :0 the: !1\ltk1t1 ~,fI1fl1U1dal dilit.'uun: 11l1ranlla{fl(1t1l1 in \wcMw 10 \>btwn il

better u~andil\l tlf tile Ia~ Ref~ 15 ffllck: ttl the (Xlsilinn in the

l I1tt«l KI~lfIl in ordt:r 10 t.tJucidale lhi~ uf'lfk-rl~umdin~

lnm: an: .. numbt:f nf ditfermt t)~ uf tntirun~!'. used in di~'l\,tntil\l

trllnlllCli(lfIl t~ tlUl intt) t\\{l broad C:iltt:\ltlf\Ci, Nlnd\., JtraJ~ ~

uwrumentll and ~ dil!lC\'lUn\ btmd"

SUlUllhl debt instrunl<l.'f1b md®e, fbI' e'\An\ph:, fXl~t-dat«i prtlmi~l4)' nllt~

1'lI.1fld, \\llll \..anlm!l.. <:..>f1ilic:alcs \)f de-ptlsilS, ~\\Jnn"'''td~\ll.'lapt''f. n\t.'diunl-tet1u

luan .. Ind lk~tll\l' rate Il(~h~'I 11111.'f"... ' ''''l(lI1tutlh 1'Id\ahk' on thl.·IItI."t' "tlue t)f

Ih!."",· I\'t"'''' of IIlllillllll"''1lh nllll~ 1Il..ll\lIllCll{'< are nt' '1\ '!tMlt.tQ I\t it di""tll.llu

111\thell lu\,\' \ aluc II" 1~'\uf1d It",· """'I'll.' ttl' 1111,It''''lII!I hI 1.'\IUnUl<l.'Ihe: la.\

U,,',tlI114..nl nlmtl.·II.''' j»l\uhk' nn tl1\.·~ lIll>tnUllt.'flh ,ul(j hll.'\iUlllllC Inc ditR'f,\,"tl!

t\J~" "fm!\UlmlCm.. Ihl.'l\' It an l.'\itllUllillltm I't' tl'lt.· Illl:,tlfllt.· la\ 1!'\,'aml<l.'Jl!uf



'\Ii ''(aminal'un uf tl~ ta, p(l~itl'm in the 1 'ml\."{1 Km!ld\lm involve .. It

review of tbe {1l'(aHoM of "tnullhl d4-bl tn"trtllMnb. deep dlM:uunt bonds.

deep pin wcuriliel 1t'1d convertible !l«uri1i~ '\ di",uunl Ii treated in tilt:

t 'n;ted Kingdum All diilinlluillhabl~ thlTll mtett:"t h IS n«:t:"sar~ to

c(msider the i",,"uon of hod1 tbe m\'t:\tof and the fina~ial trader

c('tncernm~ file I.,alfun of lhe prt'l\:.:ed5 of di~ountinll tr:tnlWltUonlll!l well

as the deductibllil\ \)1' t:xpcn!{; .. an"m!, from 1h.:!!IC I\'~ .. (>f tran"achtll'l"

fhe Iet&i.hnion de.lin» \\Ilh 1M ""Iliun (11' dccp dlM:ount boneh•. d4'eP pin

~untl~ and con\'fftibl, ~ritlell i, examined It is c~elr thlt the Ilw

relltinll 1(\ t~ .1'llion ur (nne types of inmrul'lltnls. hall be<:tlrne unduly

ct)mpliclted and tht!! IUt~ 11&dthe efTect \', mhlbmnll the de\ef'lpmem \If

new type, of' tnltrumcntll In additilln there an: cerlain iMquitt~ !lUCh I.

the fact that 1Mif.lUcr of a deep pin It'Curity will not ~ ,bit ttl deduct hi.

lull ~'<~ns" fC'lallny In 1m- !'lit!C' Thu!' "hange. to ehe 11\\ hlI\C ~n

propcsed and have been puhllshed in tl~ Finance Act cf 19% E,~nh.!l~,

it ilpruposed that diM:(lUl'ltinlllranqc{t(lnlo arc taxed on an It~ruahl ba~.

The !In.l cOIlClu!li\tn Ctmtllinll in ('vervi~·v. ttl' QI!M:uuntin» tratllioilCUonll and

tbeir tA' eflect In Suuth Athcl And the t 'mted KUlllUllm Reference I_

!lUlU,· 10 some ur thc imr<mam it!t.pet:h nr It.'!Jlshwun Itn~tin~ the t .... arion

of ll~~ 1\pes ul'tnUI'ItlI,'II(lfll' TI1<.·tt.' I, allkl bnef rcfi:n:l1l,'c tu t~ llt14ncial

as!X'I.·ts \11' dl'l,'ountinll Iran\iCllnn!l. panh:uhu 1\ lehl coupon l'lI.md!i

\



fhi!! ill fo!lp\1,I.'\J h~ a review or the other retJ~tirements nf Ihe !.Leneral

d~-ductlun I("mula In this regard, reference h made 10 Ire tic I that

~penditure d'klUld ha\e been incurred in tile production of IOCtlt1'k: and

.nc.lUtd n(lt ')C of II ctlpital nature The law reiltin!l to thelle is!'.lIt:!'Ii$

eumiMd l'herealler. thl.'fe III u re.le\\ uf the meanill~ of Ifade This

include. reference ttl the wholly and t'xciul'l\e requiremem. ,,!rIch 11415I'Io,W

fallen away. the !.Lenera! application. of the ,armns no of a trade and the

IUlle of Ifadinl' fm 11ac&1&(h anlallf

The Ipplicltion uf II ~:: is discu~ The tfB-i1l'l1l "lock proviatons are

impt)ftant in briniinll ~toek ItlaCCtlUnl. d are the pr(lvi~tln!l of " 24J and

their application It) Iradm!.' lihlt'k In this rellard, it "nc.lUld be nott:d thaI

only a comp4tn~ may be ta"ed in terms of 'lI ~·IJall it Illumd.l trader A

tlnaru:ial trader will only be taxed on its lradinlC pmfltll from di$C(lUntintl

tflnNlctionl when the 1OIock ill JOtd or redeemed I'his ill II dh~linct l~lll

In cunliderini Ihe!I>C iSWfll. it i5 impnrt.nt 10 understand the tinancial

Upect5 of the pricin" oCtxmdll. particularly lew coupon lxmdll

The chapters ou the hlxiuiun ul' <.hsc:tlUtllinlol InmliiClitmll In the l niied

Kin~dum cover the !I\m» ul' rhe PlIltil,. rrom such transactions and th~

deducnbilitv "I dlM:UUflIltl" C:'IXtfl!«.'lI incurred h\ the 11I~ll.'r

1\'



I:mph\\n~nl of capital Ie" In pracuce. till.' "'uppl, of credit (1.'" I..likeh 10

he applied The source of the dlSi:uuntm.,. profit n:wltm!f from the

n~ntillli\)n or il post-dated bill. note or bond will be thc c:mpluvmenl of

capital Ifill

There ill a di!jCu!lslun on the nature' of a diM:o\Jnttn» profit The profit on

the sale of certain type, of short-term credit in!ftlrumcntll, weh III banker'!!

acceptance!. \\tU l&enerally be of a revenue natuu: On the nther hand. It

may t'f Irlluable thlt the diM:oontin" profit nlade on tbe realiz:ation of

I,.ertain !ol1ii1-term tx)llCi!l. !'oUchII I':!lkom I{nck. may be of I capitll rutture in

certain circumstances

The deductibility or diftCountm» expenditure and the nlt:\inl provi$itlnJ 01

the Income I'a, Act ~8 of 1%2. includinl' the provisions of the !Jeneral

deductitm thrmulll, arf c'(amined rhen: ill a detailed diftCUlalOn 1.)1' the

lncUTT1l1 of eXp<"nditure it I,wbmined that di.countinll expenditure ,hoola

be incurred v.hen the i!\;:trJment ill i!llued The dl.'Cisi.)n&of the Special

('~~urt un {hi!' i!'lsu~ Ire ,h~ullst.'d

rhereath:r 1\ 14J ' ..as enacted w hich Iuls lh~ dl~( ~Ifallt'\I, inil tile issuer 10

deduct the t:'Ih'UdI!UIC ilnl1U41h \UI the \ ield 10 maruritv basi.. If III

pus!\ihh: ttll the I\\MiCI III appl v all ililt.'lnUl!\ I.' IIk:lhod uf nllulf1~lh~ incurral

of the c'(penM:ti

III



nnllmal issue: discount shnuld have accrued til the holder 01 the instrument

ilt Its o,laIlUlt'> I lowever. in an Appell'll(,' DI\I"IOn decision it \\nS held ltUit

accrue means' to txOCHll1t: enntled lu' TIl\.' 1.'1l~'clof thIs dl.'"' ....'OIl \\Illl thai

m the caSl: of an ~m.unalisl'Ul.·discouat. the dl~nuntin¥ pwtils accrued lu

tlw [It')lder \\ hen the instrument 'nas isl'UOO Ibe court held that the debt

I\fKmtd Or: "tlued at ifs present "due lhis "all changed \\1111 an

amendment tn tbe Incon1f Tit' Act Section ~4j ha, lhe ... xt (11' taxln¥

di!l(~')\Intint&prunt. on an ac(,'ru~t15baSI' The basis for determinin¥ the

intlUllllccnudll IS the ~Ield to maturit\ The 1lC\\ rules relatinl' \0 AtCfUal"

apply 10 income inlltrumena in the case of non-corporate hulden. and

InlU\lmenls in the cue uf corporate hflidcf. Income instrumenh do not

Include il'k)rt-tc:rm mveJtmcnts uf1<:\s liltln a yelu !ruch u li&\in~~ aCCtluntli.

call aCCt)Unts and l-hort·tcrm fixed depo1l.itll Tsxpayen may eleet to t\ppl~

an lCt;eptlbte ilternative method of rc:flectini the InnU&ilccrual of interellct

It is submitted that I~C' il1()uld be mort: cllmly reprdini acceptable

alt er nat 1\ e nwthods An eXAmiMlion \It'the Ilmme;.1 etr~tl of a.pplyif1i tile

yield ttl maturity balli. uf HllulHnn In zero coupon btlnd, indicftcli thai the

tll.',atitm of these !I(.'I;UnIIC!lprior hI mtllllflt~ 1m" IUl adVef!ioC atl~t on the

.ner-.ax r~·turtl!l\\hen compared 10 conventionsl coupon l'I1.l00li

The source til' it dl~ounlll1t' prntlt and the relevant Ct1l.1Clit\\ are examined

III de! ," I It IS concluded Ihat Ihe source or It di"'i:uuntilll' prutit iUlsinl!

lrom ,UI llfl!lIllUI "sm,' discount ..hould t~ th,'h:rmml.'1J b~ wmll' thl:

II



Sll~·lMAlt'·

In this thesi!i there ill an eXlmlllltit1n of discounting tflln&actions in South

Atrica Itnd the llnited Kin8dom Two bahic types of discounti»,

tnmucti<ln5 an: di~t1!1~ The first is where .t post-dated bill, note or

bond is i!!"I,lI:"' at at dir.c~lUnt on ih lace \ alue The ~ond IS \\ here a bill.

note or bond is lIUbsequef1lly ncl&utiated b\ its holder

The thnis commences w!tll I disculllUon on the nature or IIdiscoern After

an ~xaminatlt»i or tM relevant ca!e5 it is conch.lded that an oriMinal i!W.te

discount I~ in suhltance. II loan The discountinll prot'lt ariJins from lIUch

In iuue would. theref()~. be rejaroe<! III akm to intemt The !l.uh1O«lUef1!

neyotitltion of a bill. note or bond will be treated all iI purchase or foIle Ilnd

the diSCt1Un:Ifli pfofit on !!oUcha tranuction will not be retUtrd~ liS interest

The varjou~ a~ts of the detirlltiofl t\!' i&rt1!l!l incon-e is s I of the Income

Tax Act ~8 of 1(X'l1are examined in order to de-termine the income lax

l,:tlf1~quen',,·s PI' IS discounting pl'\llil I'iWfC IS l\ discussion ~,rreceip: Of'

i\\.'crultl In additiun there is an c\aminalitm tIl' the prt1\i~ions of !$ 24J ut'

the Ineome 111\ \1:1 rn n:1"1Ion ttl the accrual or discounting prolit!l II is

..ubmittd lhal prior l\1 the enactmetn tlr .. :·U lillo' prollts aril'll1e& from an
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'The difference between ··ad\an<.;intt", "lending money" and "discounting .

IS distinct Imd palpahle "nlsc{)unlin~f is pl.m.:Ii&!ill1g. not lending The

rli"'.:~,..J~:cr whether of a bill or bond. or anv other security, becomes the

nv.ner If the thint' bought nuns (lUI when realised to be uftess value than

the price paid ttr it. the lu!\., tails upon the purclu\''\Cf or discounter If a

profit or gain is I1'ltI;de upon the tran"action. it be-Ie. wholly Md

exclusively to the discounter or purchaser •

The court in Q~ \'i1tim took Vice-ChaoceUor B~eon's Cl')rnment& further by

compariflL( d.isoounul'!g with a loan ;.\J. has been "lltt«l. 11dilCOUli'terbecomes

the owner of the note Md he camdell with it in any manner !llIIl he wishes

However. if the tranuction Willi one of a loan of money lli&InJl security of a

btll or note. the dit<''(.')Ul1lef would not be lhie to d~ w1th the Il'1$lrumen! 'UI he

wished Accordi!1Mly.the court held that the disrou,ntins ol'the note was not in

l'lUbstlJ'lCett loan of money 'nit: CIlie ill thul clar wthority that. in the cue of

i genuine dillcountinfi, the relationship betw'Oel"l the di&Ct),Ul'I'lerof a promisaory

note and the per~on ~Ilin)l it tbr payment is t)ne of ptlrchl..er and seUer and

n~~tlender and borrower '1

In \h'~r v rvt~irif\itthe: del~*1ldantIIklde Il promissorv note in lavl\tlf of mw

1!ulllpiln...,'s The l1<lh: \ ..It!! an acc"lIInltldallt'l'n note Humphreys then

UISI.()uflt","" the note With the plaintltl' {'hI.' plaintllf su~c~!lfully sued on the

l1<111: Otl4.! ofthe dclt:ncl. ... raised 0..' the (.h:terlO.tnl \\as that there \-\its fl lOin of

1\



d

( .onsideration

.'D

Rt ()()()OOO·lRl ()()()()(Xh;(R,:'ifIO()l':d30i3{)~)J

R')cH 01.1.80

~ -' CASE LAW ON THE 1\U:ANING OF OISCOl'NTING

TM court~ have consklered thr meaning of dillCOUnt profits in the context of

t~ l'sul)' Act 2~ of 11.)08whl<:hWilt lIU~ by the t. 'sur)' Act 37 of 1926

and the l'sury Ad 73 of 19681l ~

In Ol:",Yilll:rl., &.1\':.' the court con~ wl~her the di$COUntil18ofa t1(l(e

took place under circumMIIlI'-':e'!I which were substantitlty 11Wte of

mo~'lending Tht defendant in tNS cue WIS the maker of a promtuory note

In tilVour of Ccmta The nt)te wttl el'\doraed and diacountod by ('01\16 with

the pla.:1'tifl~ The d"l~ dmi«l that (M plaintiff wa the bona Me hokltr

for value of the note and that the plilintilfs acquisition t)t'tM oo'te wa tainted

W11)'\ lhwd The plaintiff claimed Md the court ftlUnd that he had no

kf'l()wted8~or the undtrlyinB Iran!llCtloo between the d~ &nd Coat"

and ttl..t he had discounted the bill In lhe ordinary C\)U~ of hl~ bulineu

I !tu" he was tb, bona tide holdt.'f \If the nute: The cuurt re\l~ed the early

Engliih auth(}rities on !I~ meamn14 ofll~ dil'loC.ountil'1l'nfa bill t\r~c~e and

Ihund that the jud~ l'e'tem.-d to the tranllACtitm III ooe nf purcMt.e Of

particular rt.4~\ance is i\ passage Irom the ju<iltmCl'lt of \,i<,.'e-Chruwelkn Bacon

III ( ond(m hlliU\\,'Ut! AS!I('II.'lit!vn \ I\t:l~ •



(0, lilOO) ... I 0000001

R~·\4~..u,~

If the coS( were '0 be quoted ali an accrual discount rate, it would be

CaJaJlated as fblk)WI

(24 424.b~!I 000 ()()()) x (J('j~/\}() x tOO q.t)(~o

A banker', ~ may t'Of ~oti&led in the aecnndary market If it is

pi1~ahle to bearer. il iii lrllUt~ hy tidl\\'f) If it il Plyabk: to ort:!er, it il

l!1lnltentbtt'! by endormnent in blank by [he holder a.ncI completed by delivcery

A person purclung IIbank~1 !leccptMOe acquires it It I di5COOnton ill {ice

value and ""ill normally m&ke IIprofit on itl_ or redemption II

The c~ion pa)'llble ise&k;ulated e fhilow$

COMideration '(ff N. (Nx ('/100) x ("13M))

Wl1cre N nomirwl amount

d

~\,'entll«e dl5Count rate:Ff amum

~lUt"tandill8~y)i

RI OO() non

It"

II



and Ianti Bank bill!l I Ihe operation of such instrument» mav bI: Illuslrau.'CI b"

consi&:rinll II banker's acceptance

i\ hank.er's ilC<.'eptl!l.nCC is an uncondiuonal order in \\nting addm.\Cd by a

drawer ttl a bank ""hi<::h IS the drawee Ibe hank siWl!l the bill ttnd then:by

bec~ the accepltW tn terms of the 1'1111 the bank is reqUired to pay at a fixed

Of detCt1'11inabk: future time: a lilt", ct'l"tain In f1"II.~ to. ur to the order of: the

drav.er A banker'!\ "''l:~~e IS l!llllUCd in \\rdet" t{l enable the drawer \0

obtain thort-term IW!nce Thu!. tile dt'.\It~ ~ the banker's acceptance

in blink 30 tI'IIt it i,made pay_ to bNn:f NOI'mIIIlly. it IS ditCOUn:ted in the

market by the bank The net ~l& lnlm the We of the banker's

acceptanct are paid to the drawer The llCceptU1a bank is ~ to PlY the

hili ilt maturity and. It the outllt't. requires the dnlwer to comply wirh certain

term!! and conditiom \ ~ tlft}~ Imm Ii that the drawer ,\<,It place the bank

in funds \\ ben the biliinatum •

11~ CO$!ofiw.", a hlnker', It«ept~ is tUUlltmt«i by the ~ k"l out

belew

NuftUNlI value

[}'''''UUn! 1,.It:

I~ud ufbill

Ban~ cl'Utflole!l

Sldmp dUI\

( I)"

I~I oe)(} O()O

M.OOO II J~ annum

90daYl

I, ~Clil ~ .. annum of nnmmal 'aluc

I (I~~'I\l"Ii \1~'H'f\ R 100

10



In tbese dn:um.'taoc~ the I11Aturity vafue j" calculated all I()llo\lrs

vv R I (X)() ooo s [t !("'\J]6< I'" (111100) I

RI I J() 000

W~l1 t~ Interest on an N(,D ill pityabte at maturity. the proceeds on We will

\W'\' !tepending upon the yieki 1.1 t~ tim.: of !!Ale Th~y~tki IV', be weater or

Ie!uI than the ltipulatN Il'Iteral. dcp<mdintl upun llUClUA .•nns III the tnten.-st rate

and the ~ to maturity Tbe _ proceedi Il.I'e determined by the fullov.111¥

formula

Proeteda... MVJ{(1+"!3M)X 'flOO}

Where

~ IV l11Aturrtyvalue

d l'IUtTIber of cUtY' outstandinu

req~ peremtqe yieki per annum

Thull. uaume the foUo\-lr1l'11

MV'" RI 110000

d 100

10

R I 110 (joel,{ I .( 1I11'1()~) '( r" lIlt»}

RI UKO400

:ihurHtnn credit mstrunwnts include Iht example. bank~"f'!\ &\:ceptancn,

trad~ hills, pmmis''it.lt\ nntes, treasury bHls. ~f)ttal pmject hills. bfidt'mtl bonds

I~



Ibe delailll t:llnce111in~the issue and fle14otiu;iofl ofthcliC types of'bonds can he

il!ustrah."Ci by t."X!lminin!.ta n~ntiable cenirlcare of dr.-posit. Of ~(,D in it!\

,bhtt.",iated 1111111An NeD is a fixed deposit receipt issued b-,' it bank m

buiidinlllk)Ciety and may be fle1'\)tiated In the secondary market which exists

fl.)1' NCO,' It cc.'l.fl5!ilute! an under1akinll bv the i!.'iUinl in1ltitution to pay the

amount of the deposit to the holder of the certifiaue on rna!urity date In

addition. the institution undertakes to pi; interest au I specil1«i IIMUIl rate and

at l!Ipecifieadates Thua an 'JCD it.5UeCIlhr11 ptriod in excess of one year may

~pecify thll int~ is payable Ii~ monthly in ~ NCO! are nonl'1l1ly

iuued in ~ form. in which event they are trwf'el1tbte by delivery lIklne

Ibe Ih"ltUrity \aJue ofan NCr) is dct«nllned b) the Ihllo'nifli tormula·

tv'\' ,,. Ix[I~(.I/3M)x,('/IOO)1

Where

M\, maturity ... JUte

I'\.l'I101.Illt inve'!l>ted

o f1I.unber of daYl

p:r1..·t:I1tfllF rite of int~ ~ annum

Thus. ifo~ taket a \ef)' simple e...anlpte. IS!lUtnf the lbUowlt\l.

1... 1 OOU000

d lo~

II



., .. DIS('Ol'NTING

rile dil'lCountini of IIbill. note or bond nwy take place in a number of ditferent

CtfCUmstlliCe8

A deep discount bond ~eanl1J no interest may be issued at a sub$Lttmial

discount on its thee value 'n'le red!emption elate is norma.1ly a number of yetIfS

al\·er the date of i~ The peTllOn who acquires the bond will receive no

i11C(~mein mp~l of the Instrument prior to itl die or redemption \.Vhen the

holder t'\fthe i,'lStfUmtnt selI~Of 1't'd=n, it. the proceeds onuor redemption

will generally exceed the CO~ of acquirinv It I It is thi5 profit whlch is referred

to IS a discount profit

A kms-term inteml b01lril. bond may be acquired Itt it discount 00 ib face

value The bond is OOrmal~1 !SlUed Itt its face "'Nue and bettN it fixed rlttt of

interest TI'tt eapittU vruue of the bond nut)' \1111)', dependi1lj upon prevailll'll

interest rates in the money market If the C.upiltUvalue decmms and thebond

is ~uki, the person ftQ.tuiri~ it wtll n~mnally do so at &'I di»count on tts tu.1.'e

value:

L\amplt.'S of lotlj.term bonds are !ofltt·term Government !ituck. municiPlil

stuck, stock IUUed by publiC corpurt1liuns !AA:huEsknm lrod !ttock iHued by

publiC lHlbties such all the Post Ot'f~cc. nq.tutlable ccrt:!icltell or dqxl$il. South

/t,thc.:an Reserve Hank dt.·hen!ures and l.and Bank debentures



..... NATtJllE Oft' A DISCOUNT

2 I INTRODUCTION

An ~l1Itioo of the I1Iture or a discount is es,amtial to un undmWldins of

the tlXAtion of disoountins u'MSlCtions in South Aln.c1U'Ilaw 'nte reuon for

this is that the l1I!ure of a dillCount affects its tLX tTClttmen:l If I discount i5

from those \""here II discount IS l'e'prded lUI the purchue nnd we of a fin&nciaJ

instrument

Actordintdy, this chapter de.al$ \\<1ththe I1Iture of II discount in South AtnaI

Vatrious typel of di&countinti IranNlCtions nnd fl·nantittl iMtrum:ents are

I,



F()OTNOTES

See H B FilkelUl L J Fouri. &. W J Kok The M~hlni~:t of tile Swtb

c\liican E'inlDcJAI SJs.l~m :! ed ( 1(186)at 202

Z See Filkena. Fount &. Kok at 194·236

~ See sch Q and Ii _16 of I~ Finance Act of I98·l and !OI.:hI I and s .j·o of

the Finance Act of 19S~



the meaning 01'1: .eipt or accrual in the context d'disc'llll1tin!: transacnons, the

nature l1f the proceeds, particularlv tht: issue \\ hether the proceeds arc of Ii

capital or revenu, «ure u!'.well as tlw South African mlc!I lit' source that dn:

applicable!o discl)untin~ transactions Section 2-1] or the Income Tax Act "'>as

recentlv promulgated h C011tal'1s imj:'Xlrlimt chanSei! to the taxation of

diSCt1Until11f, transactinnli These changes will be t:xamilll.'ti in detail For

compararive purposes there is an examination of the treatment of profits and

~ns arillinw lIU! t1fdisc\1UHting transactinf1s in tbe l'nited Kingdom

The other aspect tl!' diliCOUnting lransal.'tiof\s \'. hich ili discussed is Iht:

deductibility of expenditure Incurred in such tranMClions This invllives art

I,.,,<amlnation of the general deduction Ihml\.lla cuntained in ss 11(<1). Ill}»~ and

:3(Jl) ll!' the lncorne fa, Act and the effect or the Iradini' stock prtmllion

Ctlnuuned in s 22 of the Income Tex A.ct In examinil11f, theliC provisions,

particular attenticn is paid to the rtXluir:ement thaI in order to be deductible. the

expenditure mulil be incurred for the purrxl~ or a litXpay~s trad~ The

approach urthe S<1UlhAtiican ..~t)uns to thilll.}uestklfl is di!ICu!i5ed III order 10

analyse the appf'tllch uf tl~ South Alhcl:lfl courts. il is nel•.'~l\llary [0 reter

\.'\!t.mllively 10 authorities in the I 'nited Kingdom There is a detailed

discu)l~on t)i'the provisions of s ~.IJmsc,)tar all 11lt.""at1~t the deUlwtibility ur

di!IC(}tmtin~ c\penst.'S Hoolh there IS discussion (1I1 the tax treatment in the

t I1Ih.'<.IKingdom or the deduction of c\pendillln: incurred III disct1Umin~



Cl1nsidl.'!in&t these types \)1' transactions. ibere are '\\0 rnam aspects that

require examination

First is the questitll1 whether an~ proceeds are taxable In the case of a

I1Mncial ItlstnllTlent such as it promissory note being is5Ueci at a discount. the

person hi whom the insrnunent ili issued will receive it5 lace value at maturity

\\fliel1 a tinandallnstrulllt."f1t III acquired at a di!lC()Unl on its face \ahJc and is

sut"eQUetlti) l'41Id.the ~Ier of the instrument \!tillmake it pwtit on its sale In

both tJ'Pft of [rMSiction~ the i~"'lJCis whether the net proceeds on sale or

redemption of the in!trum~nt are tll.'«1ble.and III what st. the proceed are

ta.x&bte

Second. III the question whether any expenditure incurred in the production ()f

ineorne IS deJu·ctibte. and, if !it). at what 5t~e it is deductible If an instrument

such as a Pft)!TU!sory nute is issued at a discl1Unt on iI, tace value. the iSllUet'

will be oblij#eci to pay its tilt'e value ttl the 11{)lder (.10 maturity The oriWMI

isftU~discl'unt .....ill constitute an expense incurred bJ' the is.\l.leT In tbe case of

an instrument purthalJed Ihr resale, its ens! price \vill be expenditure incurred

bv the holder

In order to examine the Hrs! aspect. namelv. whether i'ln~ diseountmi:( 1't.'l.:l.'ipts

ale tuxahle, It is necessarv to examine tilt' ddimllol1 of !ll'nss i'WI'II},,' III s I of

the Income lax Act I rhll~then.' I' lilll dl""-'ll~,i\ln \1I\ the ""IIIll.: 111' a discount.



the parties involved in i~!ollit1~ tht:~' ivpes of instruments at a discount and their

subseql':'lli trading The principles discussed urp!~ III the different tvpes of

instruments

There IS no lonnal dct1nition of a deep discount bond in South African la\~

Such bonos are specifically defined in t 'nited Kingdom legislation which has

been enacted to deal with the taxation of transactions relating to such bonds I

Essentially. a deep discount bond is a form of a post-dated promissory note

chat lUIS bwn issued at a discount which is equal to or greater than a stipulated

discount rate

Having regard ttl the various types of I1mU1cial instruments relating It1

discounting. there ate two b!ISIc types of discounting trsnsactions that are

e..xlU1'rined

The first is that in which a person issues a post-dated instrument such as a

promissory note at a discount (1,1' its 111cevalue The person to Vt hom it is

imled holds tb.: instrument until Its maturity date The holder redeems the

instrument on due date and is paid the face value by the issuer or maker of the

inst Ii.Iment

I'he second transaction Involves tl person acquiring 1'1 tina.ncial insnumem such

as a prumissorv note at a dl~ount on its face value He suhsequentlv disposes

or it at a profit
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uf lilt: billl.'llMtitute trtm~tit)n;\ of purcha~ and we In th\! Cl\~ of IIdeep



ac;~i"l' bank in the cue of a non-liquid bell" a fhnn of ~ion

lina.nce :. The dra",\"!" ill tl\.'lCUnl\ll the accommoc:iarlof'l 5Isrmturc of the

invutved. nemely A and B. are Iware thlt the underlyiJ1i tt'1llW\ction ia l1. 10M.

"..



ili one of purchase and sal-e ThIs would apply wllelt: the pavee subsequently

endorm.~ the note to a third party ln this sitwltiOf1 the tnmsaclltlll c('lUld be

r~ck ..d Eli om: of purcha!le and !I8le

Tht: JeCtmd t11l.nUlCtiunin the above example involv~ 8's Mlotiatinl the bill

whkh he acquires for R.8~ ttl r ftX' R.Q2 The third trt:nKCt1on takes r:ffect at

the maturity dAtt.'Vrlwn C presents the btll for payment Illd receives R.I00 from

A There is no difference in rrinciple between thelle two trl1'lMCtions IS far III

their l'Wure is concmleci

A discoun:!ifli of this nature il. il1 e1f~l.a sale of e '~ajm apim.t 1\ third part)'

TI1ft is 11'1 implied ~~ by tbe sener thll,l ptynlenl of the cla.im will be

l'\"Illdeat the rNI.rurityd~u~Where money ill lent to 1\ person. the bolTOWef is

obtipd to repay the capillA on the bois ~ upon with the lender If

property is t~ to the lender tIS aeeurity f'Ol the loin. the borrower is

~itled to rtCm the property ont.~ the capital and ootJUtndifli intlnSt have

been paid by him Where B acqulm a biU ttlf RS~ II'Id !lell. it to C' tOr R92. C'

ilnot entitled to claim reptlVl't1ent ••om B oflhe R.92 paid by him Iftl'l1t bUl is

dishonoured when (' pr~{!~ il tor plyment It the rtllturit'y date then C. tIS

h(.)idet in due COOTIe. will have I claim tbr RIOO ~Illt the maker He will

al!Kl have II clllim fbr dan'll:l&t:l~Mt B Hili claim aptn", B will b: limiltr to

a claim lilT breach 1)1' v.ltlT1lntv and will not be I elmm fbI' the r.)'I'l1e'nt of t\

10ct11 Whill\! the hill ill ~ld bv C. be IS tbe owner of it B \\ ill no! l'll:ve any

n!tht to redeem II An., PHltit \~I loss made b., (' In respect of the hill 1$ fhr hili



1s..lW.lesa note for R 100 and lleSutiatt.'lt it to B for R8~ the transaction is. in

orub$l~e. a k'lM by B It) A of R8~ Etlectiveiy. 11 distinction is drawn

~ween the illU~ of» note at 8 dillCount and the ~ucnl diftCOUntina of an

exl~1118bill or note Thil\ lpproach i!li similar to tNtl which Will adoptocl in t~

J' ,.
UM: 01 lruney .

On the rAi. hand. it c('1UkI be ~ that. on lhe authority of ~

EinIncitl t\MQcM!tion and Dll.Yiiisn. the tl"1lNltction it OM of purchat and

sale 1M reuon il that the p1:I1IOn IcqWrina the bill or note ~ the

the btUor note wilt be for his own IlCCOUnl If the contl'Kt Will a klM with the



Ibe South African ca~ on dll~counung do not ~<f,,;ifilA1lly deal with this

question In p~Villlm and M{)$CI' the Ct.1Urtli conSdered n situation similar to

[Ilit of (' in the above example In !xlth I~ CAses (he plaimifl's had acqUJred

bills at a discot,mt and lwi presented them to the makers fhr plYl'llI:nt

The posftkm in If,M;,kcof is !'Xl! ~, clear The ionial ~ of biUlI coosti1uted

ICcoml'f'l<'ldation bills Thereafter they were ~(;(\ by pmmiPOl')' not~ In

addrtiol1. tht pWmiff discoumed It further pmmiH01'Y note for the defendant

Clearly the l'11&klni of tl~ initial promissory I1<'tesby tht: defendant and the

l'1'1.Ikif\& ofa fu""Mr prtvniunry note by the ~ Md the diloounti1'1j of it

\.Vill1 the plaintiff COMttlule lrMlltCtKw which equate v.ith tOOIt between A

and B tn the abo\'lt e«unple At. lilr lIS th1 tlCcomrnodtuionbiltl ue ~.d,

ifOtW v.ere ttl et}Ull1ethe facts urlhe atse v.ith the above example. tht position

v.uuld be limilar ttl A' $ sec..'Un1'lt&the 1(.'C(.)mITKl(iauion Ii~urt: ot a third pttrty

to I bill and then negotiatina if (0' B who ..vou1d have koowltdve of the

It~tion The C(,'M"t found. on I btIJanct of problhilrt_ that a hid

lent A money 1111:coort thul found that. whilll there j, II c_ diatir.ct;on

between the ditlOOUntil1l tlfa bill and th.e lendilli uf~ 00 the security ant.

one VklUkll"t4lv'ererprd ttl the 1!IU~&rI(.'e of the tm.n*tJ.on between the perttl:S

In Ihlll parliouUlr t:l~ ttw court held that. in !'Ubstanc~. the trM$ltctl"lfIl

~"ecn the parlle5 were probably Iho~ Ilfmoneylcndinll

II could tberefore be Ilf):lUed. on ltw authunty of Tucktr. that nne sl11,.'lUld have

regard tn II~ !iUbstarw.:cof the transacnen between the partIes Thus. where A

II!



: ~ Mlo:ANING OF DISCOllNTING

There are a number of mtuatiol'ls of which one mum take account when

con~ldt.'linlllh~ meaninll cf dl~ountin~ In l)fder to examine each situatkm. it

III appf("priale It> consider an I!x..lmple AS!iUtne A issues a note with a fiCe

vwe of R) 00 &nd II due date of 3M days later l3 purcl'lUe$ the note from A

tor R8~ 13 fllOsequenily sells the note to C for R92 C hold, the note until

due date when he ~, it for payment and receives R I 00 fronl A

~ lif'lt trnnSllction involves A in iuuil1¥ the note for R 100 and MiO'til!i~ it

to l3 for R85 13 his the optkm of holdil1¥ the nme until maturity or of

Myoti&tifli it to C prior to rlUI,turity ~1~ 13"eafOtiittes the note to C, the

t~ion is.. in principle. Jimilar to I banker's l~cePlatnce 13ialUlftUi!'!i IIrole

similar to that of IliTl aeeepttl'li bank TI'te diff''el'Imceis rl'llt. in the e«tmple.

wl'len 11 net;atiat. the note. the holder in due course \!till have fl right of

reeOUrH in tl'te first iMtl:l'lQt .nst A ~ctr he Ytill Mve I risht "f

recocrse apin'it B II' 1ft en<.k~ of the ntlt·t: ln the cue of i\ ba..nker'1I

IICccplanet the Il,;ceptin¥ bank it. oonTIItlly ~uirtd to ptty tl'te bill at maturity

the -Iut.'lIllon arilles W~"IhCf the Uanlli1:lltlll t)l.'(\l.ten A IDld 1, in the eXllmple is

one of purcl'll!Seand ~ Of' lOin The 1l\,\l.le \"t>uld be of parti(.'Ular relee\'eU'lce

were B to hold the note until maturity And Pf~! it It) A for paYTl1ent on due

date



The court ~amined the position (If an accommodation bill ~:J'leI'e A secures

the accommodation slltMture of B to a note thr R 100 P8yltbte to A after 9()

days and A endorses the IIOle to C for R90. then effectively the II1U'l88Ction is II

10M by C to A IrC is aware of the accommodlttion Md thtt! A is the princip4il

debtor. the discount may be reprded as aw by C to A 'I

Th1: importance of the deci1ion in l~ can be sumnuuim thus

rn It conflnned the d.eciaion of the courts in Ia..Yillim atnd ~ The

(:()urt accepted that 111m wu a clw distinction between cl~until'li and

(~dil'l8 It should be noted 1httt in drnwifli this distinction. end in sivina

~pJes. the court ref'erred mainly to one type or ditlCOUl'tlifli, namely. the

neyotia.tio:n of II bill by II holder lIt It discount on its face vlWI.te It did not

sptcin~ly relOr to the iitullioo orthl! milker 'Or the bill or note

{Ill The court ernphatised the importance of determininu the aubttance 'Of at

trtnsaction when d~idil'lll whether it is OM of ditcOU:ntini Of tOltn This is

dear from {I'll! court's aoolyiil\ (lfthe positiun oren aecomn'\odarion bill In

{he exM1pte ilven 1Iht1ve. wbere \ l'tIlll secured the lleContn'\oda.t!,on

!'.iiV''ltut'e of B tfl II note and then endorses the note to C. the trtU'\Sltction is

~':lf'ufkmn where C i!l aware of'the accommodation



In l\l\.:k~ the court mad« the point lhat the object \)1' both discounting a bill

and 1(.'ftJmgmoney on the seeuritv or it is the same roo object is to provide

the ~)n~party 'With ready money However, the nature of the two transactions

is fundamentally different I~

The tiH.1S of the case were fairly complicated The defendant £I.ITW1ied for

certain promisscry notes to be drs""n by a company in which he WIIS

interested They were prob&b\y drawn in favour of one of the endorsers cmd

subsequently endorsed by a number of persons In each CIlSe the defendant

was the lut endorser and the notes ....'ere discounted oy the pl.aintiff In all

cues but one the proceeds of the discoUl11il'li transaction were prud to the

defendtutt In effect the defendant argued that the notes were all made and

endorsed to accommodate him lIS he wished to ra.ise money by doil1i so. He

argued further that the ptruntilf WIls aware of this fact and thfl.t the trru'lS!lction

was one of 10M When the promissory notes fell due tor payment they were

not met The notes were renewed ITom rin1e to Ii,.· .,d !he defendant p!tid

the interest for the ~ten,ic.}n of thlll~lor payment \\ as l\ period when

the notes remained unpaid and unrenewed There .ier the def'endMt's

indebtedness was replaced with further promissory notes DUri1'li this time the

pi!tinlilT discounted II further promissory note for the oelendant The notes

were then renewed further and certain of them were paid bv the defendant '"

The court found, inter alia. that the probabilities favoured the dele'1dant's

succeeding in proving that the transactions were. in substance, mtlneylendin~

transactions "

I~



monev as between the plaintil]' and IIumphreys. and that the loan did not

comply with certain requirements laid down in the Usury Act The court

found that there was no loan between the plaintiff and Humphreys j'!OWCVef,

the court adopted a dinerent approach to the distinction between discounting

and lendinl' A mutuum or loan for consumption is a contract by which a

tuntiJhle is delivered to another person who is obliged 10 return it thing of' the

same kind. quality and qu,antity II

Thus ill 21 contract of IUM a sum or money is delivered to a person who

undertake« to repay an equal sum Where a payee of a promissory note

discounts it fOI' value to another person. the holder of the note will look to the

maker fur payment when the note is presented for payment If there is rto

agreement between the payee lind the holder in terms of which the holder \vill

repay the sum received by him. the transaction is not a 1000n If the holder

recov ers the aniount due in terms of the note from the make. the note will

come to an end. The court thus held thaI an endorsement I note is iI si!.le1.)1'

a debt with at wllJ'l1lf,ty that the debt will be paid by the debtor The court

concluded. llCCOrdiI1WY. thit the discoul1tili~ of Q promissory note is not a

mutuum or lUM of'rnoney It may happen that (he transsctlcn undt:'rlyil1j the

disClluntin~ is rcmllv fI loan in \\ hich event the situation will be differem

1-1



the quesnon 0,' dnuhlc taxation an.' opcn 10 cnncrsm fix' approach III

Slrallhrd and Hl."ienl JJj\ "rr1allll, h,''iI1\c."t

In l~' ,,(,JI\ H the Appellate ()i\I!\Ion <:onlliden:d the q~~iofl whether II

pe!'!100 Ct'lUid be liahte f~1I" super ta.l( twice on the !IItnC income

Watlmne:vcr ("J staled

'I think, bearinM in mind thaI an mcome tax i!\ tu~altv II tax upon

it persun'!! annu&l prolilli or tWns. that the Inc:ome Tax A...1 ,w'lUld not

be read u impotilli oomw lLX or $Upe!' lax upon I ta.xpayer twice in

respect of t~ !WTle profits or pins unl:ess the ~ .. e of the Statute

makn it clear tl1lt such a mutt was intendtd ,~~

He then went on to stlte toot unck:rlyi~ the views ex.~ t'J! the

lnajorif), \)f the mtmbeN of the eoert in UdZo. was a ~lkm of Ihi!\

principle" Whillt 'I mult be l«eptet'1lhat (hili princip~e is part of Struth

.\thean law. the \i~l1 of lhe malUn!'. uf the nlefl'll~ of the coert in

Q~ i1t" open to crilicillrn

The U!Ie of the word!! . received bv or accrued ttl' in the definition (If grt.lJ!l

incnmt: in ~ I (If the Income la' Act (1\1 that nme) IS plain TIl\' ~mocil*

tmUt1C\II«i b\ Wltentlt.oycr (,J applit.'S •



'There is. however, a "n<."Ce5.'Iryimplicatkm" that the !l&1l'Meamount

shall n01 be tlt,'"ed twee in the hand~ oflhe !l&fl'Meta,<payer ,."

This statemt:nt it 0'1'I=n h.1 pos.~bk: ctillci!Ltl1 on the W'OUndll that II is

cootradictory !he criticism could be based on the fact that, if on a litera!

ir.terpretallnn (,1' ti1e Income Tax ,,\.ct a '&-"payer should he taxed t\\1ce, it

!lhc.1Ldd1iI.)I be pouibLe to llUUe that the IiImf: statute contains an implication

thet a t.. '(payer .hould no{ be ta.'Ud lW1ee H However, it woulclappear that

the teemed judp wu merely di~rw the clitrlCtdty of imeorpretina the

words in question ami the awn*h that wXlld be adopted Such criticiltm

wookl rl'terefi.>re "war to m1IOOf1StNe 1M approach adopted by tl1e

t.medjud~

The approach of StmUbrd JA \\ai thll if one ~ rtCIriptl II an

indtperKlent bali. of tllXIttion. aucl1 an mterpretl1ioo Vt-oold in~1t1bly rtlUtt

in double ta.ution In the circum~ ht advocated II restrictive

interpl"etltl'On of'the werd 'received' whereby it WIIS limited to raptl.

w !itch accrued in tht; year in qu~i<ln ~I Iie)'«l JA also considered that

there w)Uld be II c()lTelalkm bctw~ !'eC<.;plA Md accruall '.'

rile &r?ful~h to the iuue of <klUbie tautkm t,... W~I ('J and Curlev.l.

and De Vllli ..·r\ JJA \"IS not unitimn Althouw,h I""'ir d«lllol>tm!l nn tilt nuuo

Issue betore the court constituted illl I1'1iJonty decision. th~r a.pprolchei to



In Ddt!.-:" \\'I.·s!!iI:i"('J rt~o1itntnd tbe pos..ijbibtv nr dtlUble t&.'\&uon, but

fttcd

'I a.., Ik,t think lhill \W ~'lU1d make l)f double t&.,aliofl tl bI...~ and

alter ,hie pbUn I~~ of the Lqp5lature ttl a,{lid thle mere tear of

~ tL'Yttion "If the penon sought to' be taxed .COI'M5 Yiithm thle

Itt·tel' of the law. he must be taxed. ho\\'e\"e!' 1Jf':It lhe hardship may

appear to the judidaJ mind tt) be." e-.en if it $hook! In''OIv, a cue ef

~ <k~f l""lion It ITW)' well be tl.. if it WM 1IOI..Iiht to' tax

the "''tPlyer "'icc over in a putlcular C&Urie It may be po_bte to invoke

equl~ principlft in ~ to avoid double t""~ttion ....

It il not cis how equitllble prirlciplel c:oukI be invoked in order to' llvoid

double tVUl:tK>n Cut~ JA adoptod IIdiffinnt approeclt

'Nor can ( And 1I't',' l!iUbItance in the f_ of double laxIllion if "tp'OtI

1~1t" b.: yhen the ~I\l which I. uWlC"f.'" t41 it l~ ~ 7( I). not

if d~ A4~ill &dmmiltlnd in II 1"OUl~ and pt'Idical mam«

canr\O( conceive that any dit1kuh~' can m~ in reprd to doublt

Ut\ltlon \\ruch 1.'O\1Idnot be ,It\\&alt:d 1ft ~)fIK'U'C:·f'

It lS dtfHcult to unck.'I'JtInd ho\\ one can. in prllCt~, lI\'uid •

,on~uent·\.'JI\ laid ('lUt In the IflI.:unlt: lA.' ..\.:1 u I~ \,ill~ Ji\ Il&lcd that



~ih~~en and that. if an int~e is t~\ be drawn. il is onl\' thaI the salllC

amtlUl1L cannot he t8.."'OOtwice and nol that receipts are no! taxahk!: It is

rer.pet..1tu!lv conliiid~ that !>ilyerllJen I(lUnd thaI as a generul rule the

Commiui<lflCI' CMntll pottpo~ the a~~t ot' disclosed accruals to a

~uent tILl('ieer to tax filet'll III recctp(s in that subtequem tax j'W

It i$ internti~ to note that prior to Sib.... Ii')(' ('ape Provincial DM&ion

~ the ('OmmiWonffll ntdlt to tIL~ 11rtcetpt in MIDU,~L.C..m!\

The fictl of the cue were that the taxpayer. by ~t with the

Con~. returned hit income an<l wu a.uetMd to tax on I ~ptl

bull OurintJ lM year ()f ~ in 'lueltlOfl the UlXpcy« succea1Wly

embarked upon .. ~3I'l to (;{\{l«t ouliUll!di1'l8 _ HO\\i\'w«. by this

time the taxpayer's taxitbl:e income WIIi subject to exoeu profits duty u

well IS normal and super tIX He thftfbre ~ that hi. recei1)ts related

to prior year ~s and that the taxpayer'1I wesaments tt)r the prevKlu5

yell'! Ilhookl be ~ in tll'der ~fy to ~f1oct the tlCCt'\.t6I of llielt

outJtandiflj A:es for _11 yatl in which tl1e)' hid been sntd" The ooun

oonstdered ilaelfhound by lhe ~mty dccillkm in D\'llQI It Ilat«i that the

l'«.:tptl in {)Uettiun tWI within the de'tinmon of Wil511 inc."tmlC II applied to

the ~'lItt vear of ~ T1U!IVilli lM case irl~ive (')f tho date

or dalU upon wm'Ch tilt. Ilfl'l(lUntli oritdnllty 1lC<.'fUed ~,

In c(m!ildm~ the \'lhdity uf tht: rocc:tpt~balli!l (11' tf1.\ltlotl. It it appropriatf

to exanum: the :'ppmkh nf the ..:uurt!l tl~the pO!llOibdilvl)f double u\.\ltkm



O'[)(}f1\l\ln dtd ~t! conmder thaI dK"TC"(1U1d be clrculmtances in which a

taxpayer could obtain 11receipt prior to an accNal (renellllly. the receipt

tither coincidetl with or is preceded by an accrual If> On the basis of these

IU'JjUtnellll. O' DO('kMtn IUbmftll that rt is oot JXl!l.llible under the II'lCOflle

Ta.\ Ac.1 to tax receipts ind~1y "faccrual. 11

As far II O'Donovan's llUbmiuion that receipts do I'1Ol lbnn 11 separate

basi, of lILVltK-'n i. concemtd. tvl~'efoy,1tt'· cOOliderl thal it read! more

into Slt\:trako thin ~II and thal i1 Ctmtradictl the ratio decident:ti of

DJlfoJ ,.. It is subm:tttd. with m.pect fhat N1eyerowi:lZ's criticitrn of

O'Dotman'l( propo$iuon is vtiKl In ~ tM court WI' Ul'ttiI'liin1OW\in tts

'Iiew that ct!t\"ten 1<)23 and 191'<3the tUU seJary ptyllbll to the tL'tpayer

ICCl'lJed to him in ea..:h of [he yetn uncIttr ~emtion The ponion of

talItry that WI$ not J)i1id 10 him in etch of these yean v.u written otT u a

bed debt n~:-.~)Onty !bund thlt the PI;1'!Wnl b7 the compti1Y wu I

windti.ll and con&trtutod I roctipt In 1910 Thull r«<ltf,l'\itiun V.IUI ¥tve'l't to

the fIct that it ill ~ to ta.~~pt' "p,ulIlcly !rom tlccruals

O'Donm1U1" furtlm' IUbtni_'m tMI if accrual, have boen diJCIOllCl in n

1-"1)1)'1:1 ., I\"!um tlf inc()O'WIn the yell' of accrual. they canmlt be ta xed in

the I\UbStXluenl ,_ of rect:ipt, hu at",) been CritlCimd by \'!eyero ..vtll.tll

M~-eruwitil indicllelll that thi!. prtlp'*ttnn is not expret.Jy IUtted in

Sll\'ff,¥len II\! !IoU\tt:l Ihat. It! ~~, Ihl!l CAn mercly ~ inlmod trom



1-1 VALIDIT\' OFTIn: ltKCEIPTSBASIS

The. question arises whether the ~ lay. int~inil Ihe words .received

by or Kcrued to' in the defini1'on of Wt~ inctmte has c:limimtted 'receipt,'

as an i~ _, of CtlmputintJ WtlP income

In 11dillC'U_m tlf Sjl"'~..m." O'[)"lfk'\ln 5(tltn thar. U I treneraJ n.d~,

ilei."ru&Ismull be included in Wtlll 1~lC\lmcin the y_ (,1' ~~t of the

a<:cruall.' Vv1~ an .ccrual has bftn diaclc*, in" ll..'!(payer'S reru,m of

iJ'lCOt'l'\e. the CommiuKmer is obliged (0 take if into account in Ihat yetU' of

~fitt He !TIlly not tIX it in I sub~ )'eIf of ~'il\"m I.

(),Ot:nlVllIwbmit!l that the deciaionin SU\QIn ~t), aWe .he potJibility

of recei,ptl and IIQCNItlli betfll ufitiad 15 altemalivt butt t>i tllXAtioo q Hotl'

IftiUC'IIthlllMre is 00 provi$on in the 11ll.ome Ta.x Act lOOtauthonm tl~

('ummiYKlMt' to Utx (111a r«eitJta (~balMS t'le alllUtI furtm-f that tl'1«e

i. no prtWiaitlt1 in the Incunw T6t'l( Act thl!: . '*"'~ .' c Com:niuinner t~l

ele<.'1 to tIX • tl.xPI)'t"r in the ~.. r uf re..·~"1 I., ~lIl.umlttances in wl'tKh the

laxpay~ hu tailed in a prKlf ytll (,r.u.\I.~\t.'nI to dl!ICk'lStletlw ~Crual"

I.



it Iherelhre fhllow5 tlW the meaning of 'received' do(.~ not incll:de mo~en

mooev. because thetl does not bt.~uv. upun the Ih~rthe right to the stole!l

tl(.)txis:: When a person borrow" an a!\.~, it cannot be !aid that he hats

received it thr the purpo~ of tM de.finition of ~lll!\'\Income, because he I'

l)bli~ to return it in !Lpetle tu its owner" AI no !tl8c does he become

the ()Wfler of the aueIS:~ Likewise, where a perlOO tx'ITOWIi I sum of

I1"lOl1ey he wi!! no! be re'vded. for the PUrpo!leSof the definition of grots

income. u hlvins received tM ITKmey:· The reuon ill that, although he

duet become (he ovmer of the money, he is obliFd to' repay 1\ similar

amount ~ It hat' thus been held that il does not II.ccord with ordinary u~

to treat borrowed mooeys II a receipt Vvithin the meani"B of jl"0Q

in(;OIM :'

If an ~1 ~Ve5 n'lO~' 00 behalf of hi$ prineipal]ll or a usuftuctutU')'

receives the proceeds from Ihe sale of the IUlsets that an aub;iect to' l'lill I'iiITt

ef usufruct, 'Q it cannot be said that there 1'lIlSDeer! 1\ rectipt tiltil'li ""ithin

the definition of iJ'OS' income The reetIOI'I is than. in order to constitute

~h I ~eipt. the mol'\~' mu~ luwe been recet\«.I by thf !1lXP&yt.'f 1m hil

own benefit ...

With 1'-'YArd to dlscoununu, th\'ft: IS ~l amb'l!lultv if' the fne«n1n8 or
'I ."·cipt·and II does ~lt I~ ttl be ~pecltkaJly di!K:uued



Depeoointl upon the meanin~ thaI one attributelO ttl 'accrue', it is POlsll*

lor the redemptkm or lihe proceeds uf a note to accrue at redemption or

we date Of thl' the redemption proceeds In accrue when the holder

acquim it I" The proce«ls am be reeeived l)nlvon date ('If redemptk'l'" or

We It the earliest I' Thus. in IIdistounting transaction. I receipt prior to

aecrual i,nO't possible

33 RECEIPT

The ordinary m~ of the ",,'Ore! 'to receive' ill

'To like into lme's hand. Of imo one's ~on (~thinv held out

or offered by Mother), to tlke detivery of (t thina) from anotlm- for

oneself or for II. third party ,II

As the Vy{mi 'received' is u5ed in the definition ofiJ'Ota tnc;ome'" Md Moe

thia cleflnition is the buis of the Income Tax Act. it is only in excertiorttl

cil'C'um$lancea lhlU the pkUnly~~ meanintl oCthe "...ard, tonnifli pa.rt

of'the dcftllitkm csn be moJiI1ed .~,

Thus. ar:..t from excludintJ from ils meaning the takll'!tl of delivery f.

thud panv, there ill no reason III construe 'received' ill the deAnition of

~oss IllCnn~ as havin)l any but lIs ordinary Irtelni1lli 11



court postulated the possibilrt\ thil where an accrual has not 1~1 disclosed

in the n..turn tor the vear ~'faccrual. the ('(lrnml~Sln!'lCr could. under !I 7t1(2)

llf the Income Iax Act. f(.)r~o the additional lax pavable under that section

and include it as tp'Ota income in the year of recetpt Alternatively, the

Commiwotter could U3CSS on the buis of receipts I.)nly II

HI...illtl ~abli!ihcd the ,,~I principle relating to amounts which !,ave

bten raved by or h..ve &«rued to a taxpayer, it is neceu&ry to ..J~

their aopplic&tt<>f1 to dillcoumintl tfanll-1.'tion.'l

The dfscllUnting of I security usualJy involves a pet'$.(fr!· s ~uirb,» 11J)O$t.

dated ltCUrity I\UChItS il promitaOl) note wTth It !lee value of. say. R I00 If

I di1lCOUnt (If. !IIY, R.~ 14 He will thus Icquire lhe note for R.9$ Should he

hukl it until redemption. he VviU reeeve the full ri." vatlue of RIOO when

the ll«unty is redeet'Md Sh4lUld he &eil it prior to redemption Ih. !IIY.

R97. he wlll be emit led to the l!I1eproceeds 11 t~ time of the sal,e. wi the

nev. holder who hu Ilcqttired the note tOr vwe Y<111be emitled to the

preeeeds upon redemption

fhe etlcct of thill ty~ of atlCl'lUmilli trlnlilCtkm ill that. in tnt context of

the: dclhutton of l'ftl!l!l incum~ in the Inct'ole 1.x Act." the reclerl\plkln or

sai<: proceeds of a nOI(' will be n.'CCt\N 0\ or accrue to the IlI.)lder v.~

acqum:d the Ikltc al a discount



The court Iw:l to decide whether tlie sum received in the 19)0 year or
u.'es~ent was ta.xable in that year. or whether it Wltll ta;~able over the

period fh.)!111923 to lQ29. when the tiIlIWary accrued to the tllXpayer

The majority held thaI the sum v.u ttt.'I;.ab4ein the 1930 year of ~ent f,

Etfectivt{y. the I11tljoriry decided that accrued amounts deducted II! bllCl

d,ebtll in previous yean are tauble in the yw In which they are patid to a

taxpayer Whilst Icceptiflt( that there are two bases of Ia..'\, namely,

receipts lU\d atocn.uUs. the f'm\iorily did not cOnlwder that there v,.u a real

cIInter of double tlL~ion' TI'\e minority j~ on the other htmd.

considlnCl that receipts should be limited to roceipts accrued in the yetlr of

tn SIRy Silvaen In_morn. ~ !.td'U the court held that. when the

dates of receipt Md accrual till into different years of l\uesant\mt. the

rommi~oor do~ I1(lt have the litchI to &electCltlwr om: or the other ytttr

to tlL~the tlL~~ The court made the point thtt the Income fllX Act

requir«l that both receipts Md accruals should be disclosed in a taxpayer's

reum of income and are subject 10 tl.,\. provided the ~)nditionll laid down

in the de'finilioll of 3ft) .. income are met II hlilure to dhtclose receipts Of

aeaual!l -nay mutt in the levyinj of peNlhics and addinoMl tal( The cuurt

held that these pro'1skms clWly indicate that accNals must be taxed in the

,ear of accrual nnd thdl the ('nmnliSSIOIlrt.'f hall on right h) postpooe the

Is.wssn~t ofdl'lClulled accruab to a '.UoS(.,\lUtmt year ufa.\5eliSlnent I: The



positior, that the issuer of the bond is liable to pay normal Ul.\ on the

proceeds prior to receipt of'thc proceeds

3 2 llECElPT OR ACCIWAL

The deI1niu(.)n of ¥TOss income l-pecifically refers to em amoUnt which has

been received by Of has accrued to II lllXpayer The effett of this is thlt. liS

It generru rule, !i.llibilit\' for nomul ta.x arises when there is either 6l reeeip,t or

an accrual

Where an lliccruru occurs in l\ yectr of WCUf11ent prior to thllt of receipt. the

Commissioner ill obHlCedto tax the IUTlount In (he ye1lf oflccrual4

An importlU'l't cue on the mecmins of receipt or II>ccr1.lruis em. y DolfQl '

The 1111:11 were. very briefly. tNtl the It"xpayer \.vtlS entided to 1\ salIfY

dUril'l8 the yean 1923 to 192Q However. becau!l-e the comptmy tlUtt

employed him WIlS in n pl)4.)r ilMI'ICial positi,tln. the fuUnmol.lnt of his srulU'),

WilS oot p4tid to him duril18 these yells In each yw he wrote off th!:

out!ltM<iin!:l !\I!MY at! bid Thus, over Ihi~ period his tl!l,xlbt~ income did

not include hIS llut!ltan<lin~ Sllar'\' ·\IIIKIU~hhe hid wnuen oil the

uut!ltaooilll!l salar v as had, tIll: Ifnuunt \..1:1 credited to him in til-.' .:ompa. 'v's

books The company pnid the llUt!ttandinlllUTlOUnt t(~him m {~ I (JJO year

of a~,m\.'tlt. Md he 'Wasassessed on this amount in the year of ret.cipt



3 Rf:Cf:IPT OR ACCRUAL

.1 I INTRODllCTlON

The dellnition of gross h1come in s I of the lnc"me Tax Act 58 of 1%2

includes the toW mount in cuh or otherwise. received by or accrued to

or in favour of 1U'!y person durinn II year or period of ~t I In this

chapttl lhere is IU1 exJLJnina,tio,nof the l1i1HUlil1lof receipt and accrual in the

context of the defll'liition of ~ss income. and the IlppUcalion of this

m'eMing to cii5Ct'lUnlingtlllnstl(.ti,o!ls

When a !X151-dated promissory note il i~ued at II dillco1.lnt 011 us fuoe value.

the red,emption proceeds may accrue to the holder of the note either belbre

or at the HJ'ne time Ill! the receipt The meanil'\i of accrual in discoutttiMi

tl1U1s&etiol1f. is crueilll when consideril1i reoei.pts Md accrurus in the context

of the definition of gross income This is plU'ticululy rel<Mtn{ in relation to

deep discount bonds Iliere LI!led to be uncertainty as to the mMI1i of

aecrue One "chao! ofthouih WIlS llfthe opinion that 'accrue' should mean

'due Ilnd pavllble', whilst the oiher l:.<.'hoolof thouint considered that it

!>hould mean 'entitled Ill' The Appell.ue Dt\ istun hill now held it III mean

'entitled to'" The efl:ect of this is thllt when Q person iwes I bond with 4l

lice value of R 100 tor R2~ with 1\ rooeml'tto.n dale th-e years after the date

of ISSlIt:. the redemption proceeds or R I00 \vill accrue to the holder of the

bOtl{1 onlv 01\ tbe datI! Ihat it is 1S.~t.'Cl Ihis has created the unlhrtumtte



W. Iw ,'uun'!t approach to this issue may have sume merit, the toct IS

Ihal 1~ I~ruviskm contained the words 'due and pavablc' Thi!! ill 111m!:

consitolent with lIDinterpretatiun uf accrue tUi meMin~ due and pay~e

Ibe ('uun ,ul!lll ret~red 10 the reference b\. Stratlbrd JA III [)tlf01 to the

prn\ls1<m in the Income Tax Act de&lin~ with bad debts II' The cuun

dim'li$Sed the \iew ofStnufbrd JA thlLtI debt could unl;- ~ con~ bad

when it had become payable lit. The coon's lI.pproach 10 thi51l!i~ is ~

to criticism Fif5t, the court il\t I'I() rS!i(}:'! ,)f iWthQrit~ lilr itlli'Klidinj that

the vie'w that Strattbrd JA adopted "'tts urm:&iistic Second. under nonnal

circwmtMCeS II creditor ""ill tlnty contider whether a debt is bad when it

claims the debt Thill ~hould be when the debt i,pay~e II'

<. 'tlun~ for the ta,,<paycr alft() al1&U«I that. if the Ut~ principle were

apphed. debt. due to the ll:II;pl.yer would be subject to I deduc!ion tor bar.!

()f doubtti.d ctebt!. wh~ ieNll uwtnv but f)U( due would not be

d«lu<.1ibte iII The COOll retOlv~ the ilW..le by IIttributillJl a difl~t

rneamni to ...!U~· It held that 'due' in II 11(;) and v) meaw 'owin~' 11"

\Vim rt:&pet.:t. simply to chan1&~the meaninll nf' \\ordl\ in All ~.:t to !ilJlt un~'!1

\I"'wpnmll!l nul the correct appt~~ch Ttw cardinal nul,' ofinlerpr~ctlitln I!I

that the literal n*flinll of the word Ilk!S{ he itWltt.'!CIt." In !I 1( I) 'du~'

death meall'_ due' and thc:~ "h<lUld hf.. no rt:il)Ol1l11ll intt.'f'}lfl.'t it lUI nlt:aninlio



The valualKln of II ril!Lht,wl't~ch already has a race value, in lhe manner

rl;~ does not appar to be ju!tLit1cdin the It"ItCOmeTax Act If this

PnJ!p<):"t.•lr III itCcepted It ill not cheal' v.hat lact()Tl! ~oukl he tiken into

account in valWI\f, the debt Where should one drav. the line" for

~pte, could one take into account the creditworthu1eII oftbe debtor or,

wlttn the debt is denominated in I foreiifl currency, its value. lIIkh'll into

ItCCOUntprojected exclvu1p fluctuations"

11" second criticism 'oVU that II 7(1) of tl'te Income Tax Act'" M1Tl! to

envi~ at mMtli of atCef'.w IS beifl¥ 'du-e Md payable' The court

considered that this point !tIaohId no merit The court" ~ wu thltt

the 'eaislttture detUl wiEh po.tulated fll,ctUlll !litutUiool. one of which wu

where inwrne f1m'I&ined due and payable T~tbrt, tm, did nOlt JUltil): the

conclusion tlv:t the rest of IJ1ltccl"l.lAl is that income is due I.l1d pt;1l:b1:e II.}

ne court's di,miMlll of iNa cnticlml ill not pef!oll.Uive If 'l\Ccrua!' 1'M&It{

'entitled to', there would be no need h'lf I 7( I )

The court ref~ ttl I further P01111 rai~ 1'1;.' flt: Villimo. JA in Ut1fo,

ThiS YtU that the pm\lslOn In tl'w lnc.x)f1M:T., Act At Ihllt tI~ includtXI in

ifOSI inco~ IImt)untl d~ and p.yal* under a ctmtract of 1«'.1oe tended

10 5UPP()f"Ian tnt~.tion of accrue to f1leM due and Piyttl">teII' The

Ifnpw:t lit" 111the lact thai amol.lltb due relat«1 ttl t1 C(l!fllracl nf I~r\'li.'e II.



The court \;onsidert.'Ci the reasonin", l>llppOrtllll( the second proposition ill

beinG InCOOIt's,utl..,le II ill that where a ta.xpayt.-r has acquired any right of fi

non.cl\.pital nature rlurins the tA-X VCIt. and where II money value can be

6tltel!Chedto toot right. such rikd'TlthmlS pan of the lit'<.PIt'lc:! 's gross income

Thi, appbcs irrespective of when the right is enforceable 11' It is nO't

immedim.tely errforcettbll11hI valu:e is alfected W1

It is submitted that the ~ us«i to support the second proposition

could also apply if'llcerutd' meant 'due and Plyllbl,c' IIItt T~ ria;ht should

rom, pert of jl'OU income when it becomes due Md pttyttble At that at.

it I.hould be c&culttted It it! fllCe vulue Adjustment!! 10 the fllCC value may

be made by Ipplyina the provilions tlfthe Income TtIXAct deruit\i with bad

mel doubtfl.d debts.''''

The firs! criticism was that there is no buia in the Intorn.e Tex AI.'t for I

reduction in the tit1:e value of II. debt apart Iforn the provisions covertl'l¥ bad

md doubtful debts The court comudered thilt there WIUI no merit in this

point 1··1

The court considered thll the lJllcaan principl'e does nt)\ purpoll to ":\IW

tlw taxpayer to deduct II fl.ln!lCI amount· it 5imply define!! the cxtt:lt! (1fth~

~mMi income P~'1"tml'lMbtcdeductions are madc 'rom the ~os.'\ income II"



Durini' the tax var in (lUfttion the taxpayer suld goods Ml101.Inlinu to

I'lppfoximalciv R IJ million unaer the ~heme AI 1111:end of the tsx year

instalment" !till outstandintl but nt)t yt"l payable amoonted (4) FU41 281

The (,ommiaaioner included this IU1'lOI.l1tI in the tltxpttyeta ttl.Ublt income.

subject to IIct0duction of I doubtfi.ll debt alkw,1UlOf of R 7 702 'II

TIle tllXpayer ~ thet the outatand1t1tl tnttalmentJ hid not been received

by or IICCNed to or in itll tiI\-'OUT U tm\<1~ in the tneIU'lin» of ifOII

income in 11 1 of the Int..-ome Tax Act Altemati ..-ely. the taxplyer 6U'JI.*I

thet the unpaid iMUtlments should not nave ban included in ftl ifOH

income III their h ....e but Itt thar ~t value ...

The Special ('ourt held thet the outltandins rnstalrnertts hid accrued to tl~

ta,xpttyel' lind d'lat the outllW'Klina debts had to be valued III their nwket

value I•• ' The Speci4ll Court oont4dered ttlelfbotu1d by Latt_D lUI

In consideritli lh' m_rv of the words "«rued to or in fltvour or the

court conNderod the validity of the ""'0 m:'\in propostiona in f.4tUD I..:

The Am is thAt income II fl(lt limited tl I an KtUll amount or cuh. but

inciudft e\ erv lilm'! uf property As hu been SlAted. the propotilioo IS

cleIrtY C(){TOC'{ ,,,. The IIKand pn){)OliUOI1 i. that 'accrual' ~ to beI..'MW

entitled to the amount in quettiofl 1<4



The quemion of the ~ n( accrue "". t1nai1y dettnni:n«l in the

Appellate Divilkm in ':ll't\t~'l St~ tW,h'il h1!pjj'J .1td,,, The

",.



In t'IR.\ .Prl.tQJ two of the jud)_leliagreed with Ihe interpretation in lAt~

cflbe metrnl1t& OfIlCcnH~.whill1 two held the meaning of acerue to be due

De Vilbm and Strlttforo JJA 'were of the tlpirnon thaI acerue means due

nne! p!yltbl\' III TI1ey both relied on Vllrioull provisions to the Income TIX

Act in order to substanti!tle their views .,

TI'1e)' relied on the "1.ll'TefII ~ruivalem of II 7( I) to lUppott their

interpretation of the m~ of acaue" In addition. De VWiers JA

",ferred to a provilion in the Income TIL,,{ Act which is no I,o¥r conutined

in the curren:t Aet." In terma ofll1i!l provision. jl'01I!I income included-

SlJpported by the teCti-on in the Income TI..'iI.Act d-.lina v,ith the pro'viaion

fur d'lt' dedUt.·riM ofbad debt, <,IIi He litilled



The m.tin diflk:ulty facinll tbe court in lJl,t~ waslhe efFect of s 2l(2)(~)

oftlte Income Tax (C'on50,udlltKln) Act 41 of 1917 This section prohibited

tlte ded:u~kln of d.ebt! owed In a ta'(pavrr It !lUpportoo the VteY< tholtt

unpaid det'ts should be induded in lP'O!l! income altheir fl\Cc \ru1oM: Whiltt

thil sectk1n hu been omitted from ~cnt tncom:e Tax Acts. the

position Ctppe&ni to be the same. 1'\IIl11eIy. that debts are included in il't*

income It their fllQe vlLlue In lenns of !oJ 11(r) and (I) of the Il'lCOlTleTax

,'let ~8 ~')f 1%2 d«luctioos may be claimed fOr. retlX'Ctivefy. bad debts

writt:et'l off and II provision for doubtful ~ts Thus S 11(/) Md (I)

provides. in e'filecl. a mecmwn for vlllu 1'18 debts HoweYl:l'.i! is imp\)rtmt

{hit the (ice \lIlue of the debt. is (akm int\l account in iTO" Il'lCOme In

other words. the om\ provisiotu in the Income Tax Act which provide for

a reduction in the ·tlice value of 8. debt are the dO\VMCeS for bad or

doubtful debts I.'

A tUrther lJllUnm'lt up.tMt the dee,.km in I..atClilll i. the wordmu Md

effect of' 7( I ) of the lnoome T&1,'(Act Ii S«don 7( I) Qeoms incOl'llt to

have accrued, tXl>!withtuwlil\& \.'eI1ltin ~em, One of tlWl!: i. wlwre

i~ h.. f'l(l{ been actUAlly PfUd \)\C'f ttl the laxpa· ...-r but rcnwn$ clue and

Plyal.* .~

It III ~nlUed that thil wordinll accufdll. mort: wnh an intcrprctl1;. I' . ,)'

a~crU(' ali t~nit 'dUf: and p&vAble' Hlthct' than 'to N.'CunlC Cfllltl«i ttl'

-H



It is il'nerntin~ w note lhat in l.etCiID the special court relied on the tlet

that the lull ptlrchue pIke htd been credited in account'~ Howt,·ver. the

Cape Provincial DivisioolLlU1Ched no weillht to thi!~laclt)\" ,~

fhe d~ai()n in Ut¥il is open to critidw on 1\ number of grounds

The court held thlt the value of the debt should be included in the

appe.J1M1'1I ¥fOSS intOlm U it IUIdaimldy I(;crueci to the atppellttnt. 8l1d that

accrue m-.ns to which II plmOn Ms beI.~m'Ie entitled 'If. In so doina, it

fbllowed the approach previously ad, ,pled by the SptCttll Court '" In

addition. the court decided thtl! the dllbt should be inclOO«l in the

aPI)eUllnt'sgroN income at ita vwe ttl the end or the yetI' of CtSSeHml""" in

qUefti,oo 111 Both these interpretations are qucstiormble

The court JlCknowtedied thllt then: V,lft difflcultiC1.lin its approttcl, 111 It

dil1ifli\l,iih«l SLLIJ.~ ....Uainft ..8:. fltllQl CQ J..tcl Y.51 J..J.lQJl .~1lHlJ

ImulJMJIII' Ind "eftmn Aultrnli.!n CAses on the grllUnd [lull the Acts upon

which thew cases were d«id«! differed (rom the S{1UthAlhcin Income

Tax Act II

St Lucli l'~mn \'oil c(mcen1t.~with the Y-orrls 'inc{ln~ .vi!li~ t)\" accruil1ij'

and tlc1.:0rdml!lf" the 1.:01.111in t,I.t~l·: y-a_'l, wtth respeer, CUf're1:1 in

di,.tinl!lul!dutll!' this ca.\!:



It is interesting to note that in L&t~ the "peei!l court relied on the tiet

that the full purchase price had been credited in Decoun! IJ However, the

Cape Provincial Di'visk\n attached 00 weight ttl this factor l'

The court held thm the value 0' the debt should be included in the

appeUant's lVOH income as it had already accrued to the tlippdl&nL. and that

ecerue meltn, to which II person has become ~titted '" In 110doina. il

foUowtd tM approltch pre...iou!lly adopted by the Speciatl Court'" In

addition. the court decided that the debt should bt inch,lded in the

appeLlant's ifO$S income Itt its value ttt the end of the ytSfU' of.tUment i.n

qUiution" Both theae In:terpl'eltttions are questiOl'ltthle

The court l\;cknov.i«L.,cI th.m the"re ~ difficulties in its approach'N It

ditti!¥Ji&hed Sl~J.JJina.i ,,~.J,J.L.J..Ld: ..Y..S1.~. iC.glQ\ii&I

~OIJ'" itf1d cmrun Australian Cill'm on tM ~l'luIid thttt the Acts upon

which those cues \.Y'eI'e decided ditr'el'ed from tht South Atncan lnceme

Tax Act III

St L,ucl{t l'~l~ \\U Ct~med with the \\urd, ',oolme ruitlu\i&t)r ~cruifli'

and .(.'C()rdi~lv too court in LJ.t*,": Will. with I'C$peI..t. correct in

di!ilII1t!lUll'hio\, thill ~.a~

.p



There have been El number of t1>le5 which have considered the fI'1eaningof

'accrue' As its meaning i51'10tclear n detailed examinatitln of the cue law

IS necessarv In addition. legislation has been passe J which mects the

question llf I.\Ccnutl This legisl4Hon is also considered

In L&t_'Y.~(1B.I>\ the appellllnt WIS a wine farmer In May 1<)20he sold

the 'Wine he had made duril18 the year of assessment ending 30 June )920

('Or.£~ 924 Ofthis sum. £3 SOOwas paylbte in the year of wessment. and

the balance WIll payttble in the foUoYt1ni yetIf of wesiment. The

Commissiotler claimed that the fun purchue price ahOl.lld hive been

inchtdecl in the appellant's income for the yw Ofl\!aesiment enditig 30 June

1920 The appellant 1I.fli!.l«l thllt the ol.llstmdint4 instalments should have

been excluded fto·m his income in tlml year

Wntermeyer J who delivered the judiment of the court. heLd tl'Ultaccrue

meam 'to which he has become entitted' "" He held further that the

appellant's income includ,cd not only' cash which had been received by or

hId lIOCru·odto hirn. but the vtt.lu~ of any' other rom of prop,,"y whi<;h he

1'!Id recoivod or which hAtlaccrued to himM The o1.ttltandilltl inatlllments

represented II right to cllim payment of II debt m tht::future This riiht imd

""ted in the appellwt amd hid IlCtnJ,ed to him in the yesr of clSlesamenl

t\(.,'C(,rdin'~lv, Wau:rmeyc'l' J hdd that the value or this right had It) be

It'lCludt'd in the appclllnt's gf()l.~ lfX_'OI1lt' IhT incume lax purpole1l The debt

.II



It I!'Idear that III considering till.! question of double taxation the Appellate

Division has r~'3rded receipt); as an independent basis of taxation

It is, tlierefore. clear II'111treceipts exist independently or accruals in

computing gross income However. In VI~ of the cues which have

estabhshed that II receipt should t-e for (he benefit of the recipient in order

to fall within the definition of was:: income. there will seldom be I receipt

prior to an accrual It is submitted t"1llt. in order to avoid the possibility of

doubte ttiXation. fi~ceipts 1l1~'lU1dbe correia,t«i to 6tCCl1.l!US and interpreted

res:tricttvr:!y Thus both O· r"lilovan ali<l tv'leyerowitz are correct in

condudinj that the 'receipts basis' of tax is not appropriate to our system

of [ax. which has discarded the concept 01profits and gains liS Its basis

lS ACCRUAL

The clsIteof accn.l1l1is an in'tportMl facto·fwhen conaideril'li the ttIXntionof

dllCOl.lntins tl1tl'lSlctiol'lJ. pttrticulltrly deep di,co1.mt bonds The re1lSOO is

thlt. Ibr e)'(.lmple. in the wt: of d~p discount bonds. II number of years

mAlYehtpte b~tween the dille of issue of tl~ bond IU'tdits redemption") If

the perllon \'..110 Icquim the bond if a di§cotlnl is taxable on the

redemption proceeds, one must deterrrune Wht"tl the proCeed5 a.ccrue ttl

him



'unless the bUlilUt\llt: \ll'tht: Statute makt-s it dear that such a re ..ult was

rcstn\.-ti velv as ~1 oul 1)\' the fHlJl(ltH, of the mem~s of the court in

a I4ter one The real an..wer to the !iUbmls!l.lun is, however. that the

po3llbility of double ULXltion is tll{lre in'Wli'lfW't th.m re«1 slfll.'t there is.

this &pproo.ch iii cont!1l.dictory 11would have been pret-ernble to interpret

the word ·n:cehl.~· restrietivelv by limitinl' it to receipts, which accrued ln



ftfiUment can b\. adVlllCf.-d tu 1m: etlect Il'lat the holder of il post-dated hill.

not~ or b<)OO ()NV ~lJrn\!'s entitled to the discount wt'lCn he: ~~jI!i the

iMtrul"Wnt thr payrnent II1lhe proper manner

3 ~ SECnON 14J

As hu ~l indiatted. li.lrtlter ~sl&tion hal recently been tnlroclue«l in

order to resullte the l'tution oftin&l'1Cwinstrutnents !WoblIadeep discount

bonda The lesi_ion h~ClxttlltWr in a new 124J of the Income Tax ,.WI

It WU ~naeted in tern. of II 21 (II' 1he income Tax Act II of I99S .md

amended in" 14 of the Income Tax Act 36 (Jf lQQO 5«:tion 21(2) of Act

21 cf 1995 sets out tl~ llpplicatkm of the new &1#Ction Section 2·U applies

to tn broad cirtUn'l5lanc~ The til'lt IS to anyinltrtuner\it isaued aft~ IS

Mlreh IQQ~ In tl,. drCl.UTlStanccs.the instrument ill deemed to hive

00!'ntt into operation on 10 Mareh IQQ~and a 24l applia to MY instrument

issued on or arter that date 1he ~nd is to any Inatrument iasued on or

!)em I~ Mtreh IQQ~ y.l'lel'e. after that date. either the term ill extlll'1d«l or

the ttrmti and COnditiUlh an: nll.tmall, \&nOd In tl'lfte circumstances. s 24)

is dte'l'tted to have COOk' mit) {l>JX.'flttionfrom the date of lIUCh extension v

vari.luion ill n:i.llion to thll mstt1Jment The third is to any tl1U'llm on or

lifter IQ Jul\ 199~ of Itll\ mstrulnef\l l~ 01: or belhft' I ~ r..'llll"eh IQQ~

In l~ ..:m:Ulll.litancl." .. Z4J ilpplt~ tu all\ tnslrum\.'fll Inmsl~'fTed on t)r

after that dale with c:tl"'I,:1Iiml1 the date of tntn,ter It IS lht..-retbre elm

that. balled lin the IJlll.'1141IllJ le,.&i!\latit'n broup.hl into efl~t by s :! 1.11' the



~, B v,ould nut he: obllftlt'd 10 pa\l A the fice value if A did 001

pretent the: nore for pt!vment

In vi~ L1f Ihi!, it could pnuibr.. be ar~ that A om.. becUme!! entitled to

tM maturity vu tlft~ notll: on du.: date "hen a fulfils hi!! obliplion to

Pf\Y pan p&MU with A'II presenting the note for payment This IJ1Umenl

could be criticil«l on the bull tlw it Yives too broad a 1'MIIl'l.1ntl to 'entitled

to'

On the other hand. it could be ~ lhtt. on the IW'!ltonly of ITC.lO. A

h. a~ a vested rijl~t which h1e .:oukl ~ prior to mttunty clete by

diteounUnv the note I~' However. It should be ~uued tl'lllt the court

fl'lttd:e ttB comments omter elida and cid not consider the si1'J&lionreprdifli

I'flei:p:rocaJobtiptions. Ila wthority is thnForo limited

It Will &t~ that the petition prior to the er\ll..'tm«t( of further

IGSialtttion \>vu therein. that wl'ta1 1\ post-dat«l bilt note or bond is

isltJed prior to the d&te wi'le1'l further 1t3i-'ion is off'tCfive. it CIIlI be Il'JUGd

that the l1(lkier will ir.clud.e In grtli!i in\.'ome II~ lice value of 1M In~trumenl

nus ill ineqUitable 011 t'Wl) tj,fOOOOli I'irst, 11'1<: nt}tder i!> taxable at " st.
when ht dves not hive th¢: cuh to Pl}' the ta." Second. the vaUu-eof tht

right to the redemption proc.'e'Cd, does not tllke into account the effi..-ctof

in&ti011 and tht con~ut:nt dtcTe~ny value of the pmi.~a On the

other hand. on the basi!> llr reclOf('~ OO1i8lltK'ms tl more persuasive

,01'



puau Of Indicated that he IS willintl to perthrm a1 a later date tu On the

(liher hand. it should he noted Illtll lhe men: lact that a contrect ~ifiel\

thaI the ,>blilPttiorut an: to he J~thfmed on the !IoII1fllt: day ck}ft not

~y mean thllt the !*'ties intended IMm to bt reciprocll W

Where B taw. A Yt1th a P05L-dated promiuory note 11I di5C.'OUJli00 itll

lice vllJuo. the qu:~on which ariJea ilwhether the dilCOUnl accruea to A

It the date of isaue In tlti. regard, the proviso wm<:h WI! added to the

defmttion of ifOU iOO>l1'le mm to the sCtwtlioo in y.lti<:h the tItXPII),OT has

btoOrnt ~nut1ed to an amourn y,IUch is PlY- in I ~uem yew of'

~ IU Thus. both the interpretation o('aecru«!' in ~

and the use of the \>vord 'entit1«l' in the new pl'O'iso to the delWtion of

sross income indictllte thlt the tut of tntitlGTlent must be applied i:n

d~aq whether the clilOO1.U1l llCCI"tIesto A It the date of iuut of tht

note

In conaidsilll this matter in the C()ntexl of rociprocal obiil.4ltiom. ont mull

~tunine the oblipl.om of the parties on due dale in order to ucenttin

whf: ;'''" these lt1TectA' s t'nlitiemenl to the disoouflt at the dB!e of illlUe

When the note malum.. A must present it f~r payment'''' and. when he

does 90.13 IllUSl effect pil)1Ml1t to A oftht lice vaLue C.n1 the ni.)te Cteerly.

00 the basis of t~ CI~" discUli!,t:d itlx,ve, t~ p~taliun {ll' II note lOr

Plyment on due d&tel:vnilitut~ a reclpnlClll obhpli\m Thus. tor



R.eciproeal obtip:lions exiJ;! in various types of tratnNllCtion. For example.

in tbt ClIft of a purcl'lUe I!.I'ld tittle for Old'!. the flttide !lOla must be

d.ivemd pari puIIJ with the ~ of the purchue price ,.~ In the cut

of Iimort~. the murtjlliUr is obIiued to settle the IlrnOUm llUtstltn<illlj

on the due clate Md tbe mortJPlijOf is obliged to di~ and atneel the

mortpp bond pm; pa&atJ with such payment by the mort~ '.IfI

This prin<:tpte ctppltes where a penlOfl'. riiht to perfOil"l11lni.;c ill condlfiontU

on hit ",",~ce of II reci·proeaj obliption I~'TheN! mutt be a

r&tttionahfp bet'Wefln the Ontt party's ebbpdon to ptrforrn Ind the

perfOrrnMct clue by the other pttrty TIt'" l'Ilationahip !hou,cI indicttl:e that

one ohliption wu undertlken in ~I! lOr the I)et"thrlnfmceof tht

othcsr. 1"'lw circumaumces should be Sl.tch tl1lllt the oblitpttiona Ito not

oo:natlCl.ttive I~' TI1ft should. thn!bre. be 1\ connection bGtv"aon the

perf'Orrnenceof the one party and the other'. oount~.perrOl'tTWtce I~

Oflft'l1tU'I, where reciproCil obtiptions exiJl. lh' one pen)' is entitltd to

tnlisl that the ath .. pe.rty's reciprocal o~ptions be ditel~raGd pm
paasu l.ltl

ThIs aituation ahoukl be diatil'ltPJi,l'«i !Tom (1'1,81 in whkh the obliptions

need not LX' pertbrrneci pari piW, but Ctlnll~'Utivt:ly \~.'h\·re conaeculivl!

obliptionll e"\i!U. the ~~ wbo mU!l.1perform ill 11(}1Itfllllh.'CJ t.' ".ithhold

~rormlmce because th~ other party lUIS not tendered pcrfhrnWlce pM



C'I'lJ(l',m:nt be pt~pom ..d until the hrppenintJ (If O',(\tne ':ertain luture

C'Vc:rIt I'"~

\-Vhere B iuua A with. fbt ex~. I pt'M!4-d.mcdpromi!!M.)(".,' n. Ie. at

contllldual retation1lhip between I~ partm III eltabilsbed It IS ~

ahK) Hl l.~ ..\lwth« (hill reiatiollmlp might itfl'ec{ the nature of the

risl1lts JeqUired by A In I contract • ,tile. reciproelll obliptiona are

CI'eI11ea \Vl-wn then: is a cuh _. [he setler is obtit«S to deliver tnt

iJOOdt and tht purehutr II t~pcllo pay the purchue price in cut! upon

de1~'\'Il'YIII Thus.' in t\ bil.a.tert1 rontr&et oertsn obtiptions may be

reciprocal in the ~ thttl the pmbrmlnco of tht one mtly b't conditioNd

upon tht perfomutnct. or tender O'f P«(Ort'l1ll1CC. O'f the ,-"(her TI'li1

recipl'Odty lTIIY it~r be bilateral in the ieMt tl'let the perf'ormatrtce, or

tendtr of ptrtOl'ITIafICe.of them repmem concurrent oonditiona that is.

each is conciitionllupot1 the ad.' II:

fbt pneral principle rtlatint,l to recipn.~ obIiptklfll wa di~ in the

Appelll1e Divtlioo in BIWllItl v NorUt; 'u Th, principle WIll $lilted by

Lord De VUl~«1 CJ M Chllow"

'The ~al princip~eapplicable to all bilateral t;ontract!l Ulldt>ub\odly is

that l)Ilt: parly ~ll. III ll~ Ibwncc ur Iny sp~ial Itln:ement. call

u.pon tbe other party to perthnn hili cnntl'1lct \-\<ithout hllmelf 11I'Yil1i

perlhmled t~rllein~ reidv h) perform hIli pan nftl~ Cl.lntrlct ."4



{nctmle Ta.'\ AI.'t. and IHUMIltl thilt t~ ill an Immediate entitlement and

1(.~rua1in ,\'!I haOO!\. t~ !llJf11 of 1\ 100 wd! Jmlnedlah~I\' accrue to A at the

dale (If ltC<.}UiJition

Undoubtedly the effect of LIt., and ~:J "SlJ.D1. lUI re«1 with the

Jbcve interpretatIOn of lhe proVttO to tile ~flmtion of if'OtI incOl'nf: in the

lneome Tax Ad lead, 10 11'1 inequit_ result from the pomt ofv},," of the

bondll01der in the c1fQJl11ft1U'lCft !let out above If l'1Ol1nl:I tax is pe.yJlble on

redemption ~s. It shouJd be payable at a Ifllp \\-n~ "md! fi'om the

redemption of the bond In Ivl:i!tble TI1iJ sft\lltion would have Itppli«l

11Idthe Apptht! Divilion held .accrue' to men •Que end pttyIIble'

Ir collid be Af"iUed that wl'len .B iHUes A with a bill. note or bond with a

lief v.we of ily. RIOO for R2~ end It redemption elite Ave yeIIJ'I

thWlWl:er. th1ln is no nCC'l\ltllto A until the f'lSdemption dare TIlt

lIfIWTlenit is baed on the tiC! thlt in order for there to be Ill'! IlccrwU in tht

SIm!e of IU1endtlemtmt. A would have to lbCquire an u:ncondhklnru niht to

the R I00 I.!f> Thus. in the cue of t\ MUOtUtble inttrum~l1tstICh U II elc.ep

discount bond. A wo~ld only Il~ire an unoonditioMl niht to the bond Itt

the date of red,emption

Befort aoolYlUl1tlthe nature of the rishta acquired by A. it ill ~ to

di5til'lJUIl'Ili vested or unconditional rights 100 contin~enl rights I:'



in<:ome prior to n:Jt.-mptit1,n At the date of redemption there would be no

further nccn.tm Accrual took place It date of acquisition it could po!l.~bly

be Itfil.I«l tlUtt a furthe' 1l.fl1(lunt should be includ<etJ in the huldd5 gro~..

mcorne u it had been received by him However. ACC'1.Ull of Ihe debt

would hive utken ~ at datte of ACquisition It wu vtlllued at It, present

\aUu,e Therelbre. I further receipt would constitute doobl:e J1XItion

Th:em'ore. on the authority or ~ and P~~·.I~SWm. o.~ could

qu:e t111t tM holder should not have*" tllXl\ble on any pen of the fice

VlliLueof tl'W instrument at redemption date

However. aMlmin¥ there is lin accrual Itt the dtte of ttCf.tuwtion. the

proviso to the definition of j!'OS$ iJ'\Comein the In1.:ofl'teTII.'<Act hIlS the

Itff'ect ofdcwns the full redemption proceeds of the bond to have aOCNtJ

to the hoidtr Itt the dlte ofacquisitior.

Thus.. wume thlt A lends B RI00 for a period of live ~rs and thltt

intnat is cl~le at a simple interest rare of I~%per annum In t.his

situation A will include R 1~ in his irass income in IXlch year whith the

capital rem&ins UU{$lllndins 11B were to issue A with II deep discount

bond with a face value of R 100 for R2~. the ~tualion will be dil1"~nl A

will immediately PlY B the sum of R2~ On redemptk1n date U will ply A

the sum of R I00 Applying the principles l~id down in l.il~. and

e~iik.·l_StQm and the proviso 11.) the detlniti~.)n of woss income in the



due and pavable after. say. ten years. then on the dale of acquisition. the

nomin!l.l value of the debt \.\-;11he deemed to have accrued to the person

This will apply norwithstwdil1i the fact tl'l1lt. 11 the datie of acqUisition.

tllkil1i into account the eff'eCt ofin&tion on the vwe ofthe debt. the vwe

of the right may be considembly less ttmn the face value ofthe debt

C"l the beis of the decisions in I..mamn an\! p~'s Stom. if a deep

ditcount bood IS a~luired at a discount and the bond is redeemuble after

five ycHIrS. it can be arsued thlt the full redemption proceeda of the bond

I\ecli.le to the person who aequira it aI lhe datte of its acqUisition

In the ~nce of the proviso to. the definition ofsross income deem.ins the

face value of II debt to have scerued to Ii taxpayer in circumatll.!'lCesset out

above. it could be ClriUed that the redemption proceeds af II deep discount

bond, in llfi''OCt. constitute a debt wd the val'l.l~ of the d&bt should be

includ~d in the hotdsr's sroas income in etlch year of lISSesament priOt to.

redemption of the bo'nd In each yetIl' lhe debt could bt valued Itt its

pment vruue Effectively. the hold~ could l'l1lve IUtd nnnu,u ItCCNals to

include in his sross incol'l'le

On the other hand. it could be argued that accrual took pln<."Cwh~ the

bond WQS 8(.,'C!uiredby the holder At that st•. the debt would have been

valued i1 its present value As no subsequent accruals took place. there

!l'lOuld therefore be no further amounts i.cluded in the holder's gross



'Provided that where during any year of assessment the taxpayer h&s

become entitled to any amount which is payable on il date or dale5

litllin~ alief the last clay of su<:r. year. there shall be deemed to have

accrued to him duri11i such;'eeI!·

(tI) if the la.~payer 11111on Of bellwe 23 May 1m s.ubmittoo i return of

income drawn on the basis that the present value of sud1 amount hIS

accrued .0 him duri11i su~h year. the present value of such amount, or

(b) in iU'ly other cue. such amount

Provided further that where the provision of p&.nIilllph (o) of the {irat

proviso ill applicable. there shall be deemed to have accrued to the

tax.pttyer during any subsequent year of IUIsmment in which he reeei ....

such amount or un)' portion thereof. II sum equttl to the difference

between such lUTIO\.U1t or portion thereof tmd the present value of such

lI.I'l1Ountor portion thereof so deemed to have accrued to him durilii

the fl~tnwfl!inned year of a$.~ent .

The proviso has retroactive effect in circum&tltl1ce5in which the tll\nsitionnl

provision does not apply In addition. the combination of the decision in

p_~~'s_SlQre\l and the enacting of the proviso to the ,Jel1nition of gross

income has I11d the ettt:ct of cresnng a most unfbrtunate situation If a

person acquires Ii rigln ttl I claim a~inst a third panv 1'00 such right is only



'Provided lhat where during any vear of as....essment the taxpaver hu

become entitled 10 any amount which is pavable on a dale 111' dates

fltlling after the last day of such year there ~1'11\1lbe deemed to have

accrued to him during such year -

(el) if the taxpaver has on or before 23 May 1990 submitted a return of

income drawn on the buis lhat the present value of such amount I'WI

accrued to him during such year. the present value OfSl.lCh amounr. or

(h) in W'ly other case, such amount

Provided !urther that where the provision of piIlllil1tph (a) of the first

proviso is applicable. th ..re shall be deemed to have 6lccrued to the

tJl..'tptlver ciUI ing any ·.ubsequent year of assessment in which he receives

stich MiOunt or Itny portion thereof a sLIm oqLIEU to the difference

between such 1l110Ullt or portion thereof Md the presel1t VEUue of sl.lch

IUTlOunl or portion thereof so deemed to have ACCrued to him during

the flrstmentioned year of assessment'

The proviso "as retroactive elfect in circumstances in which the tra.nsitionru

provision does not apply In addition, the combination of the decision in

e.~.'.$.~lQ~S and the enacting of the proviso to the definition of gross

income has had the el1bct of creating a most unfortunate situation If a

person acquires It right to a claim against Ii third partv and Stich right is only



There is another ar~ument iliUlimH the irnerpretation of accrue as meaning

'entitled 10' which is not referred to in the judgment in P~Jjle'~S.tQr~'1

Soenol1 24 relates to any agreement with another person in respect of any

property whereby the ownership of the properly passes from the taxpayer

to the other person Ut;".11 or after receipt by the taxpayer of the whole or (\

portion of the sale price ln these circumstances the whole of the sale price

is deemed to have accl'lied to the lll.xp.yer on the date 011which he entered

into the ~ment III The Commissioner 1I authorized to grant the

ulxPflyer a spet:ial allov<-n.n..-eW The interpretation of accrue IS mMns

'entitled to' creates III MOlnruy msofar M S 24 is concerned If accrue

metU1:Sth«lt to which a tlLxpayer is entitled, ..corual would take place when

the taxpayer signs the contract of sllle There would be no need for the

deemins provision in s 24 loLl

It is unfortunate that the Ap:peUtte Division interpreted 'accrued to' as

1''letU1in~ 'to be entitled' A.s it ill a decision of the highest court in the

country it must be accepted that this interpretation is now the law Md Ih&'1

the dispute (\5 to the tneMil1j of 'accrued to' hM now been finally

resolved l~·l

The legislature then proceeded to £lct with seemingly undue Iitlste to create

M imbalance in the I.:flect of the court's decision A proviso was added to

the definition olgross income in s I of the Income Tax Act I!I

~I



There is another argument a~ins[ the interpn..tation of accrue as meaning

'entitled to' which is not referred LO in the judgment in Pr:Qp~e';\ SIQll'$

Section 24 relate1i to any agreernen: with another per!Wl1in respect of any

property whereby the ownership of the propenv passes from the taxpayer

to the other person upon or after receipt by the taxpayer of the whole or !l

portion of tile sale price 111 these circum."1ances the whole of the we price

is deemed to have accrued to the ttL-,<.paytron the dare on which he entered

into the agreern~[ m The Commissioner is IlUthorized to grunt the

ta.xpayer a spe>.:ial allowance W The interpretation of lICCrUe Il'l meaning

'entided to' creates an anomaly insoti.r as !I 24 ill coaeerned If IIccnle

m.:ltl'lS thftt to which II ta.xpayer is entitled, &eeT1.lal \'I,)uld take place when

the t!lXpayer si1f.l1sthe contract of we There would be no need for the

deeming provislon in s 24 w

it is unforturutte that the Appellll.te Division interpreted 'accrued to' lIS

meanil'li 'to be entitled' ;.\s it ill a decision of the 1i~heslcourt in the

country it must be accepted thllt this interpretation IS l'OW the law lind that

tht!l dispute lUI 10 the metUtins of 'accrued to' hIlS now been finally

resolved IN

The legislature then proceeded to tct with seemittiJy undue haste to create

an imbalance in the eft",,: of the court's decision A proviso W!I! Idded to

the definitlon nfgrus:-. income in s I of the Income TfL.,,\Act I:~

~l



apply an uitl.'OlailW method i~!l1\l:lIl1llhc r:,"'planatlll), Memonmdl.lm 1'1 In

till! example a dealer 111 financial instruments purchases an instrumenl tor

H,420 000 on 'I Jut" i'I<}~ The inSmHn~.'ntill redeemed tl)r R.I 000 000

pavable at till! end or Jul~ rile lit\pllyer ~1I!i 11 instrument on 20

rr--~'_'_''''
j

280 ()OO

1100000

The Yield to maturitv is I·~,I) I "(t.jU" nsstlll1111!l an annuall\:cruw period



Secuon ::-IJ( ~\) 1.'\1\1.'1 ... Ihl.' ...IlUilll{1!l III \\hu.:h it person holds an income

Illstnlt.·CIl! \\ hich wa ... IS"UI.'tJ on (11 before I ~ Vlafch 1l)<J~ and was

unredeemed rm 14 tvlan:h 1\N~ In this situation s 24J applies to all accrual

I'>t:rioali from 11)1,,'dare "I' the holder ...'lI:qui!'lition of the instrument until I ~

March I\}{)~ The e\ccss ot' all il\,'I.'t1.1U1 amourus over any intc.'festreceived

by or accrued to the holder during this period III respect of the instrumem is

deemed III haw accrued tll Ihe htlldt.·l m the 'rear ofllSSessment in which he

mmsJers or redeems it nu!'! pill' I,ion dl~" nol applv in the else in wN-ch.

prior to ~ Jul, 1l)1.)(l the hllldt.·l 11.1' been assessed to tax in respect of

mterest relating to tbe mslnltlll.'1l1

Where it h\IIJcl make ... ,I prutit 011 the sale tl( redemption llf an

m-numem. the adlu,It:t! gam I, deemed III Ilene accrued to him in the yellf

of t1~\!l>!'>lI~nlI'" rh~ adJul>h.-d l<I'llll Irorn the h''llder's perspective l!i

calculated bv L\ddinll rbe transfer or redemption proceeds to iIfly payments

III respect or the instrul1ll.'!1l 1\,'1.:\:1\I...d 1'1\ till.' holder in the relevant IC~n1al

p~riod Ibere i- deduct ..-d trom thi' -um. \\h\!r~ tbe holder did nvt l1.ppb

the iLllen1tlti\\! method. lht: ad.ll1~t.-dHlItud aml.lUnt rellti~ to the instl'ument

and un)' pavments tl1tlde b.. tl~' holde·( 111 terms of the il1$lrumetll by the

huldt.·l dUlt!l!:o(lhl.' u...,,·ltldll)l,,·!Hl\! \v1I,,·I!.: Ih ..• holder applied .Ul wlt:rtlll.ti,e

method III 1dill 1\ III III lit ..• 11I!\lIulllI:ll1 Ih"'I\: I, deducted from thlli ~'lIn til ..

IIlIlIal aUltlluli. ,Ill illlll)unls d\,·h:nnllh.·\1 111accordance ,\ ith the wtt:lIU1th e

n~·thtl(1 "'""tt and al\\ Pil\11Wm, made b, Ilw holder It! terms of 111<.'

..
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Explanatorv Memerandum three alternative methods are referred 10

These are those based (In the v. eighted (lUtstaooing ClIpital and interest and

on a straight·line ~preooinll of intt.~esl and lilal calculated by applyint4 the

.A I . . 1.... I ,.,7rl\I~' UIJI.1insta Int'nls 1MIcnllll n' h~ re ~'\anllgr~ment

An example on the accrual of interest is given in the Expianatory

MemJrandum which will be di5CUSseci Wi it !jives one a better

undcr~lilndinll of'tbe appticatLm oft~ Ilmnula cuntained in s 2M ,.,. In the

orRl 200 000 Interm at 3t·o of the Ii«value is receivable at six-monthly

in the table below

Month R

31 December (8800

0(0)

! lo Jurn: 1996
I

r-:.----------. ~-~---+----------I
.' I [k"el11t~r .\O(J000

f--- -····-·-'-'·~-·..--···~··T·'-·-··-·""-'-~---
'I D~'I.·lllh~·1 I II) '00

I\)4)7 I 000 I
-=-·~~_-=i.24': IXXl ~

"0

ioo OO()



mstrumen: must be i":o>lll.'ti \)1 acquired at it discount or premium. or it

should bear deferred lilt :f~''it In the case of any company. an income

instrument means any jn~trumerlt If.' I:x"unpk-s of income irt~trument!i held

h\ persons other than companies that are given in the Explanatof\

\'it:morandl.lm are suvings and call ilC· lUnt!i. I},oo deposits oot exceedlrti

one yw and fixed deposits exceedin8 cne year when: the interest IS set at a

fixed rute and is l)4lidannually I~

Having Ctmsi<ll:Tedthe i~ aritiintC from tht 1brmu1u. it is now

necesSlry to consider the application of the fOrmula to the holder of an

mstrummt There is deemed to have accrued to the holder an amount of

int~ There are ('\O ba~ thr calculatintC the interest that is deemed to

have accrued to the holder Tht llrlW:ba5i5 is to determine the sum of the

&\,CCru&!IIl11OUfl·tsin respect of all accrual periods tilllil'li within the ytU of

l1iSessment ntis Ippli~ not only to complete accnlal perioclJ. bul alle to

M~ part of an 1Ii1.'Cru.tJ period 18l!.ni in the year of lUI.S~t The IICCNl\l

MlOI..tnb are determined by app1vinilotlw tbmula The ~lnd bMis ill to

calculate the interest by applY1f1t&an tUtemltfive method I(,~ The meanili8 of

altffiVtthe method is defined It I~ a method of calCIJI.llt1tli interest in

n:lluol\ 10 anv ~la);l1ot' msuument It mUl\t. bov..ever. conform "IIll

l't.'flC:ntlh accepted 11"ol.ll\{mlll'ra~tu.:~ ~ conSistently a~ioo in re~pcct of

all tflltrunlents for III firuttlClll reptlrting purpo~ and the mull in mp«t

of Ibe aC~nJaJ (lfincl.lnw ru~d tlw incumntl of expenditure 5l'\l.lUld not ditlt.'f

l1\a!erudlv from that II:Mlltlll~ from an applicauorl of the fiJrmuli I...• In the

hi



with some iustiflcarion that certain types \If short-rerm redeemable

preference shares ~hoold be included in the definition of instrument as such

tv~ of shares have certain right~ that are similar to those relating to

certiun types of htHlds Converselv. bonds which are convertible into

shares lII'e covered by the leaislation 'nit: values of these types 001' bonds

vary in relation to the price of the IIS$OCUl:ted shares It could. therefore. be

argued that these types of bonds siMlld not be covered by this ~qpsla1ion

lUi th~ Ire ~rnilar to tbe associated shares and should not be treated

differently. A similar tlIjUmlefll ct.)l.lldbe ad....anced in raped of bonc.. 'l

are linked 10 an ofliciaU price index It is submitted that the definition of

inlllrument does not 111<:11.l<ledmvatlves such as options. warrants Md

. futures TI'J.ereeson lOr this il; thllt lin instrument is defined n.s lIny tbrm of

intem:t ..beeuil1i 1IITII1'Ivement It is suhmitted that derivatives de nOl

constitute intemt-beruil1i aI1'II.I1iemenl5 For c,"<.an"l:pie.a.n option in It

f\OOl'Icill instrument is II n3l'\1 to buy or seU the if\$trument IU It certain price

~;thin It tie,lined period It clearly doet not COI1ititute an intemt ..bearilii

IrrlUli~m1t

111....llitl ~miMd Il~ oefinitl~m of aJl inslru~nt il is now p<}S$ibl~ to

cOm!der the n~ning of all income Il\stn.m'\el'lt It w11lbe recWl«I that the

Ihnuula in terms of Ii 24J only appti~ to it Iltlider of an inltrument where

Ihe instrument invol ....ed IS In income Instrument An income Instrument in

the ca~ of am ~1S(m nlht:1 than it company l'!l an in!itrum~t wbere itl\

term Will or II " likch wilt evceed a penod of 011<: war In addnion, Ihe



accrual periods and um othet pavment» made bv the holder In previous

accrual periods It-'S!;uny payments receiv ed by him in respect of the

. '~'iInstrument

Ibrrnula When considerif'il' the position of It non-corporare holder. the

tormula only applJe!l to income instruments '"'' An income imstrument is

defined as a certain type of inlUrument Betbre examirunS the type of

The instrument must have been iDIJ~d IUter I=' MtIl'Ch IW5. or on or

~f(.}re dun date and traU'1sferroo on or aller IQ July lQ9S. or. insofar ti it

reiltes ttl itl! holder. i!l&u,,'Cinnor before I~ Marth and ~Ilndeemed on 1·1

1\'(!IJ'ch IQ9~ An instrument includes stlx:ks. bonds, debentures. billli,

prllmioory notes.certificates Bllldsimilar arranlit:menl! If inctuda VariOUIi

~mentl Where there III a ri1(ht 10 ~ve interest or II!! obliplion to

pay inte~ in terms of such an in:.trument and the right or ():bliption ii

IIblnJlllCnt Tbere is exdudl.'d trom the definitlun of' instrument a leu:



There arc certain rircumstances ill which the yield to maturity should be

recalculatec or redetermined Where the instrument i~linked to it variable

mte of interest. the rate ofcnmpound interest is calculated in respect of till"

IlIte applieabte when tilt: compound inteT'e$l is calculated This rale applies

in calcLiUttinl,i 1Iffi()ullh. fl.'\:et\"atbte aller the date wl1e'n the calculation is

made I" If the variable rate chtlJ'lges. the rate of compound interest ITU.llt be

redetermined In redeterminil1j the rate of compound interest. reference

mU!t be mId'!: to the adjusted initial ifllOUJ11 i! the end of the previous

accrual period Of yelf of weume!1! In addition. the vll'iabl,e rite 11 the

date of redet~rmimttion ITU.lst he used I~ The L,<pinnctto.f tvlemol1lJ'ldum

Jives. as an a."Ulmple or such IU1 instrument, one that is linked to t\

commercial bank's prime rae or the consumer price index I~ Where the

terms and conditions of an ini>trument are vttried lind thi! results in Ii chttflSe

in the rate of compound interest rehttilli to the instrument the compound

interest n1l.J:;tbe recletennined Whet\! there is a variation or alterltion of

the riaI'lts or mtr:t'e!ts of a rn.llder in respect of the instrument. the rate of

compound ,nt~rest relatin" to the instrument must be redetemrined '" An

c,"«\.fl'l'plelIJ.hen in the Expltll'UllOf)' t\ kmonmdum is where the terma of the

instrument provide Ih, an early repu\lllenl of'a portion of'ihe debl"·

The third Il\SUt: an. 1fl!!l Irom the liml\ula is the fllelninl' of the adjusted

initial amount Inl>ul;1I liS it holder I~ l.'OI'K:t.'f1~'CI.it is the sum ~)fthrt: IWI,' or

transfer PIII.'I,·, as the I.'a:-.c!lUl" b\., the accrual amounts from previous



This formula raises a number of issues which must be clarified at the outset

FIrst. it is clear that accrual ts determined for all accrual period The accrual

periods applirnble to a I1nandal instrument must be applied con,istently

until the maturit; of the instrument There are two possible base'S for

determining $l.lChperiods, and in both CUe'S the period may not exceed 12

months. One is where the instrumem provides for reguLatr ps.yments at

equal intervals The accrual period will be the period between such

ptlyments I~l The other is the period eleeted by the holder or iHUer. II" the

case may be it is no'\ clear \A hat the position is where the iHlJef Md holder

elect different periods The use of'the word 'Of' seems to inciiCtUe tlUll it is

not possible for the parties to elect diflmnt periods The section does not

applN to provide tor the resolution of a dispute on this issu~ between the

pmtiu It would be appropritte for the SouthANn Revenue Service to

issue I PI'lI·ctieerote on this point The practice note could il1dj,atte thllt the

PIlrtj~ showd elect the period in writing. fltilil1i which. th~ period will be

t~ed M beil1i 12 months

Second. thfeyield to maturity IS comprehensi~ defined [t is the rate of

compo\.U'\d interest in I:ClA:haccrual period at which the present vllue of all

amounts I'e!.."elvl\hle under the instrument by the holder equall the iuue or

transfer price, i~ the \:i\\te may he 1'1 A holder ill defined lUI any person who

has become entitled 101m" income under the instnnnent If tht: inltlrument

provides that any inll.'ll:st b payabk' the person \\ ho is entitled :0 receive

payment is also regardt.'ti as a bolder I'.'

"e.



In order til consider the effect or s 24J in the context nf financial

diS\.'}I..lltingtnlnHctions. it is necessary to review the type of transaction

invol\'1.--d A l100ncial discol.lnlin~ transaction nl)fnWP involves a penon

issuing a bill. note or bond at a disccunt on its face value The instrument

is redeemable at a future date i\ further type of tnll1Stlction involves the

Sl !ooeql.lent sale or redemption of the instl'umel'lt When considering the

quution of 2I:Ccl'I.Il!lin I'l financial dis(...ounting tntnStlction. one is concerned

\-vith the posnion t't the person in whose hoods there will be a receipt or

accl'l.lru. II' the context of the tntrlsactions described above, there will be n

receipt or IICCl'l.lru in the hnnds of the person to whom the instrument is

iss\.led and any subsequent holder of [he instrument The receipt oj' !ICCl'l.UU

will nOIi\1llJly arise by virtue of the tact thIn the instrument will be sold or

redeemed.

The provisions of II 24J are filirly complicated Essentially. s 24J

I'eSl-lla,t~ inter IIUt. the calculation and accrunl of il'tterest Interest is

deflnoo u includit'\i the gross 1lm000Int of iuterest. related HnMee c~

discount or premium receivable II!\ N result of 81 11rmnciru Ilrrnl'\1lement ,.

The amount which accrues to tilt' h\)lder of II tinnncml instrument in an

ICCnuU period is determined by muhiplyil'\1l the yield to maturity by the

adjusted initiwlIJ11()1.lnl IN



accounted fo. on the date of the instrument's transfer Of maturity.

whichever is the earlier

It is theretore important to understand the positior; of accruel relating to

flnil.t'tcial disCOUl'lti:ng tI1U1Sactions both prior to and lifter the introduction of

s 24J It should also be appreciared that s 24J not only applies to the

aceruel of income bu; also to the inCl.lrrru of expenditure In this section

contiderntion will only be given to the questi,on of accrual of income. The

i!Sue of the incurral of expenditure will be discu!lsed in chapter 8 below

The retI,sons f'OI' the enactment of s 24J life set out in the ExplM!I.tory

Mernornndum on the Income Tax Bill. 199~ It is pointed out that the

issuil1i of financial instruments at a discount lLnd the structl.1rina of

contmets to provide fbr the det~t'l'al of intemt and lin&nceChqfi had

become popular. particullltly in the context of tax pl!IMing Thus. for

exrun}:»e. the holder1 of [1n.nciil instruments iuued lit 1\ discount a.ruued

that the discount or del:erred intet'e!lt only accrued to them IU the n1Ettunty

of the instrument The Minister of Fin&nce proposed in his budget speech

in IQQ~ tll!ll legislation would be introduced in terms of' which lin ilCcrual

bt\q~!:would be recognized Thus. interest. discounts and premiums would

IIccrue on a day.ta-day buis lor lax PUl"pOSClI 14tl Section 24J is the result

of'these pronouncements I he Fxplllll!llory Memorandum t:mphasile!l that

s 24J does nut interfere with t'enerll tax principles such as source or the

capital Of revenue nature of such pwths H1



Income Tax A~I 21 of 199~ and apart from the circumstances set out

above. II :4J did not an~'I:!instruments issued on or before 15 March IQQ~

However. in his budget speech of 1996. the Minister of Flnance announced

a lilrthel' amendment It) these transitionll1 provisions Details of these

an1e11dmentsare contained iii section ~ J I 5 of the Budget Review issued

by the Department of Finance on 13 March 1996. The amendmera which

WtIS prcposed applied 11 24J to 1111 instl'Ume11ts issued on OJ' before 15

March 1995 and which were unredeemed on 14 :vlar( h 1996 This

amendment WIIS elfected by !I 14( 1)(J) of AI.. .10 1'1' '9"10 Thus S 24)

applies to inst.n.lments whi..:h were excluded from s 2Q·~by virtue of the f\.ct

that they were issued on CII' before (~ rvlarch 1995 and l'ltlrInot been varied

or tmm.ferred after thaI date Section 24J does not apply to instn.lments

which had been iss1.led on or before 1~ March 1995 Md which had not

been varied or tnuw'erred after [hnt date and which were no lonier in

exlst~'\Ceon 13 March JQ96 TIle application of retrospective legislation to

these instrumt'nts is unlortuNne and govemrnent should be discourtlied

Iton, continuins this practice

Spec.!,l provuions will apl>iy 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 dil1erence bet\', een all amounts wnieh have accrued

for tax purposes and the smount which would bave accrued until I >~ March

I99C>.had the proposed measnres been applicable. will. for lax purposes, be



The !ir>;!issue is \\ berber (It'IC basis 01 caiculaliuf' is acceptable m ..01.'

circurnstauces and not a",<.:cplablein otber circumxarces If one has r(..gard

to the examplc above, the slruj~h!·lint: basi .. of vf!1uali{)f\ was !lut

I~ceplahle to the C'nmmiSSlOlltf al the war eod as discussed in the

l.xplanah}!-Y Menltlrandultl In the e\ample gM.*[1 in the Expiulliltury

Mernorandurn. the year ended at the end of the third In()nth AI that JUlie

the v1lrialioo ¥\-1tllthe yield to maturity bail! Will ·109% If the year hsd

ended It the end of the first In(lrrth. the \ariltkm would have been -6()0"

Tbc qu~u(m 1'Iri~ v. hether. in tl'!eSe cin:umstaoce5. the Itrniihl ·line haill

would have been acceptabtt: h. this reptd, it !Shouldbe ooterillUlt. in th'

example Biven in tlw HxplAl'UUt1ry~vlenlorandum. the Wlftshted capitll

metbod WI.'" ~ceptablc to tbe rnmmi~{)nCf '\i the t:nd of the thin!

month the \nr'.ttk.:c 01'111(: V.Clghl(,.>d C~pitlJ method Will 4~""

The St,.'\:uoo iuu<: IhUoW5 on lfi>rn the r~ Issue If ~lfWhu ~ to the

w~Hltted capitl1 method in the Ibme t:Xantple. it will be noted tlUlt. 1ptU1

!hml the l.ut momh, II~ variation \\all between 2~'" and .1~O. (,leul) If

4~1)" "I,as it(;c..."tab!e ttl tI~ ('ommiuion;."I'. the luwer pet'<.'eI1tl¥1! ..arialKM'lS

v.c:re allK' acct.'ptable 110\\\:\(,."1'. 11 i" nut ..:It:Uf huw hil\lh !m.. ~rc~lalile
\unati~1I\ ,Ilt'l\dd 1'1\:I~h)r\.' 1I1\1,'I,:\lll\\.· .. ul\al.·~I:plahk·

Ibe txlllltll Iitht'\l III Ih'l: tv." l)lliUCll discussed alx)\c are n:info'Tc·ed wben

~mc considers It limhcr example '\lI!Kmk: thAt i\ I~·\'car bond III 1!l.'iU\.~



II IS SUUOO in II~ Explanatllf\' Mefl'lorandurn thai the wt.'1(1.hted capital

nlt!'tht'ld and !he cakubtlHIl (" .tppl\in~ the rate and Instalments in leon!> or

the a~n.~'tl~t om:lk.A.'CpIllhk: it!>n~II'k'ld!> uf calt:ulaH\lIt However, it ISalso

Mated ~ha[ the strai~t.llf~ m<."tIl('Iduf caK:ula.lum lli nut K'Ceptable I~~nle
ilUlhority tbr thii s.iltement is. presumlbt\,. contalned in the definition oftht-

altt:rn&tive n"lerhud in !i ~4J( 1) oft~ lnrome Tax Act P8J'88f'aph ("1 uf the

deHnitkll1 stipulates thaI the melhud shc.)U1d iChi~'e I result in rNtKm to

the tlmi~ of the It!.:1.:rual and the ,"curra! of im~ that doet not clifler

Iliptiatntly {tom the yi~.Jto maturity ba1il1 (If atkulation It i5 l'ftJ*.'tluUy

!i<l.lbrniuedthat this delinitkm j" nl.lt ~fikit.""tly ck:&r PlU'tIiI"Ilph (, ) of lhe

dcttmtKlI1 ofaltcmati ..~ mrc:lhc.>dstipulates thaI the retUlt orlln ~ti\)tl of

r1j altlm"lltli-.e mdhud IIhoukl not 'dilit."f' !IIif!iflcantty· Irom that achie'Y'ed by

applyil1i the yie:j to maturity basis of valuation It ili not <.1_ ItS to whIt

\l.ould c()n5tirutc " sipl CIJ1I djtl~ In the exampl,e 1ft out alx,\,¢.

\l.tu<:h ill ~\en If\ lhe Exp,ctnatol"v Mef11()randum. it \\<111be noted that itpart

frOm the !oi:(th mc,mth, the cumuUtu\'t percent. \wtioJ'l with the yield to

maturity bU. Ill' calculauon \&nOOlrnm -6()II" to .I()QI'. On tM buili \)1'

the: cummenb in lhe hplanatul\ \h.'tl'lorandultt. t~ mnUl,lht·li~ ~Ii ill

not a,~-eptable to lhe: S\lUth Athcan R~H'llUC S~I\.~ In tJ~ :', ,inioo uftbe

(\mmllui~lm:r, lhe~ p!:fCt.'tlht~e \anutionll dearh cUfl'luilute ~8niJicant

difl~'IC~ hllhe rfsuhslt,chlc\\-d bv applvin!l the: YIeld to ",all!rit~ baai!l uf



IMonth IArtual ,

I i It----t () I

'Wellhttd

17 -41

.,.. (I l~ ·Jb

o

I 0 I 1.2
1---4--...·-U-+~·~--I.)----+--.2....2----t

-"2-

·30

~----r----~~---------+--------o 0 0

\'VC'tghted ! S(,I"Rlgllt-

1--_--I__ -+__ r_n....p~Jtl-d_ I "~_tle_-I
o 2~ -r-- "V\I

\IOfll.b ! Ac(tlnl

-----~---_+----------~--------1.2 0 40 .~

o ·lOQ

---"-r--'-'·1 I) 40 .\)8
I I

h-"t'o'--"l~ ·ul

I h I (I i I) 0
l~=,_~_.~~."""..,.->.,_,.~....-~.•..L__'.'_. ... ,



;\,1Q,I'U hly r "c 'um;;blti;'f 'l
! I
l I

1tl't'I'tull . Itc-cl·tutl I

8t>J4

I

~

~

' -I ' 1«) t4 .14~,18

4, 1,' ';;'-.,- ,-+------40" ,.. ·n1.72

l

N.'



~. .,~~.

I .l I -tU lOot

.t 1 ·un 70

~ ! ~18 3~
~.,,~- --

(1 ~lg 0

~18 ~18

HI



In conllidc:ri!1fit thl~ lable, it 1)1 appmpnlllt: ttl examine the alternative

llle'tl'l<lds tlt\;akulaliulllhc accluals in llUIIC d\.~ail

!ullowinr. Ihnnula

rutili Innn! hh halanc\.~

iVIO.flth ('II.I):lt Pnymt IntQl'es I3t!r.ne

nl nt e

10000 17~3 14,6 8393
... 83'),1 17~l 123 6702-
.J o7b2 17~3 99 ~IOQ

'"
~I01 17~.1 7~ .'431

~ 142M 17~3 ~O I72S

"-- ......(, 17:~ 17~,' 2~ 0

L.M_'.,~._,



!Will nf RIO 000 on J 1May Il)(1~ al an interest rate of 17.~~~'oper annum

The kl&fl1i\tU~1 providt,,, that the IUln is repayable 'Within ~x mOtl!ils

out in the ttlbt.: bekl'W

1996 Your (R)1995 Yenr (R)Metll:od

(n) \,\1~tghted enpltnl 412.90 105.10

Ditr~ to Ytrv'l 45.0.1 (45.03)

8.7%

DHf~e{oYtM IOS.S?( 108.87)

Oi~u'otlr 21.0'0(21.1)10)

I~O.IO(c) CnlculatGd

~----~~--------.--+-----------~-----------.--Difference to '(Itvl 0,03 (0,0.1)

~ (d) VI~:::IU~-'-'\~b--"1'-87--+---I-~(-I.-IJ--1
(\'(:\1) ;

I
t



\\ illupply in dr:tt:rmlllm~ tht: market Htltle of the instmments The election

~hallnul 11.1"1.' 1.'11l,'\:1Ullll.'~S tbe Conumssioner has. subject to any conditions

thatt he mi~hl impose. approved of till: methudolullS and the IllanneT in

WM:h the market value uf the insln.lIl"'-'flts is taken into eccount in

the com'PiUlY III respe<:t of all ~ud! lIlstnunents dllri~ the year of

n~nt in which the election lakes effect and in allsubseqwmt yean of

The C'ommiuioner ma~'

withdraw Iiil approval if il wa!! ubumled by ltaud or as 6t resull of a

mi!arepresentntion or failure In disclose a material tact by the com~' The

company no IOI1iJ\'M" complies with the provision! of s 24J(9) the approval

compMy's taxable income in respect uf all lltIch instrument!! hekl and not

disposed of or not redeemed by it III the end of !!Uchyw of I~melil It

Is rlel,:esSIl'\ to take into account mlr:n..'slwhich would have been tlllen into

a!l,.~ment In addition, account must be Utkt:t1 of any income included m

I . ' I' II't It: compallY S~mss mcome IIIpnor vears 0 assessment .



Notes

R~t)()()()(I\O.I(,·(R"t)()()()(),().I'\ 112}

~ (( R"()() (lOll' R7~ 000 J , (l.I') , R62('0

.l (R~OU000 • Rlhl .2~o. RH,I 2"0),, o.rs

·1 (R~OOOOO ~ R2Jb2~O-RI()12~O)xO.I~

~ (R~OO 000 • R.'22 ~O(l. RI61 2~O) x O.I~

TIle tOlall!1~crual is. Iherel{lf'c. R421 ()87

Where there ill more than one rnJldt"f of an instrument. one mu!l>1exclude all

amounts receivabte by other hulders or the instrument when calcutntins the

C1.Ccn.W smoum of the holder i" \\.here the h\)lder of an instrument is

emided to any imen:!>l ill temls or the instn.unent and. lit tl11:1IIm1! time. is

also liable to pay interest in terms or the inltrun1e'l'lt. he \.\~llno'! be II holder

and ill\Uer of' the instnm~'tll at the same lime if the interest receivable by

him eX~!l the inlm'S! pay®le l'Iy him. Itt: will be revttrded b the holder

of the in51.l"llmenf COI1V1'.'f1l~Y. if the intemt payable by him exceeds the

interest ~\'abte by lsm in respect {1f the inlttrument. he will be ~lU'ded

a~the is!>utr I',.

A <."Jmpany \lvl~ll:ie busincsli <.'nllsi"h of dcalinj in iMln..tments mayeIet't a

ditH:renl ht!sis for it IV be taxed on Its mterest 11' The huh on which the

~ompat\\ \\1111)1.'luwd ,\111be 1\1 appl\ ;I lIuukt:t valuation in respect of'the

hl!ltnlll\t.·nt!l I', lhe 1:11111pall\ must l1lilkl.·til!.' election in w tili!!j and must

~Ubl1111 U slUll:llll:ttt !>oClllllt( nut III •.letail the melhuuukljY thai the <.'umpan~
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arc materiallv altered allt.'1 that date [he mstrument is deemed 10 have been

ISliltt'l.l after tlliu dalt.' In lht.'!¥\.·cucumsranccs. the provisions of s 24j apply

III the msuumcn: from Ill,,' date 01' the extension or variation or the

I',1ll:-.ll1tIHt.'nt \11 evample or all extension of a term is given in the

Fxplanalnr.. Memorandum "~I lhe importance orthis provision has mostlv

tallen a\\a~ wuh the nuruster ...announcement 1l111~ budget speech of 11)')(,

\\ ilh regard to the introduction Ill' retroacuve legislation concerning the

commencement of til<: application or ...::.1.] and the enactment of s 14 of the

Income Tax Act 3(>of 19% '" Section 24J( 5A) provides that any smoum

\..hlch has been deemed 10 h(\\ c accrued to a person in t~m1S of s 24J shall

nut be included m the ItlClllllC of thar person more than once as a result or
an application of s 24J

In the example, it is assume..! !!\4t the taxpayer lends R500 000 to another

1995, and tllf.: capnal bCtUS lIlIen:!'>l at all lIImuaJ rate of 15°0 The interest

is to be capitali/t.'(i and the capital and interest are repayable on 28 Februury

"epaym~1 date

(I) 2\) l-ebruarv 2()OO. but \1\1: ,\I,'I.'IUt.:d mterest will ~.LI be pttyable 011 2M

l-ebruerv 1\)1.)7 the taxpayer's IinUlll.'1U I ~ear end is er tl.e end or Februarv



lhe adjusted gain is cakulated m the table "1.'10111 ht:l\l\\

F--r::\;c;.u~l-TI·-·----·r"\IM---
i I (I{) \(oll' ,(I{)

\ : t

Jul IT77:'I-t~ -'--1 ()~7 "::4
I I

(j,lIin
l

Nole I
j

~-------+--------~----~------+-----~----~---.--4218 -I20 Sep 19558

Noll:'
I

hitt
IWo

"l..

l'I\){)6 i I I____ ........ __L J_ __ ....._ --a. ...._._

R'>20 ()OU x 0.1-191 ~64

2 R9~7 224 x O.14915{)ol x 50,3l15

3 RQ:O 000 ~ R U7 22.;1· R 100000

The adiustoo ).Lainin the example is R4 ~ 18

of s 24J( h till: holder i:- 1M al">\l taxable 011 the Hllercst nelu.ally reeeiv ed

b, him III term... llf Ihl.' in ...trumcn; !'" \\ here the term llf an instrument

'1



lit III burden their all.~lI."l.lrs ....ith these complil,·~h.'d pnwisinos II wuuld

h., \I,' been mort' appmpnllte 10 apply the Pfll\hl\fl~ ut' " ~.1J to Ct)mpanielt

and mdhidual .. with lar!,e h<»dintls .. locmnc mslft, '':11,'' Thus, .. ~4J

~lUkI 1\1.1\ apply to hOlck-rsof itl\:umc: mstrumenb below II ccruun value

Thi. would hive the elf~t of reduCtng the I1Ufnber of tlXpayers affected by

i 24J

If one appIi~ the Ilnalym!l of [he financi&l c:lfectl of the yield to maturity

return to J 24J, it hi clear d'llt in the C8!Ot: of a zen} coupon bond. the elf«t

ofthis M~S of yield 15 fh41 the yield ill in fact ~ter than the fk.m1inal yield

It j" the revised yield to matunt\ The eflect ofULxing discounts on tl~ buis

of the yield to maturity is 1110,":punitive than II simple inttl'e!tl buis sud1 u

the ~m~e yield to mtttcrity buill whicll is the IIU'I'le IS the intemt1l rate of

return

nw ntl'k:f Mx")h:m \\1111 !it 24J InllOiir U 1t atfet.1, discoulltl. parti<.'lJlarly

1<'1'0 CUIJ!)un bondl. is that il\\.'tmle {LX 111rayi!hte durintllh'C lif" 1.1ftl~ ~md

\\MrCl15 lhe notiunal ioconte in t"~t (If whkh the tM j, payablf is only

r«et\ ed when the lxll.:-I l1lalUI~' In \'It 1m \l.tlrd,., ;a,x ''I payal* in f$J.'\eI.'1

of ¥tUSll locunw \\ ltich has no! yt:t b-'Zfl received Thu~ as staled 1Iix', e.

tbe etlect uf s 2·U 111it~n cUI.lJ)l.'nbond!ll~ ttl n~e t~ k:u attracthto 10

1Il\t:stors ,\11U are subtt,'f:' h) l1urnWla\ t his WIlL P~l1lIbty, dlS<:()UnU~t

II",' Il\l\tll: \t{ 'll~h htlftU:\ ulll"'M, t)thcl t~lot' U\JI\l.t.'1101hIht.~ ti!il.'l.l

dl\U(J\ IUllllll\"l\

'I"



However. the w()rdin~ or the 1qJ.'-.lation is no! dear, pal1kularlv with

r~d to when \111e can I1ppl\ alternative ba~~ of cakulaltOtl. and w~ an

alternative basil! of ca!culatiOtl is acc.eptlb~ Sectklt1 24J Itppl~ III income

il'l$trumenis IS Qe>finrd It t.k~ n('lt apply to ~ It ill allliuab1e whether

this limitation ill appropriate In thi, resard, it is ar~ that certain types

of~.' e preference shareli w'lUld be Included in 24J and thal certain

t\-peIi\ of equity Imked bonds wlUld be ~duded !tom thill leCtion The

pro\i~m:l contained in " 24J would not Inhibtt the clt:\ejopmet11 of I $trips

lnarkt.'t in ~lt$ A $trips market ena~ the ril,ihts to internt pa~lI to

be traded ~[ely !tom the l.mderlyiny gilt or Ixlnd 1"1 The reason for

this is that the calculation of ll~ accrued art'I()UI1lt tWtOlTMtl.ically takes into

leeount the fuel whether or not inlem( is paid In addition. if an

inatrummt ill acquired V.1tl'klUf rllloitll to interest, it ...vitl be llaJuir«i lit II

dil(.'OU1lt or 'til redernptkm price In till, ~. the cllleultttlun of the

llCCtiJAll \.!till take into accou.m tm: liet urIne acquisition at I ditCouni

The ap¢ution ~)f~24J IlJ individual! I. questkmcblc The ~.ion i$

com;>liaued Md it is fSlJbtTttued that it I1wkl a~y to cornpti'Uft and to

incliviCWlls'h1th substttrtdttl int~ and tradirli profit!! wna !Tom holdina

income inltnunenu The I'a$t)ft"l f()f lhia :submission IU'e thll individuals

\.\,11 he\,' to ,waUl Ihem~cI\lt:Sof Pfotfts.tonl1 UlIiatanct in caJcuUttil18 tllI9ir

• ..:t:ru&ll' and allmll'lf!l ttl th~ Iltpartmc:-nt of IrUand RI."\'cnu~ will ~

required to have detailed kno\'.kld~c of theM- prll\1NtW All It h•• been

reported hI, the KIll (\ I, nlls~nn that ll~ " a ,",til. cri!il!i Ilt t~

d''Pal'tlllent. IllS nut d~.'(u \\11\ II:\' ,"lUIIl Ath<:ttn R,"Ctlut SCf\IC~!:tas ~11



lhis prOViliO III that when: a taxpaye-r M'i bKome rmtided to an amount

wruch is pavahle tm &l date talling aner the end of the year of ~ in

il~loft owen amount !!oo ~led to have accn~ to him in !lU\:h \Uf of

I~l n~entttlenwnt tC$'l appl~ to both the ITIanin» of IlCCl'Ue and

Il~afbreuid p!\.1\1~)

III dettmrnnmll \,lwther the rnatunty \aH...e acc~ to the hoider ofa fXltt·

diued bill. rule Of bond .t the alit: of Itl I~. OIWmu. ucenam when dw

~ ~'COmft et1Ht*l to sucb pruceecl.

On Il~ bi'lis l,f reciprucaJ f'!Aiptkml, a Slt\~ If".p.lm!mt can be ad\anced

to the effiect that tht hok!:r omy bcct,ma entitled to the matwity v..tue

when t~ 1l15lI'Umt:t,t il. presemod Ibr paynmt on due date in the PJ'Ot*

~

In IQ9~. I 2..1J wu acted It provides tbr the WUltion of Lneome&nd

ex~ arilina fl'om the it!WJe a:nd tradtfli "r fi~ mstl'WTlll'llts at a

dllil;uunt \In tht:tl lice \a1lJ1:ll rile ~.tation .1 primanly v.ith lltt:

1tminu of the incurrallfid I(crual of such expenditl..lre md inoomt The

leyJ5latlOtl ptll\. lOr 1m: UlI;unle to ~ ~ft"II.' o\~ the pcrioo rrom the

date l,r acqUllltK.Wl of the tnitrument 10 tht' dale nf dt~!IIJ Of maturity (If

111(:"' ..Utlll)ent I'hlll ,.. It..:hM:\ ~'\: II, a·~)I'I\m~Ilw ,)eta 1U l'Nlluril) bililll I,lt'

\,'ith.:ulltllnll O\l:f 1~ term \\1 til\: lIl,.{rumc:flt Ibe lft&umlUon permlt~ tlw

tlppltC~tlofl uf aJh.."f11Itl\ e ~ o!' c.K'Ulalion ul tlw a":I.'1'W11 of tlw lIlCumt:



Of'ei0pl1l1:n1 In S~1Uth Athe. or a !l.tnp!l marlu!'t in !!lilts A stnp takC1l pt~

where l btmd IS ~ated intu 115 capital ~-nt and an intt.:,esI-on!v

instrument The former instrument ill n-f~ to fl.' a mo coupon bond

\\hlllil Inc Ianer i~reiern.-d hl a~ a Mnp '\ strip is In Amerian acmnym

from Separatr TOOlf1tl {If t~~~lered lnt~ Md Pnncipa! of S~tica

l'1w f'\'lIbOn ""tv Ii 24) wt1Uld rKl'I Inhibit the de\ek~ of &\ luip' lnIU'ket

is thlt tlte cala.datlon of an ac.:rued amtlUn! taktMl into ICCQUnt the tltct

wheth« I.lt OO! int~ haa been ptud I..,

" j CONC'U'SION

The Income TI-x Act provide~ inter alia. tOr l'eI.-eipts and a«rulls to b<::

included in tlw "m .. fn<=umeor II tllxptyer 1'.' In the cue lit'dilCountinw

tl'1Ul&i\CtKml it is unlikely duu I pel'Il'lfl would obtain I receipt poor to lU1

accru&l Thus. tran1 the point of \'~ewof ciilC(ll.m'til'li tl1tl'1llCtiOOJ. tnt

receipts buia oftllx.lt!ion is l'IOl ofpt import~ However, the m~

of ~ is important in cletmnU\tl the time when an aecn.utl Ulkes place

in it discuuntil1l tmn*,iun TIwmeaninj of ~ liU OOWheen lI~tod

'Aeeru>e' mo&nll 'cmtit~ tc' Tilt: d«tskm ,Iolll1'wie in PJl,lP1t', S;tQ~

Ilnd. V.hUM It 110t~ll(l ~NII.·I!WH. It muM be *=c~ed 411 • btnciml' declsk)r1

\"\IT,-,=(I\ r~Ik.'l:hnj tl~ 1X,l\UKlf1m S~JuthAl'hC:ln Iav.

Tht: ~t¢"'a!Uf~ atid«11 prl1\1!ill ttl the deflniuon of Wt1U It1COfTltin s I {,I'

the lncom~ lax Act ",pn;1 ti't,m the mm!oltltwU pf1.1vi&klt1S. (I".: etltct of



YCllf Y fell r-C'l1d At'C'r~UCl Tax Arter-tax
vnlue 1'1 ~ll.sb

o 2Q4~Q ·294·~Q

- t H28a HOU 1723 ·1723
'I J1l-l () ·1:\28 IQ41 .1947..
J .;t2~()(} 4RQ() 2201 ·2201
-I 480~2 ~~2{) 2487 ·2481
~ ~4216 ()244 2810 ·2810
0 01332 70~O 317~ .317~
7 0930~ 79'13 H8S .3588
8 78J1~ 9010 40~4 ·40~4
~ &84% 10181 45tH -4581
10 100000 11504 ~177 94823

Total 7Q~1 31744 3·879)8

YtM
l'rC-Lnx 13% ._

ArtC"I' 7%
tnx

IImtl of tlw bond it thlll the revised yie1d to I'Nlturit)' becoma 9'. This is

tl'

linafll;lul 1I\!!.tr\tn1('11t!l. It IS clear that s 2·1J ",wk! not mhiblt the



tax yield to maturity of 1.'00 is n..'(iU('(..'<i to an Ifter·ta:~ return of 700 Thi:.

is 1\ sub$tantiaJ reduction in the invfttmellt retUlll of a zero coupon bond

'The quntit:m y.,l~h then arim illwhll is the diff~ between the return.

In.aln clitr~ bet\oY~ thea!: two types of bonds il that in the cue of the

his tmefelt ~ by him durinll the term of the bond In the cue of Il«O

problem is. however, thll1 tllX it lXyllbte during th~ tife of the bond 8.11d

there is no cuh ~ed from the bond prior to maturity to ttmd these tllX

payments The foUowil'l3 table ':iuluatts the e'fFects of ttL'U1ion in respect

lhose in the tal* above

CONVENTIONAL BONDS· TAX
ASSllmptililtls:



adverse a.tlec1 \..1'1 the aIle-r-tax n..'lum!l of the inveI«ment The effects of tax

are !\et nut in the tblktwin» table

CONVENTIONAL BONDS· TAX
AS8Uft1pHol1ls:

""'"'-,--------- -.,-.---1~o tlf,e,n- 10
YtM

29<11S9iCost
100000

Ye'llr Yeflr"'nd ACCI"fYtio Tn.x Afu,w",tnx

~-- VAltoll" n cnsb
0 29459 -2945Q
I 33288 3830 1723 ·1723
') .l7(llb 4328 19417 ·1947'-_,_--= ~-,--
3 42~oe ·ISQO 2201 ·2201
4 48(H2 ~~2~ 2487 ·2431
!i ~4276 bl·14 2810 ·2810
e bl.l32 705b 3l'1S .317~
7 (9)05 7973 3!iSl ·)588
S 7831~ l}()10 40S" .::i~
q 884% 10181 4SS1 ..1581
10 IOOO()O IlS04 ~177 94823

Total 70~t 31744 .3879,8

13%
VIM

Arte,'
1... t;:,;,.;f\l\.. __ ~,_._"'_I_. __ ~ __ ....._ __.J

7%



r\,-inve5ted at the !Wille rate ObVltlUlilv the nwket value of tile tx"nd will

vary fbr a number of reasons One of them ill the vWli{}n in the intemt

rates dUrif~ the duration ~)fthe bond (me of the reuons why a zero

coupon bond bmore price \ulalile than A conventional coupon bond is that

there is li\l flexibility for ~n\estment of inlm:sl. duri~ the life of the bond

It is wumed in the above example [hi! the notional interest is reinvested al

100, per annum TI'ltIA. If internt 11I1esincreue. it is not poasible to

rein",. the notional inttrefot 4t the higher l1Ites In the we of 11

cooWl'l'tionai coupon bond. the intem.t received durina the d!JNltion of the

bond can be reinvested It the hiil'l« !'lites I.'

If one Ipplies the 1INIlyt.t1l of the fll'llU'\cillJ effects ot the Yield (0 maturity

retum to s 24J. it is cl_ that in the cue ofa zero coupon bond. the el'Tec\

of this buis of yield is that the yield is in fltt.t .,.ter than the non'llinalyield

It is the revitOd yicld to maturity In other word!. the e:iT'eCt of UlXifli

dttCUunn on the bull' of'lhe yield to mttt'Urity i.more ptlrutiW thM II aimple

mlerat bat~\\ !lUch all the IUml'leyield t{) 1'Il.>·'lrity_$ which i$ the lime u

the intm'lltl nue ofretum

rile orllt'r pmhkr.: v, ith .. 141 IOsulill itl> it unt."<.'tJ,diliCOOnll. pru-liculatl)

It:W coupon btmds. ill thai II\I.:(lIlle tax ll\ ptl~... 'un~ the lite of tilt: I:x){Ki

wherMs the Illltkmal incoow In r~peoct or v,h~ch U)e tILl( III PIlyllhle is only

received wben the bond Il'latun."i In olllt'r words. lit.'( ill payable in respecl

of gw ..!io 1I~(ln\!.' \\ luch has nvt y\.'t 1lt."I.'tl receiv I;.tQ nus hu III extremely



Fi~ll\. II j, rn.'I:(.~'iary hri~oflyto t.liscu!is the com;ept of yield to maturity

Yietd to maturity ha." a specific definition in terms of !l 24)( I ) ('his

detinitkm is an adaptation of (he tinaocialrneaninll of vi~ld to maturity' The

y,·ekl to maturity itt ~erally detined .." the Interest rate thaI equates the

ex.pected or scheduled cuh intlows from an investmet1t to the initial cuh

outlays The cash inflows I'lOI11'III1Iy constitute interett receipts Md the

PI -ems !tom the disposal nf the invest mer' The cuh outlays are usually

repmented by the cul1 invleStment ,,4 TI'lI.. prtlCUl& of equminti the initial

im'9tment to the liuure cash flow! means tlw one muJl. diacou1l1 the future

cuh flow" to the present using the yit:kl to maturity all the dilOOUlll flctor

No reinvestment of cash !1~JW!l i!\ taken imo a<...courn If reinvestment is

taken into contiderntion. the return is inc:~ TIm inc~ return is

cctI1ed tht revised yield to maturity ,.. In lhe we of tl R1'O coupon bond.

00 cull is received by tht holder until maturity The only cuh flows are

tht· initial In'<fltmontwhich is II n.!ve cash flow, IIlId the p~

received It maturit)' v. I ich i~a positive cuh llow Thus. for exmnpte.

amtme VI initial invt!lln1el1t of R I 000 that matures alter 30}"em l1'

imernt ill oomOl.)unded it 1011I) JXt annum. the in\~.l'Il\mt will be R 17 44~

itl maturity In order to achicw this return. one cc.lUid purchue it b<.lud t~)f

R I ()OO which Iw an annual coupon l'l'f R Ioo If the inttmt were'

rein\~«l at a rate of !!JI. per annum, the f\."lum W'tlUki be the Mme.

narnel). Rt7 4-1'1 rile revised yteld ttl frlfltunty is Itl,l.'" per nnllUm

Thc.-refbn: It IS dear that a 1~'fU "OU{l(lfl bond \'\llh a yield to I1Wurtt\ of

I ()II II 1)(1 ltnnum a!l>\,un~ \I\i\\ l)tlllUllal lIlt~t \11' 10" II per annum Itl



It ill clear from the second example that annual variations to the yield to

maturity of the annual accruals applying the weighted capital method of

viLh.uttionare greeter than the vilialions applying the straight-tine bltsis of

valuation "nlis raises the question whether the straight-tine bail! of

valUltti()n is ac ;epttlb~ in this situation It ill submitted tiltH. npplyinjj the

second exampl~. it would be difficult 10 argue that the 5trruil'lt-line bai! of

valuation is not ltecfplwle This raises the issue whether at bois of

vnh.ltttk-n should be alJ:ceptal."tte In certain circumstances Md not acceptable

in oth~ circumstlln~ It is !lUbmittecl that it is not desirable for n bU!! of

vetluntion only to be acceptllble in certllin circul'l1!tMces u this tMd! to

uncertlliltty A btlis of vetluation should either be ncceptable or not It is

!l.tbmltted thnt there is no valid reuon why the stl1light-line bam! of

vetll.llttion should not be Itcceptttble in all clrcumstMCe!I. Md the lejisJm:ion

should be clltl.flied accordingly

In the CIf<.'UfTI1\Ul~e:-. 11 I, submmoo that the dellnilion of altem~tive

method in II 24J( I) of the Income Tax Act should sped!); the extent to

which the mull of an appli~tion or an ruterrlll,tive method may \1\1'Y from

that Ichi~ by an Ippli~lion of the yield to maturity hjis before such

aitt:l'lUlti\e method becnnws unacr,;epHthle In addition. the !eI.~ionshould

a.I!iot.l clari(v vt'hether one method may be acceptable in certain circul1lSlflnc·es

and oot in (.llhe'i"!i



The fhllu'vving table illustrates the percentage of total inleres: of the

variatinns of the different methods ofcalculation with the yield to maturity

Yettl', Actual I

I

., 0..
3 °1
4 0

$ 0

b 0

7 0

8 0

Q o

10 '0--
II 0

12 0

\~' eclglltt'd Strnlgbt-Une

o

Cfl.I:dtnl

0,47 0.22

0.47 0.20

0.48 0,17

0,48 0,1~

0,49 0.12

OAQ 0,08

0.$1 0,00

0.~.:1 ..0.10

---+-,----.7.0~ ·c, \ .



The i~"l.!f~price is H.9 million and the redemption pnce is RIO million The

annual coupon rate is I(JO II T~ accruals arc set (lUI ill the table below

lYt'tll' I --r-'_ ,-- .
Amount t Ytt'ld (0 ANUIlI SU"flI.gJH· Weighted

! I
i i

i (Rnnds) m, tul'lt)' lIue capital

0 Q{)()()OOO

1 1000000 1028097 102S()Q7 106fm67 1102125
! ii -! .. ! IOOO(XJ() 10.11.307 lo3n07 lOO{)067 IIOW4CJ I..

I
f

J I ()()OOOO ICl)·nUB 103488.1 1006067 1110205

4 IOOOOO() 1038808 10.38863 1066667 1114Q~()
--

~ JOOOOO() 1O·t.n08 1043308 I0666b7 1120237

l
() 10O()OOO I0482~~ 10482~~ 1066667 112612i

7 1000000 IO~3767 IO~3767 1.061'1667 11320QI

-R 1000000 IO~QQ09 10~QQOQ 1.066667 114000~

Q 1000000 I06b1~3 IOOO7~3 10666b7 11·181~4
II 10 1000000 I07·137R 1074378 1066667 1157233

r'll I 1000000 1082874 1002874 1.066667 11b73~1rzr --1000000 It)t}234I 1092.'41 10666b7 117862.1

hTt- - '_.

IOO(lO()O 1W2tNo IIO:'X\J< 1(Xl·ooo7 1191184
! !

II 14(,", ~ I~- '___'

I 1·1 1O(X)()()( I Ill·j()·.jl 106(>(>(;17 12U~17Q
!
f-~ - :=Ji 1'\ IIOI)()(J()I) 1127719 t 1277W 10660071
I,

IL.,. ....~-.



107 !I 11(/) and (I) of the lnc4.lmeTax /\i't ~sof 1%2

109 af 22

III S«.1ion 7( I) i.~nticallu " 8 ufthe Inctlme TLXAct -10of IQ2~

113 See ClJLLJ?~l,S:.ts.lml t'NJhllJla~.L(f~.L1.t.d at 21 Df

ViU;ert! JA Will referrinti. to • 1(hJ of tM t~ Tl.~ ACl. ,;J{\ nf

IQ2~

II ~ ibid



I)~ See. fhr exanlple. OR v IJ)K>fI~ (!1)4~) 12 SATC' II at 15.

Glillmx:. EllIUl rIB (ll)(~) ~.' SATe 1()8 at 117. &llhwmtb

\. !)U~(!9b4) 2b SAIC 27:' al 281. In.:.l~ (I%~) ~nSATe

141 at 144. ~:I«}jv SIR (lQll) .'4 SATt I at 10 It lIhoukl be

oohod that in Q~,J']B (19.B) b SA rr lit i Wattenneyer J

rW'llnned ms (l$Jtnion"",pm!I«I in l~9fl \.rIB. and that certain

spcciaJ court d«iilKw toUowed the d«iJioo in LltCllll y ClR 00

the bui. t)f Mire dtciS4!' See. for exampile. lIe ,~ (lQB) 7

SAT(, I~Q. LIC..4J7 (19.\9) 10 SATC' 4~(). Md lIt' ~.(l) (lQ44)

13 SATe jlQ

~ It 18

10() III IS

101 at 1<)

10: It 2t).4

10\ At : I



IW ~8 of 1%2 This ":'Iion i.identic.al to $ {4 ortM Income TIL' A.:t

40 rtf 11.)2~which WA$ cont.idered by Vv'atetmeyer J in lAlCliilll Y

(.lS

8~ ntis it cOMtltent \&'1th the use oftm wore", due and payable' in ,

70)

86 C11.\_Y.DW at loa and III

8' }btd Th~ I;,.·oun \'01\:'1 c(.~1'Ii the provisions ("'OntLned in the

Inrom~Tax A{.'140of 1q2~

88 Cl.R.¥Jallm at 108 and III Secllon S ortl~ il'lCOn'le Tax Act 40

of 192~w" contidtred by the leI.mtd jud~

90 OB._'i J:lIUbt Itt 108 SU11110rcl JA nrf\l'f'T'ed to a II(Z}tJl> of the

Income T.., Act ·to of t Q2~ \&.hich is tllf: .tuhalem of II 11(1) oftl"IC

pm.ent lntomt: la, At;1~8 llr 1'102

11111



b8 See t.il~ ~'t'lR al I{)·:W.OR v PeQp~'$ StQm tWlhi~SIY1

lP'tj'j l,td at 21

70 Sft <K!lI.lQv (lR &nd U4'~ P~1l) Mlnel Wd y C'lR

11 S« i\10li ..~..S.U~

72 L..tqpn~.ORat 21

n S« 0 ~VI~~lV.ill &:. 1, Spiro ~~~yYl\l W SpirQ Qi1 ItNQIl1e

r..x (I 'N~) '1 pill! I~,;,

74 See r J l~ n'l;ll'd311]lWmt.l ...~.m..Smr&1u~ (1933) at

~2. nnd the judgment of II¥IlTI J in IT('..~l (11.)401) \3 SATe

31 \)

.,~ at J I

77 StelTe 10(1924) I SAt'r 124

'19 ibKi



~7 ( !l)Q(ll <'2SATe I

()I ibid

02 s.ee. for cru;mpl<e. the metnil'ltl of I deep di1lOOUltt security in the

Coiled Ki~ in para lofllCh 04to thr Il'1I."'Ol1ieand Corporation

rl.'" Act of 1988

63 (1920) 2 SATe' 16

64 It 20

67 S« LIt-.n" (.'1R 1\ 19.,20. ('tR \ P'Clltm'~ St~ t\Val'illla)J

tPt)J ~td at 21. CP;~'fi" ri& (I 'H I) ~ SATC' 93. ~

1~~.,.Mi_LJJ v (,1& (l()l8) Q SAfe' 347. MQl'iy SlR

(It)72) '4 SATC'.



4~ At tse See liS<.) lvll1.¥M!rn CUT (1960) 214SATe 146, l'Xlb (,'>

SA .11S (RAD)

-16 ~.Itt102·)
·J7 at 107·8

48 SeeMeyero'witlltt 226

~o M~ro\¥il1 Itl 226 See abo the comment at Stratlbrt! JA i:n aB.<'i

~ltll16

~ 1 CJlU.~.DtlfQllll 116

~2 Itt 117, Meyerowitlll 226

~l (I Q4Q)16SATe' 2~8

~. II 2bb It should be I'kclted that Watermeyer CJ wenl lln to slale

that he did not use the term 'double taution' becauge of the

ditfermt m.eanings that could be ~ven to it The mereoo: in thit

discu!lSion to cf®bI.e ta\ltioo rcl1itn to jTOU ioo;me whjch can be

IlUOjoct [0 OOf'Il1il tat, In a 11:~q"~'eI"!lhandl tv.1l.."e • v.lwn II l\CCru~

to hun AtKi when be f\'\."et\e1Ilt at a later ~a¥e



-'2 See B O'Donovan 'Receiptll. Acero'\!5 and D(.)Ubte Taxation'

(l'~) 86 !iAL.J 214

H at 277

.l~ al278

37 1[219

38 D Meyerowitz .Are l"'-'Orne Receipts Taxable')' (1971) 20 Tht

I~ .. 22~ Itt ~28

3Q (IQ39) b SATC Q3 1naddition. r-..t~l'O\vttz Itt 228 points tll.lt thlt

SIR \ Sjh~J.Q.\um.tnU .Ll:tJJ1ls1 did ntlt purpon tc ovmule

the rat;'~d~i in (11\\ ~

41 ibk1

42 tbKl M~'mlWIU J)I,>lnbl'lUt that lhe coen ~thUn«l from decidi1\t

~nst the C'omnul""')Mf'!I ril!lht tu 11.'1( H'", ~-.i.pt uf lU1aunl.lunt

"tUt.:h had not Pff\lWsl~ ~-n II\cd as ill il.I;~rwUh It ....uuld ha\~

lwed ttl U'",llJM: tl~ IIlUO d«ldendl in (1.1{ \ {)dtl)tl



32 See B O'Donovan ·Rcceipt~. Accruals and Double Taxation'

(1%9) Sf)SA1J 274

H at ~7"

37 It 279

38 D Me,vwowhz .M 1000IT'Ie Receipt!! T~'" (1971) 201M

I~22~at22S

39 ( iQj<}) (1 SATr Q3 In addition. M~1t1. at 228 I -An{1I out that

SlR y Sihl'Jl.rllJl\unmul.tel~'J Ltd didmlt pUl'p\lrt ro O\1mUft:

1M ratio d«idendi In (IS y Odt\i.

4{) ( 1971 ) 20 :~.'~ 22~ at 228

41 ibid

42 ibid M~lV.1tl pt)irt\ out dun the C\'lUrt rclhtut«! !Tumd«idifltl

apt"" the ('llt11nU~on«'. riwht tu tax the ret.'C'ipt ur all AmI.)lJllt

v.luch hlAd nut prc v I<Ul.tlII\ been ta\!.'d a, an ~\:rualill It v.~'lUtd hA\..:

had tll ovenule lhe rauo ~"I:adt:ndl III (·It~\ 1l~U0



leji1\l.lMl.lre However, in the cue of the defl.nitian of llV015 income

in II 1 of the Income Tax Act. thts can be done o:n1y in exceptional

21 See CQL'LJJ at 162

"'1_ .. ibid It is coMiden:d. with respect. that the reference it 162 to the

(,Wrrlbrrl) Ltd IC,v3 AC I i.not directly in point becmJae thtlt CUlt

2~ au 123

26 ibid

11 (J9()t}) 30 SArc I ()C.i

101



to the maturity date or when it is redeemed at redemption date

The !)leIlnin~ ofreceive' is discussed in section 3.3 belt)w

IM This meanin~ is taken from II \V Fowler and F G Fowler II);

(Q~W:~rg.J:)~kmin\}f C:!Jm:nLL~n"lill')~ eel 1%0 and ill

quoted with approval in ('QI~:.Q(IQ81) 43 SATe l59lft 161

19 See s 1 !I V 'gross income'

2u See the Commel1b of \>\essels C'J in ClltY..oart» At 101·2 he

quoted with approval the dietum of Lord Caims in f~v

Auomn~~ (ISbLI) ,I L.R 100 (HL) Itl 122amd accepted in

erR v OtofiC .FQmt TimPer ('0 (1924) I SATC 20 It 29 The

~ which he quoted was

.A.i 1 understand the principte of 11.11fiscal tll:uttion it is this if

fhe person IID\Jill1 to be ta.xed coma \&Iithin the ten..."f of the

law, he mull 00 taxed. however jt'Cttt the oorclahip !flay Itppcttr

to the judicial mind to be On the otht:r IWId, if the ('rown.

aeekinu 10 reccver the tax, cannot brins the aubject within the

letter of Ihe law, the subjcct l!i tree. i'Kw,e\-er ItppGm'Ttly witi'll"

the law the CUI: mi~ht utlwtv.i!>('appear to be'

WCUl:lll (1 went lm (\1 sUite-al 102 that the rule ill 1l4)t~)Iute iUld

that It section ~an be tli\en It n'lCMi~ lWtuwer or wider !1'laIn itll

aPllalt:ll( flle~uunll lit !!ill d('lI!1l', the who·k: ~Ultutf rnulM be tAken

1ll1~1account in tltacr ttl arnve it the true intenllt)ll ~'I'the



Wellsels CJ considered in OR y Ot:ltQS at 10J Ihat it might be

possible to invoke etlUitable principl~ in order to avoid double

taxation Curlewis JA at 108 did nol foresee a danger of douhle

ta..xntinn and De Villiers JA !llated ill 110 thAt there was I Ilett'~

il11pli~ation that the ssme 4tlllOUnl could not be taxed twice in the

hands of'the S\ me taxpayer

9 See [he iudgmen:s ol'Stratrord JA It lOS and Beyers JA at 113

10 ( 1(69) Jo SATe' IQq at 207

11 at 200

12 ibid

lJ ibid

1·1 See. thr extI.mpl~. H B Fttlke l&. L J Fourie & W J Kok Ib:

MtcbAl:\i~.!)iilitJiQ1JUl r\fti<;w ..Einll.neilLS~ 2 cd (I qSq) at

209·10

I~ See s I S Ii 'woss incOlm'

Itl Set lat~an v C'lR See allo rtR v Dellt')S AndClR ... People's

Stnres (\-Valvis SlY) (Ptv) LId This i!lsue Iii di!$Cu~~ in sCClinn

] ~ belu""

17 11", Itll~ll\ Ill{ till' " In.H. III" dls':ounlinlo1Ifan~tI()n, the })()Ider

of tbe note \\111 onl~ receive an amount ....ht,." the nole is SI,»dprior



F001~OTES

See 5 I oflhe Income Tax AI.'1~I\ of 1Q62 Ii .. '!Voss income'

2 See LdUJ"lU' ..cm (1920) 2 SA,. 16. 1926 CPO 203. and CIK,

(2) (SA) 353 (Al

J There are, of course, exceptiOn! For example. in terms of s 1A( I)

deemed in certain circumstanCe<l [0 have been received by or

accrced to the recipient over 6l specified period These exceptiol1.$

Ire not re1evaml in con!ideril1ij the ta..ution of discountil'li

rrlU1a&.Ctiol'ls

lQ6Q (11 SA 3M fA) The Commissioner refem=d to is the

('ommiuioner Ihr Inland Reventle

( I9,1 ~I (ISATe I)', Iqn AD 242

It ')4·1 00 and l l l- D

.,
I



ita own l'IAItM. ~ requilitkmed by the South AftiCltl principela It then

tnv~ and ahipped the 11611<...... debidna the ~ oot1CIIft'l«l Yf1th eotta.

dUlt from tin)f to ttl'nt II

....
the rn.Ilt of the t IIlp«)),l'l1Cnt in Enp,nd of the t&\p&)'er'aown c.;apitaJ in It.

I!O



atthorit\, on thi. iuue and it can bf af1P..l«ltx,th that the rrln~i{)n between A

and £3 tt one of purchase and .. IJ1d it i.a k*,' TheItrol'1H« Irvumcnt i.

that. on the IWthority ofh,lcl\cr \. OtnJbcrj." tbf tran*1Km., (lne l)fkw.n '

Thul. wl'len A iMueI a bill. ooce or bond to B It a dllIC(lUi'1C un it, lice \ &Iue

the tr'll'l1llCtion II lft of klan H('w~"ff. If B ~ltiatCl the bin to C liw

tr&n!l«tion ill 0I'le of "*

4 1 APPJ'O/.Cl,1 TO SOURCE

tft order to dettrmiM whether In amount 1_ been nnl\'Od by or he acaued

to I penon &om a IOUlCI! wiilhin South Athca tW\) problems MId to be

I"ftol\'ed IS tit IS actutJ IOlIl'CtI i.~

TM h it to aacertam the IIOUfCt trom which LMamtlW'tt hu been rocelveci or

accrutd Once the IOUIW ho bttn idendW the stcOnd problem arita

1'1ImtIIy, to Ioctie ft in l'lofClw to ~ w1\.d .. it iIwitbin South t\fti,.. '1

.t -I OEVELOPMFNT or rns T~~TS TO BE APPUEO IN

DETERMINING THE MEANING AND tOeA nON 01" !OVRCF.

Ibe l~lI to t.e aVPlttd In d~mninmll the mcMtl'1ll ()f IOCal!()n of lklUf(''e have

t1«'n dc\ ~oP«1 in a number \)1' Appelbt.tt [)wlsK)n and Pnw (\)UflCil d«lsit)f111,

which will be examined In detail



Ml'k'IUki bt applied in tk1mniNI"lii !K)tJ~ In both CIlICl Hov.e\~. In prac:tif.:e.

the "''"ret ()f • dllIC()uI'If~ profit Irisin, I" I rt:liUh uf the i5MJe ()f' a bd!. note

(.~ bond at Il ditoounr v.1llbe ft, (lIit4inam'l8 taite, which Vt1Ube the provid

of' ,r«1il

-\ : N'" Tl1lU: or" '" DISCOl'NT

DilQOUl'l4: meant the deduction ~ fi'tlm the fact \u of I btU r •.:'<c~

or ~ note by I Del'1(1It wi'k) i5tUvil'll vu lOr i1 be(Qnr it i.due l

The nm~ of. dilCUUflt hu ~ diacu_ in cha~ 1 \V,* the St'IUth

AItiaI.n CO\ll'tI heve not considered. in lin Il'\IC\1It\1: tax C(1Itt.ext. tlw question

whelher dtaoount proiltl are _lit to rntert:lSt. lMy haVt ~ 11'\15i~

:!' th~ l.'OOtm of u.t UIIJI')',\ct 23 of 192b and the Usury Act 13 of 19b8' It

hubeen MId(hit ~t1¥ ill n<li( lendil'tl and thattl.-ertn 1Md~t'II

of l\ note Ihouki not be n:prd«l in 1Il.lbst1lil'lOC 0 I klilln of mtlM'J •

T1'\1, concluM ",'cofd, with the tUtu.alioo wlwt'e. 10e~. r\ ~rtll for

R9..' I bill. 1'Il1il('01' bond with. (\1(.'e ,ak~ ~lfRI()(l and d~tl\' dt ..~~

of il till'. lilY. fNtt Tt..: poll4tkm III nll.\fC di!1kult \\I~, Ihr ~Unlplc .. \ III

i5.wed v.ilh I bill. note or bund with IIIti4'e valu~ ofRtoO lie pay. R(J.I to the

1!L4Ut'f'\lfthe InlOlrunlC'l'1t and. on due dl\t:. ill paid RlOO r~ I' I'll) Io:'-r

11M



SOlJRCE

The dellnition of 1JI't- inctlt'nC in , t of the Income TLl( Act' int;'ude5. int«

aWl. ~a or aecruml from IOUrces within. or deemed to be \\!1thin. Sooth

Aftial TIu if a receipt or ~ is not from II South AltiaI:n souroe. it will

not be aubjecl to norrntU !IX in Sooth Afiica

In dlis chapter there is an ~iol1 of the rut. of IOUl'C\t inso!l\r III {hley

reWe to receipt! or aocru&h 1Tom diacoontma. t~iOM

The manu of a diiCOOnt is discusnd FI't}!T\this it is aj)ptrtJl'lt ll'lltl the ilSlJ~

of a bill. I10lIt or bond Itt II discount on its tllce value is II trtliI'llllCtionof 10111

Howev::r, the wbtcqutrtt MaOti&tion of I bill nott or bond is reptded as a

t1'1llMl<,.'tionof purcnult and ule

An ~IWion (If the d:e\'1t!opmem of the tat. to ~ IpptMd in detenrllinifltl

(he meMina and loea,tK>11 "r source fol!o\lt!l The tests applied by the court,

hlw nm IIlwII)'ll·-et:!1 cletr \If consiJtent

All fv as the toUl"CC of tI discounting pn')t1t i. concerned, it IS neceuary ttl

di!itil1jUiAl1 betv.~ prol1\!i I1n"fli trom trw iUlle of I bill, note Of boed, Md

IhUl\( Ilri!itn~from its 1Wb~ucnt ~otittli(ln The t.-mp!oyment nf capitall~

II"



UN lnilnd Revenue Il1c Ttt:slliolU.tC OKiJ..and j3Qnd,. a C{lI"lsottati~fe

ckx:ument illlUCdun 2~ May 19Q~ at M and R Koch Tbe. I:i.~ial

nma f\~l.Qf~~ illd.fi~ 19q~all()()

191 Inland ~ 1'llc rJ.\JUPtlJi\iiltt.Md ..lkoiJ. a consultative

document iseu«l 00 2~Mav Iw~at 3

lilt



IN II 24J(9}(h) N{')le thaI the ~ipulatit;mthat the _'tin" III bincitng

on the comptmy ill IUhject to two prl)\1!1oion~. namely s 24J(Q)kl

and (/) .~ J)1't)\'isK1fI!I arc discuU«i bekm

IR2 i 24J(9}(/)

183 rllitpllnltory M~um on the IncomeTIIX StU. 199~at 11.

18

18~ L R. Rolen lm._~~J31.1ld1 (1986) at 17

Gonera!!y, Me S HoITIt:!'and tvl L Leibo\>\IU tnaig·p 11): Yirisl J3gok

1912

18b lWten at 17

187 R~ at )9-20

188 It III intemtintllo note that III the N1mp£'" W\'en by Role'l'llU 42·

(> it l1ne awmet I 11,\ rate of ~(,..othe prt-tex vield (If " ~o

coupon bond will be DI. and the aftCf·tA,'I(yi=1d '.'till be b,~·, In

the cale of II co.lvcntk1Nl bond, too atlC'l'·t&\o\ yield w111illCl"OM~ to

II~



170 s :!4J( I )

171 b.plaNttory ivI'erI\i'lrlU'\dum on the IncOf!le Tax sm. )qq~ at I~·

14

172 Il4J(~)

173 »24J(6)

1;4 Expimwory Memomn<lum on the Income Ta.x Bill. I9QS It 14·

l~

170 s 24J(8).

177 .2-13(9)(tl) This I~ion also applies when: a compttny is short

seUini inftn.tmtmts Short .ellil'\i is defined in IIW( 1) IS the MIle of

ItI'Iy instrumtml.by It penon who ill not the owner or the iMtrumtnt

Hov.T«. the peoon hili an ohbption to deliver such an

INtrut1'1lml 6tl1l future date

118 I 24J(9)(I:) The lTW'kei valut fl1ttst be det~ in Itt.COrcl&nce

with (;omnlel'Cwly accepled pract~ Md must be applied

conJOi!d«ltly by the .;t)mpany fbr the purpotts of I1nanctal teptrtiflj

to the company'. ~hlr!:holdm

II..!



162 s 24J( I) 5 v 'il't$trumenf The definition containS more detail It

ia. hOWt"''ef. beyond the JCOi'e of this thetis to ~nt it in more

detail

103 II :4J(1) 5 V 'income instrument' The definition of defmed

interest COI'IUIinstwo roquil"l"'lne'fllt~ First. interest which i. oot

r=vahh: \!. ;thin one yeat from tilt: date of the start 01 the I1iCCtUIlI

p4t1iod In dttt .ninilii' whether tnt~ is deflm'td. tl'tf interest ralt

must be ettIc1.tUIted in ~ of a:ny ac~ period by applyil1@II

constant rate of irtt'Of\.1t over tIlt term of tlw in8tNmertt. Seoond.

dttferred tl'litltmt includes imemt receivllb'e wilfll'e such interest is

not calculated by lpplyil'll 1\ conSWl:1 intemt rlUe tl'lrouihout the

term or the instrument

164 Expntory M~on.ndum on the Inoome Tax 13m, 199~It S

1M $ 24J{3}

1bO a 24J( I} 1\ V '.utermttivc nwthod'

107 EXplMltv!ry Memol1lli:dum on tilt Income T8-'<Bill, lQ9~ al 17

Tll_ methods v.1U I~ dlscuued in more detail when consideril'li

varioull examples

Ib8 ExplilM!ory tvt~~)randum on the lncorne Tnx Bill. IQt)~ Itt 13

11'



I~2 li 24){ I ) s v 'hnlder'

I ~3 1l2·4J{ I) II" 'yield 10InIlturity'

I ~·1 ibid n'le meanil'li of 'adjusted imti:t.l 1U'OOUn:t' III defined in I

24J( I) In the c.}ntext 01' a hoider. it is the sum of the imtia]

amount the lI.CCnIalrunoun:ts in respect of previous IIccNII period.

and any payments made by the holder in any previous ICCMLI

perioda. leu any payment 'OCeived by the holder in any previous

accrual period in mpect of tl'le il'1$tl"1.l!l'l'lent

ISS ExplMfltory lvlemorandwn 00 the Income T"x Bill. IQQ5ltt 9

1,6 s 24J( I) s v 'yield to maturity' TI'le rnt~ nr inttrelt must be

red,etermined with r~ferente to the ltPJ)iOpMte adjusted initial

&mount prior to the vruittion

157 s 24J( l) s v 'yield to maturity'

I~It Explanattory Memorandum on 1M Income Tax Bill. 199~Itt 10

159 a 2'U( 1) s v .adjuJtecl initial atmOurtt'

I()(J s ~·lJ(I)and (J I

I b I s 2.lJ( I) 1t v 'in!>tn.mwnt' Tbe inlltrurnent does flot have to be in

"",;t~

III



141 SA ('llJshcr~{P,}'J Ltd v R.itnll;iutiS. Am,)ld v Villoe-n. Kl.lnWlJdin \

(iibwAID 19~(12) SA .12.~ (C) at .'20

142 Slrydomy VIUlRwblJfi lQ49(3) SA 4M (T) 11407

14.i See n 12~ above

14..1 For e?Wl'lple. the note must be pretented tor payment by and to the

proper pef1on.. It tne propc:r time and place and in the proper

manner See D V Cowin & L GerinS C.QiYm.JJjl.~~".Q[

~~nm~l,llb.hJti" 4 ed (1900) lit 305·11

145 ~(I927)3 SATC6S

146 See Expltwltary Memorandum an the Income Tax Bill. 1995 III 7

147 ibid

148 II 24J(I) II II 'interest' This applies irrespective of whether the

interest is determined at It Axod or vllJittbte rnte or whether it is

receiv,lble as • lump sum m in unequnl inslllJments

149 II 24J( I ) s v .• (eru&! amount'

I ~() s 24J( I) II v 'accrual period'

I ~ I ~2,;1J(() S v 'yield to maturity'

III



130 (IQ77) 3QSATC 95al 112

131 Crilg~ttC,~~.CIl.ll~,ll" t,td_ y_QJQLM~li. ~ JLlld._k~d

~.Micl_\NQ IQ47 (-4) SA ~21 (A) It 537

D2 ESliE~SmimJ.f.t)'lL.td)~C·IlIm~ 1973 (2) SA S05 (C) 111

80g-Q._cm~,LC_ ,C(LJ...td.y,_Q~~.md

l~tx)td Al~4er rv'l~l_is NO at 537

133 lQI.l AD 2'93

134 Itt 290 It should be noted tl1tlt there IIJ"e except.iON to this senmtl

prin..:ipl~ some of which were discussed in lhits cue II is..

however. beyond the scop~ of this thesis to discllss them

135 BmlmGh,Y Ym \¥iik 1923 AD 5-11.Jis.a .Ei!l8ncjILSm:ri~

(Pl}'Jl1d.v ()iIll1~

Db NJ.dliwH l'~ 1929 AD loll at !51

137 AlllS2k1y Y_ 1954 (3) SA 322 (C) It 331

138 ~QL.\'. C~mrJJJ MQlQL ~QW 1965 (01) SA 8M en.
~Yl.QJ_'LO:el~m 19"0 (2) SA 6.11 (N) at 656. ESE

F!~SCn~~.LPlyj i,tel v C'raUlt( at so')

1111



II Q (:IR v Pe9Dl~':I Sl~m:$(Walvis Say] (1'1):J Ltd at 23

120 See PJLr._QI.LY. AUQtntY·(lt!~.I1 ( I8('{) 4 l,R 100 {Hi.). ell' v

~E0mtIimp.~L('Q (1924) 1SATe 20

121 See s 24( 1) of the Income TtL"Act ~8 of 1962

I.=!2 See Ii 24(2) ofth<: Income Tax Act 'is of 1962

123 See 'The MeMing of Accrue and the Valuation of II Debt Payable

in the Future' (lQQO) ,19 rllL~' 61 ttt 63, J SiJke 'The

Latepn Principle Conflrrned' (I9QO) 28 rm 157 at 16(:)-7

124 For II i1IDelll1 discussion on CtP. Y PeQp1§'s Stom (YYnlmJ3,~

(ftJl.l,.td, see the articles referred to tuprn in note !23 above and H

Vorster 'Instalment Sales LateiM Revisited' (1987) 2 SAL! 64,

·\tVhel~ is There M Accrual' (IQS(}) 3g IhL1J.'S~ 20).

,Accruals Md their Vruu.atians· ( 19<)0)39 IM~~' 8 t .

12~ The proviso \~1ISinserted by s 2( 1)(a) of Income Tax Act of 1990,

elfective lIS from 1 luly 1962 and applicable in respect of all

amounts accrued on or atler thai date

126 See LJU~l " ru~ and (,1R v Poolllc·~.SlQW CWlllvis. a~HPtj:J

Ltd

12'7 S~ Siike ill 1()2·J

128 (1927).l SATe oS at 70

I(I.j



discussed whether. even if this contract was concluded outside New South

\.V ales, the source of the income was outside the state I."

lsucs J did not accept the argument of tile Commissioner The Itl"glJ.l11ent wes

based on the proposition that the PIlyment was mede in terms of the finu

contract as part payment for concentrates to be delivered Thus. the source of

the income was the concentrnte1l produced in New South Walet. and Isaacs J

regarded the iniHal basi!! of the pnyme-nt as pl~tvisionai This btu.is disapptmreel

when the second eorsract was concluded ,"

The parties accepted tha! the opet1ttiol1s CMied on in New South Wal6

conmituted an essential pIlrt of the company's benents Thus, the company's

husiness was carried on partly 1',1thin and partly outside: New South Wnle1l

The flrst contract was made ItS part of the company's businw When the

pl.lfchuer of the concentl1l1ell committed it bren.ch of the first COntl11Ct. the

company obtained d~6 for this breach This WItS recorded in the second

C(}fl:ll1Lct Isaacs J found that if the 111"11contract was entered into 1111psrt of the

company's business whj~h it wried on partly in New South Wales. then the

income Ilris.in" from the contract WIlS derived whoUy or ptll'tly from that

source '

lsaacl'a J. followed L.!J\~U.&.(hri~ttmt:tLId y(QL'~ and held that a trade or

business is carried on where contracts are habitu~Jly made The court held that

the company carried nil busint·ss in "il. \\ South Wales and was taxable on 11'\

III



compensation fbr hreaks of the !irs! colitraC1') The latter rislll would have

come into l"\istenct in Entdand where the parties entered into the firs!

contract (11

Griffith ('J adopted an approach to the deterrt'UNltion of source which wu

tubsequefltlyapplied in South A1hca This Will first to determinc tI~ 3OUI'Ce

from whi'Ch income WI! d«ivt.'CI Thereafter. one hid to locate the source IN

Griffith CJ held thlt!:where I person carri. on the busin_ of d_1'lI with

Imntml products till,*, to prept.re them ror U!f or extntct !tom them other

prodUCl$, and tMn tells the uhirmtte product. Itny income llrisina !Torn the

contracts of disposal hilS its soeree, Itt I_I pertly. in the busiMSS untkmGkina

In IlOOtht'l Iellse. source may bit the CtIl;pital embtlrked in thlt underttlk~n; He

held that the source WIll the compMy's Mn_ undG1'UlkiniM

In hiajudpertl. Isaacs J d;i$Q.tated ~ in some dew!'- Heconcluded toot if

the t'trst contract had been curitd out Itnd not CM\ttlt«l. the pn ttc.;r!ea llid

down In Kirk would have been appiiCftbl-e TI'w$, lOme of the moniet IJothi in

t~nnll 'lfthe fl.l'it coml1lC1would have been tJlXllhle K.irk WIll 00'1 authority 1'0:

the propusition that all of the IOOmes paid ....ere from II source in New South

\-Vales ,,'

The lower court 1'buoo that. on the halloi. of the *Ond contntd. the mooin

paid to [he compe:ny con~litut(.-d d~e$ for brelch or contract Nt lsues J



Walf:lii The contract provided for advance pa\'nleOts and the balance fl,..jaUllll

t~1eech deliver. 10 be e'trt.'Ct~l upon deli\'~

The compam rc.::eived an advance payment and. prior to IIW dclh'cf\ betn!,

Il~. the I.:untracl "'a!! can.:cllc.od b\ IllUiU&1 'lUcernefl! In l.:rm, 0.1' the

cancellation ~t the company retained the adVIU'lCe payment received 101

The court had to ~ whether the adViU'lCe pa~ Willi !fum II source

within New South W'_ and. therefort. 'a.~ in tNlt It.tf "1

In terms of tile income Tll.x avI&nI¥emtmtl Act or 1912 Ihe term Il'ItOfI1e Wb

defined IS ~ t~ which wlI derived !rom IIl'IY l'Ource in the State h:

The ltIiUlmntl btfiJre the court l'e'tol,«{ around tl'lt two contllldl 1M flfJl

oontl'llCl rel.ttted to the onpw _ ('If the COl1Qen.tl1!tes The ~ rel.ttted to

the ~Iltlion of the fiB! coml'llCt The ItI'JUlT\enti conewfII the AI'1t

«)Infract covered the quet.tkm whether Ill\! pt\1lit mISt", ftnm it Will dtnved

from a ~ 'vItithinNow s<'lUth \Vm

n~e "as an im~il'li& ISl'l1\' ralM.-din lU'!lun~ on the ~flc<" (lr the sec(md

contr&\:\ fhl' "'Is "'I~hel lhe M.,:und contract chln!lCid the charll4."tc, 0.1' the

paytl~( under the fir!!1 Cl>nlract In other word., did the 114)l.m.~or the

paynlMl ttl the CCmlpanvAriltCfrom the ~ (tf ctlncenuatC'l derived th.)m N~ ..

South \V4l~, or \\.11 1\ the: ~lUI\al\"l1t ul' tn.- l'OtllpiH\'lI personal riiJht 10



to It from any prol~'\Ion. trade. employment or \llCall\)1l earned on In '1."'-

South \.V~ th)m lanch of!he Crown held under tease: or from any otber

Tl~r L(wdshil'1ltOOnd that tbere were thur pn~ in ami~ or prodl)Ciny

the income. ~ the e:<tra411on. manufacturina. _ and ~pt of 1M _

~ It lwld that the fil'1' two procesta feU \>vllhtn 5 I~ and wv.«ed in

the affirmati\'t the question whether the company had any income faUi""

v.lthin the metlfIinv of the Land ifld Incolm Ta, A~ Act of !89~ H

It should be appreciated lhat tl'l¢ Privy Cuuncil Will mny required to 3Mwer

twu qulatlom FiM. WMth« the oompMia involv~d had any metnI in the

year of ~ wttl'lin t1'lt' m~ of tl'lt' I..m1d and II1C01TIeTax

'\5~ Act of Ulq~ Second, wl'lt'lher the oornpMia were ljable to

U1.Utlon Ul'lder thitt Act and 1M l~ Tax Joti'll{ Act of 18q~~ 'n\til'

l.ordwpe ttMw'lnCi both quatkml in the atIlnTI&lf\'t" i11ty \If," not called

u.pon to WVt'tf whethOl' the ~ y.,m ooly liable to Ne-w Sooth Wales

If~ ..mw lilt ... l'ln the ~Uflb arI!ltlltc tinm the prtX'('l~ canicd (m in thllllUUt \.

In CQl ilLJS.~ s.wtb Wila \..,M~'" the c(.ltltp&ny "'IJ rt(p5ter«i It\

En.,Jand and carried nn It. practi.:al optrau(mll tlf mininlJ, t~tinai and IIll1reitintc

I~reIfI New ~)Uth Wales The c\mlpany. Ilvuull'h itl Ltll'1<k)fl Iv-,t ... CI'Iter«!

mhl i1 written cuntract In bntJtand \\1Ih lUILnglilh cumpan\ l(llthe We ttl rt uf

~ll1lCS (m1l.~lrales [)c!i'm \!tas 10 ~ nlidc to the f.11.Hd'\4!J1¢f!iin Nf\l, South



A lurther IflI!JrneIlt put Ibrward by the laxta~er Willi that ~'1r!iMillin', busine~,;

was ceried on putly in S(ltrth AIhca Mel partly in EngWld Thu! the ta.-.:pilyer

should 001)' have beet, taXC(\ up\ln the portion of the iooomc that was earned in

SouthAtnc."

~ court did not consider that there WIIi &I. b., ,II fOi &pportio1'lil'l'Uml tIS the

whole .ource of the royaItia "'*111 in South Aftica'" in decidini that there YtU

omyone IOUrot oftI-.: roya1t~. the court referred to ~.un Privy Council and

Aultl'l1iln ClIft. wl"lch will be dillCUHeCi below ",

The finl cue wu t!\I1;t u( <.:O.I.L&k." TIle CUt involved aPl*lla from two

ju<lapneml of the Supreme Court on tpeeiaJ CfIIU Sla.ted In .ch cue a

compMy we tbnned and iftOOl'pOl'Itled ICOOrclil)i to the lav.'S of Victoria

whn tt had tts hIMldo,flice and boIrd of director& It cttniecl on th1 buttn_ of

mintna on ltu\llwkt lind held &om the Crown The land Will alttl:llit«i in Ntw

South W_ A certatn portion oftht erude oilwe sold in N~ Swth W_

but the p,tll' pert WIIi tl'liltted and sold oulltidt thai &tate No contracts of

U wn I1'\fldt in New South W_'1 11'11Privy Council had to decid~

whether tl'l1COflbpltlY had ItI'!y itl"'orne Ytithin the m~ of the N~ South

W_ LMd and [1lCOl11e "fax A~en:l Act of ISQ~Md wu acoordif1¥ly

Iiabt't 1<) ulxati()n undfr 1M provision, of that Act Md the Income Tax Joint

Act llf 189~ The Privy Council had {~1decide whether s I~( I). (J) (~ (.,) of

Ihe 1 and and Income Tlx Auessmetlt Act pf IlN~ ltppil«! ~I To d<, !Ill it had

tu I'lt' liI.lIst\ed thaI. etlectl\dv. II~ C\lfnpilrnt:s had 111Ct~ ariltinl' Of ICcnunll

Il7



:\ further I'lr~llm~l put forward bv the ta\pavl.'f \''is that Mrs \,lillin's busines ..

WltS carrioo on partly in South Africa and partlv in En!Paoo Thus the taxpaver

should only hive been taxed upon the portion of'the inCt)tne that WL" earned in

South AtTica '*

The court did not COMid~r that there was I blbiia lbr apporti~t iii the

whole source of the royaltia \liU in Sooth Afhca.tll In d~ Ih81 there \"~Ii

ll4't!y oee source ufthe roy.It)!.-s. the court retCrred to certain Privy Council and

AultralUtrt elm. whtch will be dlllCtJueci below ~I

The first CUt WIS (l'lttl of CQL\JSJrk. " 1he cue involved appell, !Tom 1.....·(1

il.l~lJ of the Supreme Court on apccittl cues stated In .eh we •

compmy WAS formed 1U1d meorporued It~rdil'li to the laws of Victom

whn it had rts head offlee amdbotIrcI uf directors It earned on the buaintM of

rni:mnu on l_ehold lind h~d !Tomthe frown The lamdWIS artuatccl in New

South Walts A c;crtain portion oflhe crude oil WIS sold in NC\oVSouth Wam.

but the i"'ft1er pttrl WAS lr.tccl and rotd ~)\.ttwe thttt lttll:le No oontlllC11 of

l8l:e were milch: in Ne\'" South W" '1 The Privy ('ouncil hId to d~ide

whether the comptny 1'lId any income within the mMli¥ of tl~ Nev.. South

\Vttl~ Land amd I~ Tax A5'>~,,"lMt Act (11' ISQ~ and WI! a\'4'Ordingly

hubh.' to t&Xltlitl!1 \lOOt! the pro\t!i.iun!l of thlt Act and the {114,;0lne Tax Joint

Act of ISQ~ TM Privy Council had to decide wh«her I I;"( l ). (3) \)1' (4) of

the: t and Ind IllColtw 'I'll' .\5."iCll!lltWt1t -'(I of HN~ appUed" To do so it had

III IX' sa!l!llled tMI. en~"Ctt\"lv. 100 Cllmpanl\'S had mcorne anl\iny or .~:I:nllntl



Ibe coon did oot agree with the app'iCllt~on of the deeming provision as it

related to services. work or labour The court drew II distinction between

pnyintl I perBUIl Ibr hi!\ Illhour Md purchui:1'll:l an article whicl, ne has made

uilni hi, _illll and iabour The court ttlUnd that 1',,11'5Millin received her

royaltiea for the niht to publilh her novel and not for her labour Thus. the

deeming provition did not apply fO Tvtn Millin' II incOlTl:e 44

The main ieue before the court \\111 whdher tm royaltiet received by Mn

rv'litHnwere !fom &I aourcc: within South r\liica !~

The {","{payer's mmn It1'gUmemwea (hit the roytlfti~ accrued from an Enalish

source n,e aqumeruwu hued on the tltct t1'1lU whl$n Mrs ~,{ilfinwrote I

novellhe produced (I capit.al .. 1 This lIant wu tI~ oopyrilht reltttil1i to the

OO'litM The copyrifjitt ~ her property She ~ed her publimers I

lieenee to publish the MO\-et. and the I'oyaltm which &I~ received tl~trom

related to her capital._ Thus. the aouree of her income wu the place

wl'!ereher capital WII! employed, rutl'!'1ely. London The court did not l('Cf!)t

that the (,~,;j11t relatil18ttl MMI~mlin'lMOvel was I cetpitalll_ ..

ltk' court Ilt-ld II'lll Mrs \hllin's bU!iltlt" .. or writtng I\()\'d!l WIll balled. not

upon ~pllal. but upon her \\tIIi ancIla~lUf It was the exm;l&e or her WIt! and

labour Ihal produced her inc'lIlle n



form of mvaltiel' The pml1b accrued III her from a South Altican source as

..he carried on her trade in South Attica ,~

The ~ourt a.ocepted that Mn Millin canied on at trade within the meanintl

Cl'IV1II&yed in the Incntm Tax Act Her trade consisted nol only of the

prt"lduction of works of lktion. but also the publishin1& and seUil1¥ of the

I'lO'Vels In other words she was cIalil'ti with her copYl'iaht 1'1

The JUdge in the lower court foond on t~ tiel. thai ther'l1\ was l>Ubstance for

the lUlUmet1il tlmt fIj part of her businesa wu CllJ'ried on outside South Atnc..\.

1'leTincome was not derived from l\ South AAieM source 411 He did not niIlkeI

definite fin<tins on this point IS he found that Mrs l'vtilbn' s income WIlS deemed

to have lCCl'Ueci !Tom 1\ source within South AAiell The dewflI provision

which 11,19hoki applied WI! that _tl'!:i to services rendered or work or labour

cklnc b) ClpeT!IOI1 in the CiU'T)'inu l)n in South Alfiea ora trade 41

Tilt: IWrooch of the lCM'led judie in lilt: klwer court dk! not find tbvoer in llw

Appeflate Division 4:

Tbe court did not ape with {he ooint thlt. ifptrl ofMn Millin's businas WiUI

~arm.'C.1011t)Ver~i. ht:r Illcome \.."li ool derived Iton1. South Athcan source

The court' !l1'efIlK)nwas thllt It' any of Mrs Millu1!1 incolnf wall earned in Sl)IJth

Alnca. then to ~hatextent it would be f¥dcd as hl...tnklilrilen from at $t)IJth

Athi.:an source ~,



· "source" denoted nri!,4in.not ~ocalion. and capital which produced

profit was located when: it was employed' q

It is inrereatinj 10 note tl,. i, insofar as the ~es in the COI1tpat'l1es which had

been involved in mininl( operation! in South West Alhca were concerned, the

coon considered it sigmlicarn thlt the C(}~ in question had ceued

operations prior to the taxpayer's acquiring the Wires Thu!. the court round

that the UL'<IlI)''ef took O\'ef the Wre!l in order to obtain the mc,lne:v to which

they related Theret~ the Iftl.itti"li profit IU'OM from the ta.xplyer'lI

empioym1:nt of cnpiUll in South Affiel •.nd 001 !Toma bulin_ or servict I,

In MillirL1J;m \~ the tlcts wn thlll Mrs Millin. the wife of the appellant.

received income in the form of rtl)'lIhie:s !Tom her publishen; in ~pect of

works of l'ktion \vrinen by her in South Altic4l The works Wft printed and

publtshed in Efilland II1'KI the Untted States of Amerien The rtlYaitift wm

pavabte to t\:Jn Millin in terms of' contract!> e'Iltered inll.) by her Yt1th her

pubtiahers. tIXld were remitted to her thro\lIathher London I18'llts II; The main

questkm bt>lbre the court wu wh$het' \ht ruyl\.ldes rectived by Mrs t\r'{illin

ironl l~ puhli!ihm in En¢and were from I !l(lUfce within Of Jeenwd to be

within Sex,II:' Afilca n

The ('nmmiuiorn:r Ifllueti that Mr!!Millin c4lrrioo on I trade In S~)Uth,·\Ih~i

Her trade \"1.\.'. wntlfl!l \\01", of tlction ti.lr prollt She f\X"eI\OO pwfit .. in the



faxpav\.'f also included 1II'IWIshcueho!ding~ in minin~ companies m South

Africa These were IInlOl.lnts due to ..h&rehnlde!1l of the companies which were

III the liwVl,. of the Custudian of Enern ....Propertv representing mm,tly put

dividendll declared but oot dimributed during the war rr:; j and proceeds

from the I'ee.hati'an of surplus I~!I The interest!! of Dr Lubbert were taken

ll\'ef bv the ta.xpever at tall Ihan hall' their market value:\ The court was

called 1.I9Onto decide. tntCf a.lia. two iI!!U'es The fir5t WI5 whether the excess

received in IiUped of thr liquidated shares over the emount at wlm:h they had

been aequireJ Will fttJfl'l ill South Afiicllr. &ou1"CC 16 The second will whether

the proftt! on the sale of s1llt1iU etr~ed in Ci-ermany were !tom a South

Alhca.n source :'

The court round thlt. 00 both issues. the receipts "veTe !Tom sources \I.lIhin

South AlTiea:' It held that. I:tennllv. the souree of income ill the klCahon of

the buain_ capital or service which produces the inoome:OJ Source dentltft

orijil1. not 10Cltli,on10 Thus the c&pital which produces the profit is IocIIteci

\vhn it is employed .11

It III !lllbnlined that thill C4\$C wall imp<.lrtllnt Ihr two main reasons First. it

followed Dwm by apphinlol the empltl'rlllent of capilal Ie!{ to' This ill, ~Iutpll.

I)l)t surprisifl1i liS one llf the 1\\0 Jlld~nlet'lill wu delivered b\ Innes ('J \\11<.)

dch\ef\"d the iudgmt...m 10 Dunn Second, II n:t1ned the tes,t for determining

source b~'diltinguishiMl:tclearl~ between origin and locatiu" IMe! C'J mated •



ordinarv sense of the word Accordingly, the court upheld the company's

claim 1M

The court in Dl.mDI·'went on to SUIte that the fae'!' under consideration were

stronger than those in &~d..·~BI~yen·.·~1In R~k.I.·IL~m'. some of the

1l1U'tS&ctionscorstinned temporary loans. whereas in QJ.U.'U'l the relationship of

lender and borrower never came into existence 11

• TIle court fotl:ld that in order to detennine where the call1uU wu emp~oyed to

eam the profits one mUll aacertain the source £tom which the profits were

derived 12 The court held that the source was the ta.'(payer's Enalish busincu. ~\

This cue ls importMt beaU..1le it VilIS the lirst Appellate Division decision to

mltbHsh the employment of capitru test in order to detem1ine source [I is

5I.Ibmitted thlt the court's judtJ!11el'tt provided It sound balis for the

development of the approaches adopted to lUlCeI'tainil'l8 sources of income in

South AfliCl

In QY~J~U TML[\U:PQfl\lil.lO 1.td y OR:~ the facts were I~t the ta:,Pt\yer

had been I'omled \0 lake over certain interC!ts held by a Dr Lubber! It was

r~stered in both South Athca and South West Athca The interests

transfetM to the tL\llay~'T consisted of shares Md debentures in Il,jnin~

c{)mpafli~ in South Wellt Athca. H number of which were in liquidation, and

the share capital had already been repaid Ihe interest transferred to the



argued {ufther that the transactione between the taxpayer and the South

Ameen firms were loans The goods which were sent to South Africa

repres-rned the money lent and. therefore, the tax~yer's capital was employed

in South Atiica.14 The court held thilt. lIS I commission Ilient for the South

African tim1i. the taxpayer had agreed to purcnsse. invoice end ship the goods,

and to pay the costs. lnsurance lind freight ...\S it used its capital for that

purpose. it employed it in its own business and did not lend it to the South

AfiiC&11 ftm'ls 1~

The court relied on the IUthority of B..oidl Drewery l \) u}~, 'I> In this case

the compel-ny cartied on the trade of brewers, and, in addition. the busmese of

btu'lkers and money lenders. which business WIIS customru)' for mru1ufactuMg

brewers The company \¥U uawed to income ta." on its profilS iTom trade

and sousht to deduct bad debts in l'upeet of I.oans to customel's made as 111rt

ofrts m01tey ..lendh1l;J btlsin.e.'4S11

The issue befol'e the court was whether the money used or expended in the

money~lenrli~ businetU!was to be treated as capital If it was Cllpitlll invested.

then 110deduction could be made in respect of the bad debts The court I'bund

that the mom •.' so derut with W4IS not capitru invested. The reasons for this

lindini were lhat no 10M wu made by way 0[' a pCffl1Ment investment. the

money used in the money-lending business was capitaJ used by the compel1)'

101'its ..\urkinil capital. thus money employed in the money-lending business

W!il'i money used and it WilS out tit' capital. but it was not invested in the
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lbe facts were that the taxpaver "as it holding cumpan\' incorporated In the

Unired Kifl8Clom It did no! carryon busille!L$nor own any capital within S\!ulh

Africa It held thtlm in Vm(lU!I tradin~ compan.ea in EnPlid and thruughout

the British Empire it was dull!.~v a~lCiatoo \111lha Dutch hokiiny companv

which held Wm; in tradiny compantel\ carryiny on busineu ()IJ($ide the British

Empire One oftlleSC subsKl~ WI! ilDutch COn'l!pan]. ?v1Jtvibet ~5

""-ere entered into between tile t&:-'pI~-er. Mil" tbcl I!'Id It rrulStee company the

etfect of which was that tbe tit'pa~ef sold and tl1U'lstbrToo 10 l'vtavibel ,ham

held by it ll'l.d<titwn it coded 10 tvtavlbel debts owed to it In comidmtioo of

the tJ'1l.l'lSftn Md ceutOl1i. tvt£vibet paid It cortnin amount of cuh Md the

balance renmined oulSlamdiny on an Imemt-bOflrins l(lanll'CCounl As lOOU.ri\)

for the 100li.Mlvibellrwferrcd It) or depofJted "vrth the trustee shares o,vned

by it Md sh~ owned by one of its SlJbfJdiruy oompMits IflVllvibeJ fniled to

{ulntl!! ohli~tk'n$ under the ~t the trustee would hold the ~ H.)f

the !a~Plyer and the 1(\IU1v.tlUld be extin8Uished SumeqUlmtiy I South

,\tiican compauy was Itlt1'M!d IIi<.i a,cquired (rom Mtwibel and itl ILtblidi&l)

comptLfly their e'Ttire int~ in the sI1tireII held by the trustee u security 11

provided thltt l..tture Plynlel1't! III be nwle by the South Attr:Cll'loompa.ny were

to be made at ihe Utxt,)l~er'!I registered office in EnWand by !\1e'r1il'\i choque

:\\mt: of these ll\lI(.'(:fll1:fl{S \\its entered into in South ,\lhca They were

assented to by Ihe rele\ all! South ·\thcan lIoO\'ertU'IlI:I'Ii department Interest due

bv the Sutlth AIIt\ ,til I,'umpam \\41) l'lald nut of income Insiny Irom Cef'laln

..hare .. hdd bv the tru ..tw .1.. "I.,\:UIII\ I',' II~ Cnmmb!llOl\ef' dallll(.'\i that thl"

1f1l~·'I.'..1 \\ih taxable III S<lulh \Ii,,;a ,,, lilt' 1,,:UCbetore tnt court wall \\h.'Ihc!



le¥illlaturt divided in<:tl1Tle into thilt from personal I.;':'(eni<mand thai !tom

properly In dOtn~ !to, he ct}n~ that the ~ inclk.ted thlt the

J~.lurt reprcled 11'Iaeas ~il1j the two ~ sourca ofincome

'The lei;i.tUrt tn l,nHI1j [he ","ord "IKllJl'O\t" ITKNIllt not II • concept. but

SOlTl4tlq which a practiaJ mill would reprd III II realsouroe of income

LepI conceptJ muJt.. f coum. enter into the qu_ion when 'Me have to

col'l8id« to whom a ii\'tIJ'l source belonp But the lt8Ce1'tllinrnentof t1~

8ctUlll source of I Jiven inoome is Ii prtICtica1, 1'l81'Clmltlw of fact . 11(1

It is c1_ thll bues J wu cotWderins which of the two gena sottreeS of

income applied to the il"lCOftlC in qu.tion lind vd'GfMr such tl'ltC1.lmtl VoltS

derived from WI Auatl1l.1i81l1OU:I'Ot Altho. the wordir J of the Austndittn

.Ition difRn 1Ton'l the rele'VM\provisiont of the Sou'th Afticlll'l lneotTle

Tax Act. it is aufficiently ain'\ilar to l'CI~r ~ !)efauuive in South Afliam

courts

('U\ VL.~:lLJ3.r\lU~ .1'l'likvCf Ltd'" ill. peri'tapl, the I11O$t important d«:i!km

bv the South Arhcln COUl'" \111 'I(')UfC(" In that II cl)&1I11liA'Ci th~ IP'J'fO«h ttl be

adopted by the coons If! dctCtilllnill8 the source of income



mo_ It) the S()Uth AITh:an lirms and the 8ooci!l which were sent to South

Athca l'\"pt'fteftled the \11(';:\'\ lent !\i;,ordm~h h. aryued that the tltXpay«1

capital WD empltJY«\ in Sc.)lJthAI~ 1;4 The cOUi1 tbund that the tlt.l(J)«yer

employed the capit.a1 in ill l)\\n bullneh and did not lend it to the South

Alnam linn. ,." The cour"s ft.-hanet: on R.lid·J",,a~m"'" indk:atCl that it

Cl.lfl1lidm:d the appro.clt to bt: .wupted In determ!mntc where capital is

employod in a buatMu til. fint to d«e:rmine the ~ in which the ClptUil i,

empklyecl TI'MnGifter it InlIJt bf establilihed how the money is 1Jlti1iac1 in the

OutiMta Ifd'lt I'I1OtIe)' ill utibad In the pnlllt·l1"l&kiI\lIt('tivit* of the bustnteIa.

lhe ~ offllt ~ mnasm the capttal employed in it

On the other hand, if the 11'\f.lM\' Il\capitll inv_ecL the ple,¢e whn the capital

ill tmployed rnttyd~ Thul\.In Rcid.·lla~m~ the~ wu utiliHd in

the Ct.'lmpCIny's rnoney-Ienclil\i buatnftll and wu not invesltd u capital

elsewhere In Thert1bl'e, Itpplyin» the employment ofcapi:tal ,_ to the tielS in

lYloQNtn Mill'" it is clar that the ClLplt.aI ..vu ~ by Rh(ld~

~4etm in tt. butimu in Southern Rl1<~

l;;nally, it 15 int~llllllU llnt~ thil Lord AtKm IIPptl«:! the practal ITIM {t.'It

becaute, hlvil"lti t,JUfttkln«j th~ \alu~ or dcciat<~na llf Ihreiyn courts in ceI1ain

clrl."Um)lIU'\(.~. lw lppik.-d u teM ,..hlch apparently ori~flIIted from an

,\ustraltan d«iwl)n I." In '"th4in " l'(.'QT1," hue" J. \"ho d>elh'el'ed tlw

JUdiCfl1«l1 of the C()lJi1.hid \l\ ckclde wht-llwr II'K.Xlf1\eWb d«ived directly or

IIldin.'(,:t!",by the taxPllvl."f ttUIlI S4')l.m.:~ within Australia He Mattei that tilt
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\Vall !ltmilar to Ihal in tbe Income Tax Act and is. thcrethre. per5U4lli\'c III>111

\:l.• tm- coun C{)tllIId¢r.:d a later Australian t~ Act 111"'hieh income wu

do:llncd II ~ns income ....lm:h WI:, derhed from an,,' $OUTCe in the stlte II'

The court held tlta.' the !l(lUfC!" \lfthe IliC(lltlC "b. at k:u ~!y. the bullmcs5

undertakil13 and f~llk)....ed tv,dl ~. CI'uUlm&& to de(ermine that the UuSfOOU

Will cartied on whm the contnlcta were twbitWl11y ITIIIde 'I~ Clearly MtIkI il

also of p.et'SUlJive \u ~Ilc>'";) and ~U .. were col'lCe1'ned with tbe

L'nsted r<ingdom Ulxintl ~5Aation and are. ~!'Iy. III!) penuuh'e in

dtt~ whl( oontlitUles " bulllneu end v.l.. IUCh ~ ilc.arriod on

I..m:dAOldII.mu cI.l1 wilh II ~ lUnd ~ Act which wu aimilat to

the L'ntted Kiflidom tllXilltl t\1,'. it II. therefore. ot aimilaf va.l~ 10 ~ and

<i~ The criterion uf the detem\inatkm or the ~ of a businlUtl is

importa.nt in 1.t:11c1mtandifltj the w1ia'!'r Sooth AltiQm dltcilions

Lord Atkin wu unemain ilx)Ut the meanina of empi~ of capital

v.hether It meant the pi&(.~ (,r purc~. Of whtllier it was ropretented by the

~ock and mm«l to the pl&ct' of U. or whether it could be uled only II II test

uf source where the pl,1rcl'llk and uwm tflected at tilt aa.me pl&ce1:1 In

DUM lhe AttOflle")·(~'f ..l III 1UliUmer!t rli~ a Mmdar pnint 1.': It ....'11 be

rQCiUled tMt. in Uum. the hllo:PiY-''f \Hlli an EMjlillh Cl)mpany c&rI)1l'1j 00

bulll'ICU in t~ntdAnd Actltll& ali a comnliUlon ¥nt for S<xrth AI1ic&n firms. it

purcha.ed. invoiced and shIpped ~olldl. and paid t~ costl. insul'll1Ce end

Iret¥ht It ~ mt~ll)lllhc bal&l~'c due hy th~ South Altican 11","s lrom

nme I~lhnle I" "he '\UUII)!," ·(i\.'t~ral Ir~u.:d that tbe taxpayet' had k'lllned



In hill comment! on thl: \l1R,C:of :ne decision of forei8l' courts. L,,,d Atktn

rcl't'ffcd In the: "har1l'1l)l\wtd .. of' the Fl\tlli~ statute ',\hkh ~U\tred. inter alia.

IMUI.I pmflt. or pin. from all ... trade: exen.'1Cd within the United Ki~ I""

In Dum"" the Cf.U1 Wb Ct~ with the: Income fax Act 28 of IQI4

which wu baaed (ll'I the EfIIlish <-'OCapt of proITtll and ~ The court

~ the t. of employment tlf capitta in cJet'!'rm'ni"i lhe IOUfCe of

income III

The r~npthautfkmty m!ed upon by tilt ,,"OUT{ cIkl 001 n:1atte clirectly to $OUfCt

of i~ but to whGl «_ftuted capit&! ~ecI Althouih ~

Ir!.IIlll1 \If. ~ \lft!h the Income Ta", (COtlSOlidatiM) Act 41 of 1917 it

foIlow«I CYm It \!If_ litrther in tNtt it held that the IOI.lfCt of income is the

IocatkWl of the: buJine. atpftal or service which prodUCtS the income It alto

held that ~ a.ot. orijpn. 001 !ocfl,tion III In MiIli1 the court. followlns

both Ilt.mn and C&__ JI'UJl. held thlt it WIIS the ex.orclat of I. wtll amd

labour tI* produced MI'1l tvtillin'll t~ ..UI'M In «ll'IIid,trlUi wl'l«her tl'lltl'e Wil

t>my one 5OUI'Q: Of 1Tk"~ than l'If\C ~)lll'ce to t!itlbHth a *. for

1I.pj')1)rtionmlJllt. the Cf.)Urtc<m.id«eci d«isiona tlfvw1.I1 O\lffHila court, IU In

vi"", of Lord Atkin 'I Ctm'ln'k'flhi, it j, appn1p!iate to c'<.IUniM the vwe llf tl-.e

decillitln~

I\i' k II' wall I;Ofl<.'ertied v.111' a Nev. SOUlh \.\ .tlft !1'Iin!l Act fhe w(lrdinV nf

th\: I~illlation inM,faf as II ilPI)Ii~'(j tu the lItlUrce of tilt: manulil<."turinv, pl'Ol:e!

I i'j



vm~ JA In app!yinl' the ImIployment of capital tett. he lleld that the capital

was employed In LoflCk)f1 He fbund that the claims did not contribute towards

the profit The tl'llWlCtioo was a IiNtl'ld&l one which took place in L..ondon He

empl~ the importance. in I cue like this. of the plaee of conclusion of the

pro:1it II. Mndy. De Viflien JA applied the practiaU man felf to rairtml his

In the Privy Council. Lord Atkin ref'm'eCl to Vflrious Enslill'l. ,.\uatrs.lian. New

ZealMd &nd South Aflie&n decisions and Died thlt no criticisms eookl bt

questioned the employm.tm{ of Clptttll test He wu not aure whtthtr i1 I'MII'tt



Durinil the count of Itquidation the wl'1Oleof its undertaking WII sold to Sf

S....-ithin·' I! I Jot'll coecern It a !lUbstantill profit One of the iwes was

whether the ineorm wall derived !tum 11OU~ withtn Southern Rhodai& II..

In I ~ty dol."illiun. Lhe ArPCflat~ [),\,lUon hdcl lh6tt Ihe i~ wu from I

Southern ~ IOUrce lUI (\~rutel tbl" RhodOlilln MQ!S It'iUed tha:1 the

buyintt and _tint of the cWtm constituted the cIornNn'l tictOf in the ITII:kinI

of tht proAl and tMlt: took place in EnPmd Illl COOI'IIel for the

C~ntr. on the other hand. quod thaI the incolM muhed ·from tht

«T\~ of capiital in SouthIm Rhod_ ThuJ. if RhoduiM Mg.

carried 01'1 ~ in t.onc.k1n. the profit did no! resuh ft'om the investment of

e&pi:tli in the bu~ d\efe It resWted ft'om the inv.ment in Southern

lUlod_ by lh.~ ,...

St1'8UbrdCJ tlilld thtl RhodtIiM M_. ~ II £b:rtuntie purehut of clai:rnt

in Saud*" RJ~ by emptoyina ita Clpk.ai t!we Md thItt. lt~y. the

proftt WI!! ~ by the produdtve ~ of ita ClPital in Southern

Rl'kldeM'I>4 TindIH JA Ilk) appal«! the empt~ of capital (CIt He

~ that the dominant liI.,or in and the (M orijin of the pmlitllwo tht-

,alue 01' d\t cwnu R.ht~n \lClill, buufjht and d-e\eklped the cla.itm and

theruf\~ ~»d tl\tnl It a prullt In dutl1¥ !itO. it mlj)kl)'eci it5 ~.taJin Southern

R.~ In addition he held that Ill!: E¥ish ClIJe5. weh as ~ Md

L{wcll..A ..t:.briall.lli' did nut appI)' b««u~ of the diff«ent wOfdi", of rl\t

t 'nsed Kifllldonl !'tltute i'" Ibe diucntin¥ Judy.ment wall doIi\cr«I by De



LlqUlQltQf, R.bQd~ MrtAf, Ltd" ('(It ~lVtbml R~"~ wu hard in

hoth the Appetlale Dtvil'lon uf the Supreme ('{'Iurt in Sooth AI1ica" and the

Privy Council ON Both II~ d«isklrul y.ill be di!lQ.lued The fadl were thlt in

IQ"4 Aldworth and Sautrman llekt J(X) tungMcn CWmll. knowl1lt1 'he Sequel

Mine. in Southern Rl'Iodh&a Bayliu aaed 1$ apnt in Southern RhocIai& tbf

Dlvia. a ~or of compta'1ies in London r\ctins II 1lp'It. Ba;iiH obttined an

option !Tom Aldworth and Sauerman In terms of the ~. DIvis I_

lhe ri3ht 10 develop t~ claims and ttl buy them for .08 000 cuh and 124'/1 of

the ahere capita! nt' I ~'lII't1pMy 10 be formed to ae:qun or work tile ci&ima In

additioo. Da"is 1'ltId tM op1l\m to buy tbe 11 per oem slwel~ &om

AId....'Olth and Satet lnan It dw pnI.'e Itt w1'*:h tlwy • t)ffitr the eIairnI \0 I

third part}" and provided thtll Devil hid I rill" of Ihr I'I1it!IIJ to ACqUltC any

cd_ tunpt«l ewma acquirecl by Aluworth and Stutl'lTl6U1 In 193~ Da...;.

~ further clttims in the ItU'M loca!tty. and thtn promoted the flotation of

two companies in Southern Rhod_ The two companies wert St SW1d""1

and RJ~ Met"",

Qa", held 1 bOOor the iMU«t ,w~ (If Rhodt:IiM Vlet&l. and 6 .100 sl1ltel

wm held by a nominee compam Da\!$ t1\e1'\ sold 420 claim!! to 51 Sv.irhtn's,

and Aldworth and Sauerman sold to lM Mmc compmy the Sequel !\'line

c:iaim! lor cuh and ~ Da\l!i then 1I4'Wd I tHO claim. It) .RhodNn MflaI,

\Vithin thlw tnc.lflthl of thtl !lA1f. RI'kldel4an M~ta!, v.ent imo \olunuu)

Itquhlatlon



Whill'il the C{lurt in Millin wa!i correct in its vtt:\\ of the JudtPllefll in I\j~ it did

1)\'1 Mli!l16tclllritv rec{'I~Ut: the judgment in that cue with [hat in LQ'i,~U8;.

(bri$lmu ln this reprd. the jud~ of I!illCS J in MaklYI provides a

suitllbte bui, for reconcilit'lj the diffinnt decisiooll In~, tl,,Sgn ,.1

Qs,JJal)'l it wll.llwk! thala tlll.de or buftineu \lib carried on III the p!ace where

the cootntds which form the ~ of the trade or businm are htbttua!1y

tmde Thus it is importMt to _abli6h the ~ ~')fa buli~ ~'here an

atIlecedtnt op«lllion ia preparatory ,lnly to the bu~ Illd doCI 00( fOrm

part of fts ~. it ia not laken tnt" account in c:let~l\l whtn the

busins is CIIrIied on for inct>fne tI.X ~.IJ' In ~ the initial p'l'OCftleS

of "'tmetron and meroficture clearly formed part of the esenee of the

ta..,<.pay«'l bustnaa

In LQ\'tll A.ClJiJUlW the ~ \\ftlll: tIlXPI~-er'SbuatllftS wu the ellil'l¥ of

.,(')(\(j. on eommilllion tTl L{)ndon and the _lier Imtrtpnenlll entered irNl'I in

New Zea.Ilnd were l'M1"ely ~t~)t')' to tlw euence oftlle bulineaa ~

Appiyll'li thi. criterion to Millin tl itl cleu thet! (he court reprd!ci the ftmlt.'e

of Mrs IvUtlin', buJinetlll the e'<erci.llfher wi:taand labour and the oontl1ICT

,\ollh her publiahefJ Wit!! ~eI~ andllary Acc<\rdintdy, as the ~ of her

huiWnrsl' \\U cl\m«i nil In S(luth Atm. there \\11.\ 110 basis lb!

flPJX'rtiunrnent .•.



decided CUe! wtllllhAt where (\ trade Of !)1,lsine,..~ordirutrily cnl'\."i!U!Iin makinl(

certain types of contracts and in can;.iny them into operation 10 make a profit,

the trade or bu&ineu ill carried (In It the place where the COOtl1lCts are

habituall" made The court held thallhe decisions did not provide authority Ibr

~oi1'l» beck further than the busineu !tom whieh the profits are direct Iv

derived. and the conUactl\ which tbnn the mence of thaI busim:s& .~ The court

held further that in the case in questiotl the business which yielded the profit

was the busiMSl of !!dlin~ Yl10d!l in London and that the prOfilS were J1(}t,

l~fore. Ut,(eble in New lecWt.nd ...

In ~:Wlln··the court did not consider that there WIIS II basi, IOf lpportiolllnent

IS the royalties W1:I'e received wholly {rom a South Afliatrl source The

appellant l\I'iUed tillt tvtrn ~vlillin produced a ca,p;iuu Itlll!!! when she wrote a

[~ The wet WIS the copyright of her book She retained the copyri~'n

when ~ entered into I contta~t with her publishers 10 publish the book The

COlJM !'\eld t1111it was by the exerelhl! of her wits and lftbour thlt &heproducocl

her income· On the authority of K.irl\.'" it eeold be triUed tl'lltt there ~1:I'e a

number of proceuel in the wnil1i or Mrs Millin's income and tl'llt1.

l<.-'Cordint&iY,there wu a boil> for apportionment of her income TIle court

"Ill. OOWHet', in ~nmt wuh the vi<:w lhit in Kirk il \\-u nt>! decided rlUlI

sc.mlCpOMioll or the illl."ollK.' is IIl\al'Ile In the place "here any process in the

Ci\rmrlti of prtllill'l IS carried un Ihls \\-as tll.: realiolunil used bv the court in

\lilhn lP:\"\ l!lClle the dt'l.:l~IUII!l1l\ "Ir~ and tV\~U ~ (,hri~mi&'.,



court had to determine two questions The first was whether the French

pnncipa! exercised an" uade, employment or occupation within the United

Kinl.\400mand. second, if so. whether he WiS liable to be assessed to income

tax in the name of the appeilams who were his nsents .J The House of Lords

li.lUnd in I majority decision that all the appe!IMt!l did in the United Kingdom

on behalf of the French principal was to canvus for orders. to transmit to the

principal those orders when they were obtained. and in some cases to receive

pIIyment on the princip&l's behalf Accordil1¥iy the majority held thll.t the

French principal did not exercise a trade within the United Kinidom as the

contreets were concluded in France Xi

In L..Q.~Ls1..Qlri1tlllUJ,..tal (.QI'M the company carried on. in London. the

business of provision commissll-:' asems The company sold dairy produce on

commission on behalf of producers all over the world

As part of its business. the company had an employee in N~v Zealand Each

>'etlt it sent !tom Londt.ln one of its employees wh... II., vith its New

Z.lMd empLoyee. attended meetiliis of vruious butter an~1cheese fuctories

The purpose of the meetin~s was to persuade the directors to ,-onsign their

scuun'lI output to the cmnp.ulY to he sold in London on commiesion The

comranv "vas prepared ttl makt.· advances against produce The court hfld 10

decide whether the business from which the prolilS had been derived was tl

business carried on in \lew Zealttnd SO as to bri~ the pralll' within the scope

of the Nev, Zealand taxing Act One rule which the court deduced from the



income It could. however. possibly establish a case lbr apportionment and in

this respect the onus was on it to do so "

Whilst the court in Millin7~ referred to LQy~I1.&_r1lril~7' it did not refer to

certain EnglIsh authorities germane to an unders.1lU1ding of l..m:~

ChllSLlllU

In s._ullej'Y_Il~ .t\ttQrney.J.i~IJ"'" the 11IC1Swere thlt n firm established in

New York habitually bought goods in Englllnd and other countries All good.,

purchased were sold in America where the profits on the !Illes eccrued The

principal firm in New York had a branch In EnijlMd which VllI! run by the

taxpayer who was a partner in the firm The other members of the firm were

citizens of the United Slales and not resident in Eng!.and. The Crown sought to

make the tl\..xpayel'linble in respect of the profits accruing to the firm ~nmlly

The queslion was whether there WII! n cllrrying on or the exercise of II trade in

England'" The court found rliat a merchant has one principru pi!!'!" ;, which he

may be said to trsde and this was where hi! profitll come home to him "1t held

further that the prol1ts of the firm in the United Slates did not accrue in respect

of any trade carried on in England ....They accrued in respect of the trade

carried on in New York where the main business of the finn was conducted 1101

The tiCI!! in GraiNl!:r ct S,m v Ci\)1.l.ibKI were that the appellants were ....ine

merchants C&JTyinlloon business in En~land They acted as Ill.4ents for certain

purposes lor a French wine merchant v..110 earned on business in France The



!Zt.·~rall\ tilt· 1')l11'1I~'S~"I' purcha!ltn!!f, and selhnt( credit m!ltrumen!!i Itlid 1I!iUa1l~

lakt."'I~ term Ofliw ,.:mplu\Tllt."Il1 ufc::tpltal

" h to{'A nON OF THE SOl R(,~:OF DISCOUNTING PH,OFITS

T~ an: two MtualKmll to con!U<ier in kJ(:.alillj the 'k.)IJ!"Ce of discoontil\l

prot1b nit: liNt 1'1\l.here ;\ l!\SUes a bm, ~l(e or bond "'111'1It lice \tWe (,1'

RIlle I III B fhr RtN and H holds it ttl matunty B ....ill hit,\: matde lt1P1in of Rb

The second sm.l.afion is where A i~ ft bill. note or bond WIth I face vw~ of

RIOO to B Ibr RQ4 B ~t£olialt:'! lito (' tor R% and C holds it to maturity C

\,,111Nt\C ll16de i tutm of 1\4

In the lirst situation Iht source of B' $ sam ia ill oriatmttil'll CIWIe This lIhould

be the employment t>f capital by l3 In order to l!ItIIbiish where the ca.pttllll!

l.'1Upkl\t.'<f, Itw btt!il~" III whl ..'" the capitll is employed mull bt determined

In this ~, II i~It 'po".n, 1\1 IlIoI.>late the dlmlifllll't ClUte cr ~ uf the

bu!il~'1 or 14;11\11)'v.hlCh prodW:t:lIlhe ).&lin Thulldivilies whi~h do not form

I'.tl\ Ill' IllI: 1."",,'I1I;\.' Ill' tll\' "\1..111\'.., ,1"~lIld nul be taken Into &i.:cuunt

I h\.'1"t\t:r. ll\lv. Ilw n\UI\I:\ ,.. lI'1.'J III IIll: "'!lillie'" ~,..Id be l!II:eMturtt:d It'tll(:

",()fI~ III used III tbe :"utir·IIU1t..m¥ a..:tl\ iii"" or I}te OOllll1esll. the 5OU1'\.'C uf the

lI",onX' l~wns tbe I;apnal \.'1llpl\w",{ '11It

I'~



":\lmp.ul\ "a .. 01'1I1ot\.'\IhI 1e lam III lUIl\!UIl ..um .. of Ilklnc.'\ 10 tru.'t.'t It!! ,anulls

tinaflt:lal comltlltnl1:.'t't!l r he (\lfnpan, lheft dU!fll'ed ils imestnlt.'flt stTalCl1\

Irbt~ad of de JXlliIIuntl !l4Jrplu.. limds In an tn(e'fest bearint4 Kcuunt. it ildopted

the procedure (lf purchisinH sl.ort-term Uniled KinBdool llo~

!«Urit~ v.ith the (lbjc(.'t "fR-setling them at a profil AtlC'f the COfTIiPiU'IY had

VUh.:t~ lind ,.lIIJ 1(lf the lM.'l:untu:s III I undon. they "eft: ~ltterecl In 1111:

Illlltw of i\ nonllnee In l.,md\lft and reuuned there until !JOId The _ and

recetpt of the coosid«atlon abo look place in London 111, The coert found the

>ntllNttmll cau~ Inbe the ku'it~ cuoow:ted In L,mdon 1'1 It held that the

~'llmpall\ carried tm It "(.,,""ilh: hu",~~ .. In Iundon ",' It funnw l~ that if the

\mtliNttifl¥ CIUlIt: \11'the ptUlib ...... the employment t)f atpitml. the capitml ....as

employed in L.tmdon ....~ the lIC.lUrce....I! klcated I" In add*tion. on 1M

authority of L.QY;U & ,.~ the _ence of the butineu WI! the cootr&<:l'i

\)1' pun.:httse and l5Il" and a' Ih¢loe ....ere habitually nwle m Londoo thi.

c{liUlrm«! the R'lCatlOll tlf tl\1 .)U1'i.'\C ill beiflll there TIw CWrI had difficulty m

djflmmiating the practical man irom the theoretical lawyer HoW1:\'ef. in

apphll\~ tlU!) test. It held that tilt: urdil'W'\ busi:~ ....oold rey.ard the

profit!! tuI hC'fnti ITtwl1It l.tmmlfl .~rceI'~

Hlvil18 reprd to In.: ,.nou. authonties discussed. tl~ approach which 1II'It~1d

ha\t: t*" adopted b, ""Ilh:rl'l~er ('J In LC\~ an.l, !J'IoukI I'IC udd to

d\.'h.'fll11llCthe 11~lun» of the "UUfce uf dlllCHuntm» prt\till' It I, Im.~. fleC.,'ftIii\f)

hI I.k":rmll"'· It"" \In,,ln.tllIl~ ';'lUl'I.' "I' tIl\' p.r···.. t n.: \m~matinkl cau~ III



tn Cll~.v a~k 1'-, the tl-Xpa~'eI'""15 " !Iloddll'oktN" who lived and earned on

hu5inel!> In &1Uth Atrn:1 The finn in winch the tlxpayt.·f' \\1' It partner did

",'me bustneu 'kith II finn ~lfLondon brokm The tl-'tpayer ~1 a !lUm of

~ to the Londoo broker, to enable them to deal on hi, bc:half 01\ the

London SI()CkE,cha.

The sum tent by the tL'tpayer did not cover his purd~ It was undnt'Ml

that the London firm would ext~ credit where ~ry The 1,oodon firm

efF~"led the purthaM:!' and ~ in London when: the ~ were paid fbI',

hokI and delh-erec1 and where the We pr(~. v.«e reetftved In I1101l ~

~ 'k1n I'NtOe by the London finn only after oooflrmation by the

!fLXpayer ,,,1 TIle CllUTllt1UOO that the l:l'l(f'I¥ef ~~-ed his caprtlland carried

on busi:neta in Loodon and that. 1I(.ct~y. the source of the profits Will

Ioc&ted in London 161

In M 1.1d. ,~·,.CQr~(.Sat'" the l.·umpaXl)' Will iooll')Xnt«i in tho lJnit«l

Kif1jClom After many yean ill ~ and l."OOtrolwu t~ to

Northern Rhodaia and then to Southern R.hud_ It,main activity wu the

canyil'tj un of minill1' (lpet'Itk.1t1J l)«i5Kw t)1'! the ~ of it. pnxiuct!l W~

I1'IIdc in the F«I«IlIol1. and yle!t wm ma£leIhrouil' IIMUft t\V" n Ltmdon

The Il~t 1'\"Ir~\'~ utTer" and would tranwitII~n 111 the 1_ lltlk~ In the

h:Mflliur\ \\hf:rf thc:\ v.ould ~ kCCpl~ The U1h l:1~ent \..\~lId n.",:clve I~

li4le rn~m:is ttnd trlln!lter them 1(1Ihc: ~om~)lnY'!I IlnaflCual a»ent In Lonckm

n~ still'" were: tkpo!lll\'(i 10II~nmlp'tltV'!I currel1l kcount In Londtm 11'M:



The apprOich whkh tJ'klWdbe iKk>pted in or~ to dettmninc the meaninllof

rhe IklUfi"C of the receipt t)f Rb CMrn.'d by B i'l that l~ source of the r~,,~ptis

ib orittiNllil\i CWM: Trw: oril,liNltinll tW5e or 1M receipt is the t:tnpklymel1t of

capital by B

[fthe criterion Wd dewfl by \\au:rmtYf."t CJ In LC\·~.ar.l~ Ii appJi«l. the tirst

part of the test will remain the ~ ThUl. Iht !k1UJ'Ce llf the ~~Pt is itl

ori¥inattl1l ClUte H()we'\'«. thm:aftt:t" the tests difl'~ Wat~'et' CJ ~

that the onl'iflll1naJ ClUlO at'. receipt i, the \\'tmt that it taxpayer ckm it) wn

it The t.Upply af credit by a wtlUki thus be the .«vice which a perlbn'ns far

A It woukl be in retum lor [hili!"'10~ tl'llf A would pay f1 the pin 01' R6

rhul the orijin.:uinw cwac Of StrurCIi (If the ~n recehw by Ii Ytuuld be the

pro\ Won af credit

11hili already been OOI«lthit dillCountinv Ctll1!1t$tl not (lI1{y of the i"lIUttat'l

bitt note t)f bond at I dilCOOnt .,,' TI'IUi. if A iwft IIbill. nole Of buoo with I

fico value of RIOO to a for RQ.;I. B may ~ti.ate it to C tOr [~96 In Ihis

~tUlttKm. the tfanaactKm bct\,,(,,~ Ii and (' III oee 01 pUrchaIC and !We and Ix)t

1<llU1

In ()\, ...~u ] ruSI lhe ~(\t1l1 I"'IJ that Ihe ~)UI~\' ,)f pwtit liom tlw ",d.: ll!'

!>h4tt:'IIII tl' .. 1.,j~'1: \\ ht.,'fetl~ (.t~lttl\1;. I:mplu\\'(J



upon the ~ndulli(}11 of Ln~h.J1 I:tlurts in cunsidering different statutes If.:

However. d«isionl reterred to in Ni\lban had pt'e\ioualy been accepted by the

Appellate Divilion I'"~ Finally, and perh&p$ ITlIOIt importMtly. it he:1dthat the

source· wu the debt This dun\! contli<:tl with Olm.n Md the d«:ision of

1,,\ at~ (,J m L.~y~13[0

Sinee tl'lel"eWill uncertainl ... about the ~ and ItpptiQl:tion of th~ prtICtical

I1WI tf'l't. n would hct\( been ~ta had the court .imply ~ected it lIS I test to

d:ettern'ltM the WUfCC of II'IQ.1Ille On tbe bltlia of theJudimem of Wllt~

CJ In L~Bw. the approach of the court should lutve been to d«ermirte tho

~nt\\tins C4use of the dividends TIlt orisimtina cause should hive been the

~loymGnt of hi•• hare capital in tlw ct>mpeny

tn ord~ to establish the mftmns of ~ or discountifll pmftts. tt is

Ii~ to I"Qp (In the na.tun: or I! dill<r'OUnt

Auumo A il~eJ B WIth I bill. nOlI llf l.ond wit h 1\ fhee value of R !00 Il'Id (I

m.tturity date (If Ill) d.tVli Ilh,Of dat~ of iwe Aul.tme further t!1a1 B Iloquim

the m. rumen! tbr R'M IU\CJ huld, it until the tnlturily date when he pmentl it

Ihr pal)' ltJ'tl In tl~ ctrcum!lul~ \I~ tn\flqctKm bftVv«l1 A andB tho1.lk:l

be Oflf of loan 1M Th<:~ln of R6 earned bv B will ~ in tilt Mture of interest

141



tmtected tu the al'!oC'Slllc.'Tt1 on file ground lhat nine·tentnli of I~ dividl:r1d,

were denved tTOIn it S,)lIth \V~st Athc:an source i~~

Cuunsel fur the li\p.l\eT ba~ hi.. al!lument mainlv on Nathln and an obiter

rtnW'k of Int'1e5C'J in O't~.~u Trust The court held that the p;actiQU man

ttl! had nol been a4;~t.>ptoob\ the r\p~late DtvIsion ,,, Lord Atkin 'inclined'

to t~ vi~ .. that the pnlc.il<.:al man t~t was the !et.t to be applied I'" In ~1f

f.;koj Wat~ CJ hid $l.1Il1e ditliculty in acceptil'l8 the test, In whtle it is not

ct_ why DIvis AJA conaidered himsetfbound by Lord Atkin's retTW"ks ".

The court Iwid llW Nathan \\a. an unllAle l'Uide for the pl.lrpoae ofil'lttrpftth'1l

the [ncome re.'( I'\ct because it ~ I dilf-mnt stllute lind It Clift relied

upon by it hAd lUb1equently been uverruted I,.. The coon hetd ti\t\t the source

of the dh,idends ~a.\ thl: sharehuldin!l l!.d lMl Ii sl'lln' ill Mtuated where it i&

I"¥stered rhe 001.1" held that once a dividend hIS been dec~ the company

is ind$b:t~ to the IIhll'ehokter in respect of the dh·idend Thus. the I01.troe of

the dividend wu thl: debt ,••,

Whilt. ~ith mpect. the decl!oI~lt1, '.I. ,1'IIill.1O the aoun."f of divid~J ill

correct, the fftlloOnl>1\ i'U\1 :1\,,,'; III tlPl\II111 at its d~I~{ln are di!Wlppoinlint4

TM pr"'1ica.1 n'lllllll!l1t "as 111 tact. applied bv the Privy (\'lUncil in Rh®nWi

rvl~ull~and .uthou!lh \\alt'flI'I.·wl' ('J h"d )i4,m~diflk'\llty in ilct~tintl the lest,

both he and Davis AJA 11\ 1.\:\CI t~n.),i'lIbm'" tluu Ntlll'llll Ct)\IIJ not be relied

upon because. Inter illut. II dCill! with ;1 dillCrently \\Ol"d«i statute. and relted



the mlt:relil received b~ the lender is this pro vision of credit I'"~ It is wbmittecl

1hal Walcnneyt.'t' ('1' .. approach is open to crititi!ll1 The reason is that he

reprds the ifMtil1¥ of il loan ali t~ provision of il service This is 001

necessa:rily the case T~ correct appmft~h. foUcwini DJJ1IDMd Q"'t~

IIllIt. should be to applv tl~ emplll\ment uf capital lett To establish where

the capital is employed in a businen. the busine.l8 in which the capital is

employed hu tt "Ie determined How the money is utiliucl in the businMS

m1.lst then be ucertained If it is utilized in the protlt·ma.kinS lCtivities of the

buRin. then the IDUrc~ is the capital employed in the busin_ If the money is

c(!'pitlll invettecl. the place where the ClptUUis employed may chqe

Althouill the judiJ1tr:nt of vVllerni~~ CJ rray be ~lIl1ci7ed. his npproach is

lU.'Cep:I<JOlUi tl.mdMicntal III delennhllflll and locnthli the source of income.

pttI'ticuwly (n((rest income It I

~~jJ&I'J wu CO!l~ with detennirNl'li the SO\trce of dividends The

tllXpI\yeI' I'1Ceived divi~ndl'l in respect or I.-:eruun sI'l&I'eS htld bj him in a

\.()mptlI'Y Th~ comp6\My,""u 1\ public com.pcmy inCOrpOfltled in South AfliCll

where it had it, ~1PI\len:d ot1ke and Kl:pt itll priltcipal !lwe ~ster Its hlttld

,)lnOl: WIUI s.ill.liltOO III South ;\th~t\ It wa .. Il'tlNlied and cMtf(llled in South

Athc. tu'K.'l all dividendli \...~t docl&red there by the board of dil'el."'tora The

comPllflY dt"nved mne-h.-nthli of itll loo.ltne Ittlm South \Vest Afliar.1" The

i!l'lUe in the case ....as \~hcthet the ('omtnls1IK\ner '""U Ctlt'TeCt in uLxina the

u\'Plyer on the \\!ltlle uf II~ dividends \\Inch accrued 11.1him The taxpayer



which may he made of his judgment l{avjn~ r~d to the earlier decisiuns

deming with source of income particularly DLlna. Q~~Irult. Millinand

B.hQd.ill:t~ it v.1IIbe rxxed that the Appellate Oh.lslon had developed

its approach to the question of source l'hu!. it had been held that source

d,enotes onsin. not location Source of income is either the pl"ce where the

CIlpitlll is employed or where 1I,(.'thiti~ are perfonned

Wltlermeyer CJ correctly extended the principle enuncittted by Innes CJ in

Ova •• IIlIlI.. inwhich he held that the source of receipts is the origil1l!il'li

cause of their beiTIi received as inct.)me and not the quarter !Tom whence they

come He then conti.t,ed the issue by statiTIi that the oriiinatir\a CIItIse of a

receipt is the work thllt a taxpayer do. to earn it.I~'This is conltlsins because

it implies thElt there must ruwnys be an activity thnt I taxpayer does to et\m the

income This jj not n~~rily so Cnp:itru may ee <mtployed and this may

mutt in n !01.lrce ofinoome In this ltueuion. the lIctivhy of the l~xpaYl"r ia not

relevant in the determination of the source Clrthe income Thus. the point m1l,d~

by Scl'Winer JA that it is not necessary ror every ao\.U'Ceofit'lCOme to involv1e

the nett";!), of the ttIXpI\\'er. is. with mpoct. vruid 14'1

In th~ c,,!~eoCthe aource ofint~t on ~ 10M of money. Wlltermeyer C'J atated

that 11, lender either jnUllS "''feclil to II borro vver or tr~ to the borrow~

certain nil'lu of Clbtaininl!( cNdIl He held that thill lSUpply of credit is the

»el"\ ice v.rn~h the 10au\.'1 pertorms tor the burruwer IlIKl it is in retum for litis

service that the borrower paVS Interest I'Irus the IlrijiiN\til1il cauIC or source or



the latter situation, interest IS the ti'Uit of the money lent and it comes from

where the money is situated It dt)cs oot matter where the contract was f'lULde

or the interest pllYllole 14\

Accordinglv. he lnunc! thalll'le source of the intemt was the debt He held IMl

the source of the imemt was located It the place where the debt ""1Ui

I"1:COvernbleThill pl'lr.t' wall the r~:1ence ofll'le debtor ''''>

Watermeyef C'J did OOll\~ that (he source of tnlere&t is the debt multilll

from the tOM of money He com~ II tOM 111intemt with a lettirli of

property In each cue OM PfiJ1Ygi\'eS Mother ptU't)' the Ule of property in

retUn1 fbr periodical Income piymenb The difference is t1't111 in a leue of

property ownlffship of the pftlperty remains with the owner Md the property

mUll be returned to the owner at the end of the I_e A tOM. on the other

l'I«lld. is a mutuum The borrower ilnot oblipd to ~y the 8M'\!C money to

the lender wben liw 10l1n ill r~)I.Id He I' tlbllied II.) repmy onJy the !Mle

IImOI.Ll'l,t of catpittll l:ent This difference is oot materiel 10 WlI:t~ CJ's

amtIoiY He I1tmed that if the souree of the intftSt is the debt. it folloW! tNtt

the obligation on the I~~ to redeli\er- the I~ prnperry i~the $OU1'i."'e of

rental Al thill conch.noon i~c!arly not correct. Water-meyer C'J dismi~ the

Ilfl!lument that the dr.>bt IS tbe Juut..:eI)nnter~ I~'

Althou"h Wlh:mW\,,-r ('J', arl'unlcmt 4!oUUn~1a debt bt:m~ the !I()\.m:e u!'

tnletest on II has. wuh n:'l)l;.'I.'!.",'uflSloorlthlc f1ltfit. there are certain criueisms



ri!_.tlm,or a cumliinatioll ,)1' these It rheretore follows thaI where a source of

income IS property. there is nnt necessarily an activity of a taxpayer involved in

the source It ~hould b, appreciated when II person derives income from rent

dividends or interest it is the Illcome it!>elfand not its source t!url is in issue W

Schreiner JA went on to sti:\le that \\ here a source of income is a combination

of a tllXpayel~l activities and property over wh~ch he lw nil'llt! in which. tor

exampl~. goods Itl'f maI;utltcturecl or boughr tind :.ubsel.1u:ell!l),oW, the profits

of the UIXj)l\yer are ~«I as arising from the ClrJiying on of a buiinesa He

cautioned thlt ca.re &ho1.11dbe taken \0 mmntain the distinction betvv-een ineo,me

deriv«l from the carry;n!, un of it business and income derived trom property

over which a tIlXPtl)'ef has riil'lu Thus. if ineome is derived from property

over which a taxpayer hll!l certain right!!.the pltlce of the taxpayer's busins is

not relevant It is. therelhre. pt\~bte tor I person to carrv on busin_ in one

country and to derive income from his property in another country. W He

af!PJod INti QJ.ID.t'l did no! (,:ontradict thts stattmtnl lIS l)'tn~ CJ h,ld thll,t the

CIl.pitl\J WIll nploved by the Cllmpany in its own busil'CSI The capital WI! not

tertt to the South African firms and there wO 00 re1adCll1$hip of'borrower IIl'!d

h~nd:er Thus.. the IIlterem ViiS treated III II part of the c\):mpany's bUliin~

d'lllIYe!I in CIl1; -in» mil ill. ~(.'tlC\ busilWSII in England and was not II return on

atl investment IH

Schreiner JA then dealt with the SlIut1tlon of interem on II loan investment He

drew a distinction betM"t:tl It trade debt and an investnwnt by way of loen In



aware of am: decision \1, hich laid down dearly what would be the governing

consideration I" lie {bund that the Interest was not from a source wid.'" South

Attica I'. He then stated that. although he IUIdsome ditllculty in difl'erermatmg

a pra,ctical man from a toooretical lawver, a practical man would not reprd the

lllterest WIbeing from it South Altiam source I'

The approach of Watemeyer ('J in loClttina tl'W"source is nat Wtllfltial.ty

ditr'm!nt. in principle. from t\.irk. MerisJ. l...Qy~ _Cllrimnu. SWl~ and

~ I he ori~N1tins C&U..Ile of t~ income should be determined Where

there is mare than one C&Use:.the dominal'tt cause shou.ld be ucerttti11edl4l1

This eq1.lates \.111111the es~e of the business or activity which produces the

income Thus, to locate t~ source. activities which do nol form pal't of the

eaaemceof the btlsineu or activrty should be taken into account \~'111Wthis

eaaence is located in more than 01119country. the em law does nOIwilt in

estwHsrnns how it should be 'tpportioned

In ~M aN' Davis t\JA. who tOiether with Wn,lern1,eyer C'J IbIT\'leclthe

maj-onty. appIied the pra(.'t\cal n1M lest ItS he ti:lt bound to npp,ly the fest

applied by Lord Atkm In [\l)l.ld.~ M~t~ UI In doi~ lit). he hili ',a!.: doubt

that the Pl1lcticaJ man would ~y tlUlI the 'KlUrce oftke Ut\paYff', income wu

the pwv;!\lun bv it l)f Asst.1s m "\Il'letiCa and the t'ivini{ nf credit in Efliland

Schretner JA III a nunontv ,Iudtunent. 4Ulf,u..-d tlml. ~o:t1tm1lly. i! Hll1fC" \\1'

mcome is diller a taxpavl.'1'lI Jlt,'fstmal activity or property ovvr which he bas



the jfllef~t V.1l~ from II South Aliican source In a majurity decision, the court

held that the interest V.illi 1M Hum a source witbin South Athca I'~

Watermeyer CJ held that the source of receipts is the orisinlUinl! ctu.l!e of their

belntt received 11.$ income and not the q..tttrter {tom whence they have come

The origiNltiTtll cause of II receipt is tlie W{lrk thl'lt I tsxpayer does to earn it

TIle work he does may be a bllsiness. enterprise or activity Md may lake the

form or peraonal exertion or emploj1nent of capital. Capital may be employed

to earn income or it may be he! to another person He pointed out thlU the

work may be It c('Imbimuion of these Il\

This approech by Wnterrrteyer C'J has become the basic approach adopted by

courts to establish the OlMns of Ih~ source of income In fol'n'IUltltiI1~ his

approttch. \-Vnterrrteyer CJ devlfloped the princi.ples that hnd been propounded

mttinJy in OI.llJ,D.Q~_IIloIJl lind MiIliJJ His judifflent on the principles

rell:tifli to the llenmu m\W1inlll of source is. on the whoIe. an extension of

these printiptes He l~d t1'l1:t. lIS tar as interest is coacerned. its oriiin1til'li

CltUJe Of source is the provisioll or credit Thill conclusion is not nel.'es.Sltrily

correct and wtll be discuseed belov. I;t.

In !ocatinj the SOUrtt:, the Ir:arlltld judl't: rcferroo ttl earlier decisions of the

'\ppellale [)i\ ilill>n. Privv C'tlUllCll and Al.!ilralian courts and !Ltllted that 11

source of a receiPl mav be located partly in one country and panly in another

Thrs v,oula dept'tld upon the cucumstarces of'the cee He was n~.)t.however-

14.1
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·\pphinil the 1.'11\pkWnlel\i of ~apilal teli>L it is lirst necessarv to ffiabli!lh the

h\l!ll~5 in which the l.ipltal I' \!fIlployed In doing so. nne !ihould isolate the

dominant caule Of elllel14.:C ~lrthe bu!lines.'I or IlClivit..· and ijl1<lfe its activilk:ll

Therl'aih:r. it i~nec~f\ hl dClerrnine I' \\ till: capital is used in the bu!li~

If il is used tn the businc, .. , mam 1l!.11\itt~ the source ill the place wl~ the

business is carried on If II~ business is canied on in lTIOI'e than one plact, it

may be neoeuary to appol1lun the source of income If the capital constitute!

!iI.Irplulifund!! '.'.mch arc u: .d 10 tlCquire 1\" instrulMl'tt. the source of the prt,fll

'.'.ilI he the place vyheI'e II1\' '1utplUli fUndi wm: uHd to acquire it

Applyil'l¥ tl'\l: p«)\i!ijt)1'I Uf"ilJlllill tl:51 In prt41ice in tl~ cue arM onJiinai iDUf

dl*-'tlUnt till: ori¥illlltil\l..:.tllW III tl'W supply nr <.TeClit Thill invoh'ft I Itctual

\'11QUIt)

In applyina thae tests. II is polSibte Ibr It South Aftiam ta..~pttyer to ettn

prt11\{1 !tom dilC(.1Untin, 1r11l~("'ioM outside South .o\.ftica whkh ere not

reprd«l as L~ dcrlV\'t1 lium iii S4'lUlh Altican SOUfCt'It III alto po_ble thr

sw.:h p.\.)!ih to bf apportllll\l.'\llll:'IVY\"CM Suuth ArheM and OOfl-South Aflican

liot'llt!(.'e! m ttl'lltn Clf\'UnN.U14.:\', \\het't It penon ~t \lUt~i~ South Afhca

1'1t:n~~ed in the buSl~' !If PWt.:l\aslOl!I ,,00 lICUtflticredIt m'llrunltmU In &'IlJlh

.,".frll:a. tlw prtltib so d1:f"I.'i.1 tt~tto", IlUl~ ""n be th»n a South AtrkM



-I .., (·ONC'I.USION

The courts have developed te..rs 10 be applied in determiniJ1i the meaning and

klt:tlhnn of the source Ut'It'l.:CIPIIiand accrual!! from discount ina transactions

An examiNttion or the d~isiona of the courts ~-ermna thl!' mMn~ of

1IOUFCeindicates thaI the approach to the courts he', OO! alWltys b~d

ctlnsistent

The souree uf a profit jln'll!l~ trom an lll".ttinal iuue discount is its ori~n61ting

cllUse ,,\$ this pn.11\t i..i1J..m to internt. the otigilUtlil'li cause should be

determined by a,pplyil1i the employment of t'n:piull test However. in prac.tice

the employmel'tt of ca.pi:taJ test is no applied In this situfttion the courts will

~ Ihe ori¥inutina cau~ all the provimon of credit The prol\[ ariainp !Tom

the pu.rcl'tUe Md 1liiie0'1'I.'Ndn i.l'\:lttru.tltents is not tf'\Mtted IS interm. but as u

P1\llll ari~ Ihlm c4Uiyin~ \m 1Uch IctiviLi-es In theat: circu1Tlltanon the

oritPrwil"\i cllUae l1ftl'tf l'''ltl1 "til be 11'11:employment of cap itIII

The loattion of the source of dillClJl.lntina profit may difi'w if one applies the

crnptoyrncnt of capttai II.." and the pruvision of Clpilil lest. th-e letter test

appivifl.J in prsctice in til\! I.:ttlif 1.11' II profit main, Irnm an nri3inal iuue

dl!\c~lI.mt



lbc MJurC\! of di:.t.:llUnlltl~ pi otits made h\ (' will be tbe place where the capital

is utiliz ..~ to earn the prlliits If tnstruments are purcliu.ed and sold in ooe

country. IJ part of a bUlilll\:SS carried on there. the source should be loc!tted in

that countrv

In both the srtUltk,ns disc 1S...oo above. it is important to determine that the

essence orlhe busines.'1is ca ned on in the ooe countrv only If. on the ticl!. it

is I(.~.tndthit the ~e ol',h.' mulirn.'!I!I l!i carned em in more 111Mone countl)',

for exwpl :, where 11M: traJm~ takes place in two countries. the onus will be

upon the taxpayer to ~:'>'Ish fI buis fOf apportionment In this reaurd. s 30 of

the Income Tax Act I'~prov ide!> for Ipportiorunen:t on the buis of the I1ltio that

the uLxpayer's weill within SOUlI! Aft'iea bear to hill totll usets II j&.

however. provided that if ttCI.'Uunu Slttiatitctory to the Commisaioner life

lilmisJ'\:ed. fhe ('omt1iiui. : III the ta.xP!:re1'may clllim that the IClUtU ta.~bte

income derived !Tom South Alhcan WJl'CetI. Of toues incurred from within

South Am(.a. Sh(lUld be as~'!\!IoI.'(jtl'n a ditferent buis



In other words, if B iii carrviJl!.l on It business of milking diSCl)\Jntina profits

fr()n1the Qcquilition Qnd dis.poulof billl. note or bonds all the activities which

form part of the ~e of the bus.intsli l'nU!It be determif\ed The plllCe where

these £t\:livit)C1\ are carried on will be the ptact. where the business ill carried on

lf'theae tlcthitiet are C\lI1du~tt.'Clin more than t' e place. it may be n~ to

apflt'rtll1n the source of IllI:nnll:

On the other hMd. itthe money is Cltpit&l invested. the p!.8.ce where the capital

is employed may chllJ1Se In other words, if B is carrying on at fN1.I'IUfl1cturing

buSl~ and he uses his !Wrplu!\funds to nequm: It bm. note or boed from A .1

II disCOt.!nton rts thee value, tIll: source of the imn InIl:deon redernption of the

instrument will 110t nee..~ly be the place where he is carryi11Q on his

I'IiIlliulactunns businell'l The source of'the gllin should he the place where he

t'mp~{}vedhill sUI1:l1L1Slimth III fi\..'quiriJitlthe lnitrul11ent from A

Ho~tr, the tesl laid down by WatermeyerrJ in ~J~roJ clw'lics the

Pt)llilion The source of B\ ~tn II the oriliiruttil'lj cmuse The ongilUltttli Cll.ISt:

is the supply ofcredft by H. dnd its locettion involves II factual enquiry

Ihe second snuauon I.:UI\I.:\.'III' llw source ol'di!locountintio pl\lt1tli of (' as ~\~ult

Ill' the p\lrcha~ and ~k \1f'.1 !"Itli. note (If bond The llriginltintio CilJ~e \\i11

;tt.'»endlv be the bu~I~' llj' PU.tc!1Cllitlllland ~tUini !inanel.1 tnlitrumentll and

\\ III take the term (If tbe t:llll'lu\ment o(\;apltal



In ()rder to prove that a receipt il\ of a t.:apital nature. it lax~ycr ntl\, do ~"

either 1.I11"CI.'t1y ~1f indirectly Indirect proof may be t~Ia!')fj~ ny inference

th)m Ih" fact that Ih~ n.·(.:apts an: nut of a re...mJe Ili1ture '! Apart ITom

detenrnnin8 tnt: 11i11ureuf I\.,,\o(pb ari1'ini t1nm fhrtuitous tuUn!!.. the Indirect

appnw:h dOCl 1lI.)( atppear to utTer 10\ ad\ant411e ll\d the direct lIlppr\\l1ch "

Where a {"'<.payer {(,flow!.the Indirect I1pproiCh hi: 'tlU5t ~ablh h 1*=11 In)fl\

\vmch tt Cft1'I prt'f'«ly be £n,~ that the relevant ~ptl are not t1f 11m'ftle

mtture \4

The phraIte 'an opmttoo of bu5lfle!ill in C&!T)1t1ll out .. acllC'fM t'Or ptt)llt·

maki11i' WII.!' n:fintd in NItIl,t::Iwa" Iud l~ltln\IJllW~~'" A diattndiotl ill

dntWl1 betw~ the CiU'l')11\l 00 of a hu""Im!l I1fId the plJl1iWIl'IC( of a profit.

lTIIlkillY IiCMme A ~ of trnnSl1;tkm. ill il'ld£cl1ti\'1! of the ClIfI"i"l on of a

buain_ However. 00 mane" how many 111llW\CliofUI l"l've takm pl.aee. the

receipts Wtn onI)' be of I m-em.M:mtttn if tM butinN is anied 00 in ord« to

nue a proAl It

In decidinu wh~hcr ur not I ~n ill 11M IIIPArt of IIprt)llt.!TIIkillllCl~.

the {.,(lUrtS lake into iCC<1Un! uJl n::'I.'\lOt drcumll{lt'IC~ '. It ,J'luUk! ~

I1ppn:ci1red that. a ....'fltialh. th~ ~u"''''tion mull{ be d'lo.'l:1<kdupon tm: Iit<.i. of

each ca~ "J Nu """»ie clrcumlltilllCt: is \11'~'.:i!lhe pn:-~lirn:nce ~I



IllU~t ~ Md ttl the purptl!lC: ot' the acqhlsiu()n and hokll!1li1': Ttlto.' \.~t04'fl4.'~of

lh:t.'d c..pital ill :UI pr.-nlW"'''l4.'\ :' In ullwr \\ \ IrQ!!., all!!l\.'t!' \\ III he l'\,')Liu\k-dIt!'

thcd capilal where they ,,\II (ml\ he dl!ip\l~ \'1' in an UI~llf:l.'h.-d t:\\.'tlt or if

"P«ia1 drcumstlUlCC!' ham: !lupc."I"\cned in (lI'd« IU "amlll ur iftJu...~ the

wJ!».'41 :1

The diltinction b«\\(,,~ axed and 1k\ltiOll or d«.u!ttinll capilli deri\t.'d frum

writel'l un ptllftH:&1 «(~:~ It ~)ttJd be appm:iatcd that the llbefliny of

capital in either ()f lhele cltett~n'1l00.:, not ~, that the Mlur~ uf the itllllet

c~ CIM()( c~ fhu", it III po_" (hrtb(ltdc:apiuulU be.:on1C

,,:in:ulltiny capitll and \1<,"(' \ erN rtw ......tpll11Cml of an I*t IlUll one: \11' I~

calC'lJt'lrie$ ill not ~t \1M the tvpe of UIICt For examt>le. land can

COOItftute either fixed 01' circulatint& capital J!,

II it not ~ Ibl' an IMt In be btxh 1lt1fl-capttalll'IU ntm-intome at dw

III.I'IW time:' Too.. If II ta.~pa~'tf till" In ~abli.tl on • Nlafl4.~ t\f pmhabi!it~

that the pttJti( on the !IIl1f (If an AS."ICf 15 of II \.'apiud nature. il "Ill lx' Irtlh..g all

m1nle prtlflt ..

\-\'hcrf II !\inyJt l~an~4;1l\m '" 111\01\«1. the enqUIf\' i!4 ll\\nTwly limllt •.g lU (,~tl~

" capital rt.'alilalion \'If I f')fotit·makinlol 1ICIlto.'nlC,'j It thcm:thn: lillluM Ihll

wh1:rt' d .;.eric" \If tranllllCtion!' III involved, the cntlUI" III \\llto.'lh1:r tbe l'1I'I.'(.'1pt!l

ale alia n.'!II.dt orthe .:afT\ln!Jl on \11'" "u~:n\.·'!1 '" In .:afT\'IIIt.t llUllhis (,'tKlui,,'

Ih~'l.·mpl!ibh ill on Ilk.'la'p<l""(' lI~l",tI IlI'ICIallon~ 'I

I"'"



the \lrdinal'\ lIt.'Il"'-'- II appc:at\-d ttl he it return lilr the: ri~ he ran and "Ill thus

or t'l re\eIlUe IiUtUN ,.,

Aa tne. ca_ do not CIl1\llS all the rcle'\anc i'llUe~ UM mu!lt ~M the

~~ pnl1Ci~ thai have e'\olwd Ihl\l\l!&h \antltll Ctltll'1d\..~i~ms

~ ,\ :: GlY'n~ndApprol\C'b

The counl hav~ ac;k'Pt¢d the dIctum mt'alit(lftQ (\lppCf S)ndkll~ thaI It pin

I1"IAde ff(lm an opc:rltiuf'l uf a buSl",'SS In cam '! uut a !lCf'Iemc thr prntil.

ITIIkimi I! llf' I fl:\~ llIture I' \V~ a ILX"'}'tf dilPO'!lft of !k14'Mof tla

oms tbr a profTt. the enquiry is whether the prtlflt retU1t«l from the

realization llf capilal at an erU"'u~ vWe Of Itum lhe productive uSC:tlf c&pttil

empkly«! (0 em1 it In the r~ ~ the protit will l~ Il"ftltod u blril\l of I

capiutl nafure \-\tlillt in the latter CAIIt:it ..\>ill bf tl"ftltod III betn» t,f II M'\,'OOC

nature ,. 11 1Ihc.lUld bQ I~ed that IIw tw.ner of In a~ lli enhlled 10

fl!IIl~ it to bolt advam~ 11'he dlm ~'. Imll \\>iIIll(1l. by Itself: alter what is

capitll invflI«I into I trQ or bullt~ tbr eWIti pl'(ltltl I'i H(lWe\'tf. if tlw

tlXpGj'tf hokh an a~ as all mw,tnlCtlt of captt.,!. its rt:ali/&lkln ,,,,\!.lid
c(')lllltitule n\'ef~\ A~'\m,rim or the Cll'lhd a~ thl Cil!ih I'm, cilih\\\1l11d

tlwn be hfld al' c.apital and !lI.lt ~'\~nw::" Where fill A!O~ It ~-ki tt, '\ttM;k·in·

trlld~or lUI PII'1 or. tlXPI\\'f'!l n\latm~ ca~}itid. it III tl'®t¢d III U ~'\mJ~ aMICI

HUIlUllll cupnul IS capital \\ hidl I" nut turned 10 ltl.cuunt bv hokfmll II but l'~

di!lIX,,ullll ufit:1 \VllerC an a"~II" tl\'ld it!! Iht-a ~'apttalll IStreated as bein~ oj'

1\ ,'apila' IUtlllf\' In order 10 deternune the IUlttltl.' or tbe al<~'1 held, regard



ck..flnition of gfUlili ill(;oltk: in \\ I of the Income Tex Act lI1!ioliu all II appli.!8 to

tranl4Ctionli iii certain typt.'ll of l.·fl+01l InlitlUnienls ",111.:hare ill~l~ at 1\

discuunt and of y,hich special rel\'fI.'t1Ce I" made l'~lall:.the \tew\\ tlf 1'1.

8\'\-ert'!mi:ll( depMmenl on the ftlc.'AninliOf a lItltule adminilltl.'ted b\ It In: tll)t

adntiMibN: in interpn.1il\l the lItatute II n"''ft:·'1 iWlhont\ for lhe: pn I ,!!IItitm

that wlwre k."a,li5W1Kmis Illllnd«i un a cuntinuoull pI'l\Clice. and ~ts lhe

w'Ord! upon w!jch the practi1.:eis Ibundod. the prll(;t~ may be used a5 an aid

in the Ct.~ru<:tion ,,( that M..tute " lh,w.'e\'er. the prktice note ck~\\ IXl{

~ • pnlCtlce upon wl1ich the:definitKm of !P't)$S if1(.'Ome Will li)IJfxkd I'

Acoordinuly. it is t1('1 I!dmiuib~ in interpret1ntl the d':llnition of lP'01II il'lC()ITle

in s I of the lnecme Tax Act It IhIlO\\) thll in decidini upon the ta.utioo of

t~iorul in credit i~l'U!1'1I nts. the coons are ntl{ bound by Ihc: pnlCtice

note

~ ,1 GENERAL PRINCIPLES ENVNCIATED BY THF. cornrs

~ .1 1 P.·lYll'ltunlS en Lcsus

TIleiC IU'e only IWI.> Soulh Athc~m CbelI that Im..e ~all \1.1111the UtutlOfl of

premiums {mloal'\s In [1'[ 244u tbe tl\xpttyer iCcepted that the premium \\L'I

taxable and the court tl'Ier~l~ C\Ulllll'I(,xf tbe source Ill' tltc: 111C11i1um In ll(,

-.1b i' (he court fbund. llrst. that the c,mlpuny ,\ hich had !'luI.! tht: pn ..'mil'm had

treated II ili I I'\,".\!nue expense. and. secood. IMI tbe taxpayer had nvl

discharged (lie: llllUli of !ihov.inl' thai 111<.'premium \\(1S of II l.'ItPIUtl narure

Thus II~ court held that dhhuu,!lh the pn.:llllum "ItS nut a return tlfintcf\.'lI1 III



PRA(TfC'E

Ibe C'ommiltSit)11ef fill' Inland RC\,,-nuc.· IUI~ '''MIf.'l.1a pracuee 1iI,>11: v.llkh se'ls

out hi. practice cUnCm1tn8 the taxatinn uf certain transactioo. in If;pecified

t\1'" of credft if1ltru~iI It III (:~lk.-d PrlCtK:~N(}te 2 dated (l \'hty 199~and

cm-m Ulm$lCtions In credit in!ltrummtll which are 1!.1IUtd Itt It di!IC(lunl It

Pl'ovida, inter alia. that proftl~ ')l' l'Iinll dt:rived by ho1~ uf batnhr',

~111Cft. lfUlUry bill. and l.and aln" Nil!! on their !We, other dllpt)tll or

r«iemplkm <.OOfotitutetauble itll;;omc: in the hand" of IhI: hc.~ \\n..l have

di~ oftl\el'l1

ihe PU~lM: of the prllC:li<:e note III obviuU5i'. \0 5Ct \lut tilt: CummilWtmer's

pntCticl: in detlinu 'hl1h thew types of profits or wains and thua hi indiattivt of

ml prevaUirli pniCtk:t 10 SoetKm 102 tlf tnt Il'ICOm~Ta.x Act prtmll the

Commiutoner from authc.lMl\l iI refund of IllX pIid in respeet of an

~ ~ed by the lI\pay\.'f Md madt: in ac\''UI'dru1l.'t: with the pr~'l~'e

~l)' prevailtl1Llat the date \\f that 1!'Wl\.lfllCnt On tl'M:()\I~ hand the

C'omm'Jllkll1er may not nu!IC." all iUWitlornd jll~"\ll}f:nt m\&.'I' !\ N uf the

loo1ttw Tax r\<.'t in resp«t uf III lUl\t)tmt v,hkh \\1Ul, accordtntl ttl ilCnnl

ptl<.'tice pl'C\aiHntca. the dale uf Inc tlf'i!ollnlll b~"'llt.'fll, not as.~s«lllr lull~

a,.~K'd ttl tI"

r!t4: prAI.'1ICenute n'IQlI:nlf." 1\t\1 \lIlh Iht: (\lI'lIms.!lU,lllc.'r\ p~\allinl!l practice,

!)tIl, In 1.'11«1, is. tbe ('omm'''lIlullt.'! ' .. II1I1:rpn:hlllon \11' 11l1.' 1ll1.·anin~or the



dim'rt'lll:c in principle 1X-!\H'\.'11 rl.'l:cipts 'lrism~ (lU! of tril'll>aCt!llOS lIl\~lhin~

land and !Jtaf'~, and di!ICuuntinl:( transa,·tiun!l

In thill chllptff tllCft: is an euminatlon uf the nature of recdptli l)f i:lIr:cruals

arisil1lllTom di!ICol.Jfltlnj tranlOlCtlOn!i in orde, to ~abli!ill ,"~hcr t~ are of I

Cilpital 0'1' re'\~ nature

TIwre N~ ',"0 {'y~ 1)1' dik.·uuming !ran5itCtiun~ \\hll:h art: !liken in{\) It\:count

TI~ f1M III that in "hieh A i!lllt~ a po",-<ia1ed bifl. nuu: or hi.md t41 Hat ..

dil\."OUnt on itl! 1&1.'1: \alw Ir the bill, note or hi.lflU 111. a lice' 1UUt:of R 100

and II i~ to B Ii.)!' R94 and B holds it umil matu.rity. he will be paid by A

the sum of RIOO B ..viii thus ha...~ made a grou proth of R6 00 tile

tl1UlIllCtion TI\1: ,econd tylX' of tl'l:UlM1.1ion is that in y,hkh B purcl~ It

pot( -drIed hill. note or bond at a di!ll'~lUnl on ill lllt.:e value and !leUr. it III a

prolit prior to maturity For example. ilB pure~ fbr R9.;1 a PO!.l-dated hill.

note Of bond wilh a litce Hlrue 1)f1{IOO and ~-lls 1110 (' for R%. he ",m haw

made II~rou profit orR2 tln tl'lt: Iranll4l£tinn

In Ihis chapter both t~ ':.peil of Iflln!lolll..'tiuns will be t.'Xanllned to al!iCertAln

v.lwtl~ the proceeds received Of accrued 111 n:~p<-'(.'tofthclll are ura ,.tpiutl nr

fC',1.'t'IUC nature In so doinht, it i~dl.'ltr that In.:."ll.' i~110diflerence. in princlpl.e.

OcI\\I.'I.'Il tbe uo I\PC' Ill' tnUll>aI.·Unlll'o in'l(lliu II' the nature Ill' their proceeds

arc l.'Olll;1.'r1l4.-a ThO' .., both l'Ix'!'! Oflliill"iII.'IIIl11!'! IIII.' ~'llnsiJI.'I'I.-d 1\\!lI.'lll.er



NA'ITRE OF TIU: PROCEEDS

~I INTROOl'(il0N

The ~enitit)n (lei'~(l55 income in II I of the IncufI\e Tax "\"11 indt~ inter

alia. l"\."Ceiptsor 1'1."1.1\1.11, 1'101 of a ci\ililal nature Thus. ~apital n.~.:eipl!\ or

ilCl.-rua1!are not included in Ihe: definition and !I() are fl(,t subi«t to nOmWlax

Capital is uJed in l.'Ot'tlrut 10 income in its economic ~: The Income Tax

AI.'1Ctintains 1'11.) deflnitkm 1)1' capilal It is dit~i<:ultto del1nt: ~lpltal and incorne

in lin income ttl); context unit'!! nne: does 110 in rclatk~n to (me anoth~' rhu~

in determinin1& the C\:ooonlic m~il1i!l or capital and inclmle. the nil(,' t..xdudes

t:te l)!her ~

'The le!ts whkh have been used by the courts in order to detenninc whether II

~pt illofa capitillilture are neither prescri.pth~ I~'rcomprel~!>he' TI1eY

are !limply iJUidelines used by the courts" Each C~.lie lOO!>!. ultinllt~ly, be

determin-ed Iln its llwn fhcts' \Vhkhl. ...,(.'f l.'uideHncs are Ihlk)V.'(.~. one ~'loukl

not be I(.~ to it n.'!ltlll thaI is contrarv 10 SOl!lW t:tlflllllCn.:ial and ilona S1:Il~C'

In dl.'1el111inill1:j\vh~thcr receipts are of u \,'apiliil III I'1:WtlUC nature, the >6l1nt:

pril'k.'lples apply when one IS considering transactions involving land and

trnn!IU":lillns involving ,han .., '. l.ike« ise. 11 i.. submitted that there III no



174 Itt 36



1~7 at ]13

1~8 at 314

1~(} at 37{)

100 I\t J'7b-S

ies ibid

161 ,(230-2

17U at 28.30

171 ill 34

172 1135

i'" at 35.6



141 (1940) II SAl(' 2-1·1a\ : ·II)·~O

14J ilt 18

144 at 19

14~ ibid

141:> it 23

1.17 at Q

148 al S-9

14Q III 17

150 at S-IO.

I~I See0 Meyer(mitl tv... [. xpiro ~~~1I.!ltLSr2mLQn l~ ..I"')

( 19Q~) lit p~IJ'l\:04

1~2 (19S11 !7SATC .l(l(,

I ~.~ at .l7fl.!

154 at 371

J4.() at .172··1



1::8 Seeao.Yd.,y('U~ (1\)(,ll I i SATe ,~66at 371 Lord Atkin applied the

practicel man lesl In 1 ,q"i®l~)t. Rl~~~jfl \l~aJs Lt4 v ...('QT.

SQutblmB~l<ie:r.ia ill ~-l'.~()

131 ( IQ4¢) 14 SATC I

III It7

134 at 2·24

13~ 4118·9 This approach \\ih followed in C1B.sJ;~IiIt!:ID(1~15) IQSATe

::21 at 231·2. Il)~·~ I ') S \ 089 (A) It eQ8,Ea_ Stlm>liD ~

~lJ...tcL",ctR 1~N\ (-I) SA BSt) (A) and lIClle",~(19q~) 57 SATC'

81 ilt 87

136 atQ·IO

1.17 11 )O-D

13~ at 14

IN Illl()



11.1 at 76

ll~ IQOO At .588

116 Section 1~(4) (If the ' e·w South Wales Land and Income Tn.,

Assessment Act of Il.N~ covered income ruisin¥ or accrui~ from any

other source See Kill\,\ t 'QI at .5q I

11S l.c.YaU " CW~ l.t.!i \ cm lit 32-3

119 (lS60)1.57ERI3(l-I

121 (IQ.lIO) 11 SAlT 2-l-l at : ..IQ

123 Itt 3~·6

124 ~\!3b

12.5 mt37

12() ( 18') l) 2 QB I



taxpayer's intention in !\Cllin~ the iI~SCl mav \\1.'111'11.'diflerem trom his intention

\\ hen he acquired it '"

Snl~ of the ASS~1

The Jle'(t lest ill the reason and cil,;um"lant ',. surmllndin~ 1114: sale uf the

asst'[ 1.'<· If the bill. note ()F boed is no! sold. but held 10 marurity. this IbeI un

it!! own ill unlikely to indicate any chanlle in intention by a taxpayer However.

u the Iilxpayer ~!l!l the instrument prior tu maturitv il is n(''Ccssa!\ to c,,'\l.\minc

the rea~m.'l for the '>dIe The reas.c.ms Ihr Silk: ct>t.ld include. li.lf example.

ditU'Uption01' II partnership where the in!ltrull1ellt is held by the ptlrtncr!!.llip.L"

ill health I:. or II change in the domestic circumsiarces or the Itl.xpayer.'·-'

anticipated adverse economic cnOOition.'I.'''' pre:>.~re from creditors. t 11 a 5ale

to get II better return on capital. 1\: a We 10 realize cuh III !l!U>isl the taxpayer's

Iltmily, 1 t 1 a sale by I syndicate or group of investors in which the taxpayer is a

mmor member.114 a !Ulle III tl rcwlt "I'an u.n!UltisfaClol) yield.'" Of tl~ !lSte or

an inMrited l1~ whm the as.~et is not sold lUI part of a b1.1s1rn.'S!' or in th~

C1.)tJr,.enf tlilcheme of prolll.makin)l. !I"

Where a taxpayer hi.! held gold shares, all indicalK>I1 \'1' the tli;t that Pl\lCt'eds

of Il~ !ISle are or II revenue nature is the tilc! they were sold \\ hen the ~\)Id

price declined even \\ here shart.'S \\ en: pli\ 1Il~excellent dividend!i t" II l>i1t>uld

he noted that a forced rt.~mqUl!\hmc,,'ntl)C laud indicates that the proceeds an:

pt,'ill'k.'f Ill' a capiral n~H 11\\':\111\1.'nature '"



inflation because of it taxpayer's particular experience of rampant innation,

such circumstances cotJld indicate an inll,mli\ln to acquire the lIl!>tn.Imt.>f1t as it

Cl1pital asset III Such a capital intention \HlUld be: Slft•..rl!ltliCl14'tl If Inc l1.'>!lets

were acquired "'1111 the t8.\paYI.'f·!isurplu!\ thnds and not out uf' borrowed

money Il'j Where the IIIXpaVef a<:tlwrl,,'C! an asSt.'! ILl!' cl.'t1am coUaternl

advll'ltatlell. the actual ohtaininllufsuch .ui\,mtagt.'S "~lttld tend to be a factor

suboitantiatin8 the 1\erment t"

The tetl for hokii"l U&et, ~h as !!har~ llfl aphnl l-ccc.lun! is \l,hetllc..,. rhe

(,,-,<payer pW'Chuecl the lea IIIkmg-!ml1 in\'~n~t!l or IIIfixed capital I:!

It is both l1ItiomUly al'ld tet4ally plJlIsib4e thr one perlKlfl to l1;c<luire similar but

5eperlltt auetll1Ao1!hdifl'mnf purpo.et For ~mple. an invettmertt lo'Ompany

could acquire some shares 1111part of itll Iradiny ()perlltion!l Ind ll·nnle ~ liS

part ofit!i inV$lmcnt p!.)rfthli(lu:

Where a pe1"lOn II>cquim an as.'liet by way nf inh!:ritaru.-e, Il~ ~ "ill be

tl'fttw as I caritaJ lWeI III date of is(tluilUlion unlns ex~tioN\1 circumstat\~'eS

l.'1<.il1 111

Ibe int~\lion ul' the tax~'liI~~ in n~(iUlrin~ om OllLwt1l"~U1nt."~s" '"ttmtkancl!

wbere there is a n\l\ 11~'au~ mh.·rwni~'1l" I.'IlU'iI"ll d Io.'l\ttnl!tc III IIlten!l(lfl \:4 It

~j'\()uld be appreciall.'CIthat \\llIlsl !Ile mtennon \\lIh \\I1I1.:hall ", 'oI.'t ,'\ acqUll'eU

1'1 important. it is IlI.}1 11«l.'ssanl\ dl.'I.:isi, \' Ibe reason Il)r th;'i IS that the



illtlU.liUI1 beceuse of a ta'<lpa\'Cf's parlkular expenence of rampant mtliltil.ln.

such circumstances could indicate an in!enli\tn 1(1u,~uire the 1Il~lrulllt'flt ali a

capital suet II. Such a capilli Intentiun woutd be ~renglllt'flt'<.! if the ttS""~s

were acquired ....1th {he taxpaver's !il.lrplU!t lilllds and nol \'I\tt or borrowed

IT\(~ Il'j Where the taxpayer l\C{tuin ..'<.! an a!l~ thr 1:t.'f1ain c:vll.nerl'll

iUJ\,Mhl~~ the ""'lUll ubtainin~ 1'1'such a(hanta~\."would tt..'tltl tH he a f*:tor

subit ..nlialin~ the averment I."

TI'M: teat Ii>r holding I~S !lUCh at !ihaMl \m capital ItCC{lUnt is wtk.'thcr the

ta'(pt\)-~r purcha5ed tbe 1IMf!l as tun~.tcrm invClilments or as t1-<<<1 capiutll.'1

It ill bath rationally and t'Cplly posaible f(l.f ontl' pmoo to a\:quin: similar hut

~te aHtl't$with dillCl'l'lmt PUIl't'm For cu.' an tn\N.tntl'l1t cOOtpll1Y

cook1le(.lui~ .ome ~m u part of illl tradiny ('PCf'atioflliand !lomeW~ IS

part urit!l in'itstmtmt portlhlkl I::

'Nl'Mm a pcratm acquires an ..~ by \loay \tt'tnhtl'rtlliU1(.'f, Inc itlA'U:t ".iII be

treated all it Clpt!.l ~ al dlf~ uf acqUi!Utklfl unk."!Ulc\ceptiunal cin:tUlllltll\l\.'t1i

\'"'<.ist I:'

Ibe ,"h:nti~lfl of Inc flt'lltl\t.'f III al.'qulI1nlol un aslit.·. 1l!lo'iUllles k'!ls ~~nllkanl.'t:

\\rn.'n' t!~ ill It l'kl\ It ..:ausa lilt.:" 1.'tl1t.'f1S\,'"u!\ln~ it ..:tuul\lt.' 111 Iflh,'nllon '" It

"hcIUI(ll~ appn"Clalt.'f.i thai \\hllslllll: uuennon \\Itll \\Iud\ an a"1lt.1 1" aC\lllll«i

1'1 Important. It is nut IlCI.'t'S'ii!ftl\ dl.'"'I \ I.' lbe 1t.'tt~1I1 Ill! Ih" IS thai till:



, .\ (l \

Whit,,! a court w ill lake note or II compllllV' s I,mnal d,'!!\ as la..:tot!'l III

d....·trmnininl!l its intention.'!' this dol.~ nOl mean that a compan\ 's inh.'!llIuf\

cannot bt: d~emli~ in an, other wev tlUln its Ii \rmal acts II'

Nnttu'(I oftbe BU5hltSS nnd tbt' Tnmslltllo,l'i

The nature nf a taxpayer',. busiO(.~!i and the tmnliHl.'tion to ql~it)n III an

important c{lntii&:fatioo II' For c\anipic. if the laxptl\'t:f l!\ it tinat"ll:UlI

institution which flu alone of ih ,lbj«:ti\-e5 the makiflll !.)f pl'{ltit from

diICt'lUntin\L II~ prima flt!e it \\ould Ippt!af that ill! dillC(.')Untlnll pmlib \HlU!d

be ttl' a f~mue nature \Vht:re the haxpA\\'I' III 41cummc:rcUlIhim: \4h1ch ck~

not deal in wre;. thill would 0\: 1\ tu.t.:lur inciicltintl Ihal 'iham were Il\)(

lC(luired thr male It! • profit I U On the nt~ hAnd. where the llXPAYC'I' II an

indh'idual buiklintc up a portthlio of secure in\'~ment'" lrull III II ~r()t1¥

indicatkm (It' an invemmml rather than a "P«UlIlive put P(lse ThiS liitlUttion

C4l1 be c..'tmtnta.led 'rilth an in:;titutiof1 pur~ha_ng and selliflll hUlle \tWumes ~lf

~ and tither in.,'fl,lltle'tlb in ord\'f In imprO\t: !~ IXlIIoIti1.lt\nf ih flnat"ll:ial

stat~nel1(!11'"

:'Ihltle of Acquls,tUQfl

rile: mode of al."lul!>itl(IIl I, (lilt' (If II~ tlltl"l IIlll10l1am l~MS ()f it 11\ptly\:f'S

im~'I1ti\m II" In ISlpl\ m~ Ihl' 11:\( II ,,, Ilt" .....sarv In lou" al the rell'K)1l th!'

a"'ttlll'llll\\ll and tile: I.'III.'U1l\..talll.'''·' ulld\:r wluch lilt' tt !\"I.' , \\it .. "c'lwr">Q il"

I hu", ,I'll bill. IklI~' I\r 1'I\1Il\1"as ,WlIlIlI,,1 ,h it 111'I!oHI.'IIIl h1.-dlotl.'It~ilin,!



a~cnunt the taxpayer's a.1:1ivitlt.'Sin rv'ation to the asset up UI1l11lhe decision

""all made In ~I it An important cunsidt.'fation \\111h<: the Itlflll that them;'

activit~Hmay Inm\\ nn tbe ta\pa\t:r', Ip!>C dixit cnnccrnifl!, mlemiHn 1"1 In

Oe!errnininv, a cl>mpam's intention, evidence of the "'ate of mind or intention

of tht: pent)lb, in elt«tiw control of the c\rmpM) ""ill be an importMt

f~l)r I'" rOUf Ii will alto tlke into account cilanllcs in wn.·holdinlls Il!I fIC\"

5hlrehoktm may britll .buut a chanl&t: in a company's intentio,\ ,••, The

C\>iden<.'(:uf the tAxpayer is out 1lI.'t~'SIIrilyti«1!'4\C nle Ct'lUflll \Vm test it

apinst the obJocthe flcts. the "1T\)undil'll clrcumlltance and the ml'M.'m'tt

probIbilitttt ofthc matt" I,,'

\.VMl'e &111')(pI)'« is a compll1Y and ill obje\'1s provide Ihat it Will not _1 in

usets such lIS alwm (If I&nd. thill facl \hill 114:>1l1ecetlllfily msn lhat the

Ulltptl~ CM newr be h~d to clsi in [I~ I*tll 11u! il ~I upon II

proper COtUUNOtiOl'l beinti pl.ttced Uf.l\141the tAXplyer's acti~ in n:imioo It the

~. It i. f.l\lwb£e thllt • eoert l.\lUld cuncl1.i® that. ~ptlC II prnhibftkll1 in

itl ~m. th~ ta....p&yer deal! with" pank"Uw ft ..~ itS part of II pnll1t.

tMkil'll& sclmm II" The tn.t~ tell{ of in\t."nutll1 ill ttl ha\c 'c.'llIrd to tt Ctlt'ptlflltt."

ta'tp41j1lf'lIobj«\$, It! A4.1"and the r~t11 ~,f.llllCb ""

It !W'lt'M.lld.however, bt: appr«latl.-d dun tl~ Ip1\C dl\il \If thc.llot! 11\ control ill

I~"f~y It liK10l' lhal i,ta~cl' IIltu aecoum III \\\:11,"il\» up ali the circum~hu\(''elI

II nlll!!t be l,,-Sh.-d ll!lainSI oojl."I;iM' tiu:tnr .. i i"



In the case uf an Individual taxpaver. the cllur1~ \\111take at.:4·Ollnl III his ipse

dixit where he is Illuna to he cn..-dihle and his evidence i~ found hl be

ptobahic'" Ho ....ever. the C\lltrt \\111 disn:y.ard hIli ipse dixit rt.'!'irdm~ hi'

intention where it ill llt)t lIUpportt.'d by his conduct and the lIUffounaini{

Cttl."Um~aneell.•. It ill no use Ihr It tl\\pavef to prufes!l a contrary intention

wIwn it is koov.n that it ill nnl pnsMble to amlin Sl.lCh an ubje<.1i\e ,,' Ihe

coerts will often It.'t:k S(lftlC confirmation uf Itll: la'(pa~"""'" IP~ d"It 0'.' In rbe

CIte of a c(~rp(.)rateUt\pi\'l. ....tile courts \\i11 lake account not onl; of thef\.~of cn:diblc \\dtfleS.Iiell wbo . ~n1bl:rs or olfl(.~!1 of the compam:"

but the company's objects'" althc.lUlln Iht: S!.1uth AITh:liUlptactk.'e of Ihunill1l

objects in \'1:1)' wIde terflls may recb.l(."C the lMllnilul1<.'e of thhl factor:"

Itllt~ll in itll pro",*!Ul:'" slll1.-rnt:nh\ or e\'id~'flCe ~lfitll chail"11l4tn'" and

public offiw'l.'* its din:ch.lf'lI or tho..~·in effective control t1fthe <.'tmlpany:"· itl

~utblilhmem al'ldcomposill,on'"' and the aclUllit~ oflht: lMlU&lion ,u,

It JhoukI be 1'10'1«1that in I~\.-rt.iflml' the i'11'-"I1lkltl tl!' II. <.'tlfllpam fC1U1rd ill had.

intlN Ilia. to II~ intention and \ iC\\lI \,1' thc.l1ie in ~tf\'l:lhe cuntrol or the

Cllntplf1Y In: n~ ty~ I.lf Ct)!ltrol CI1\llIAi{cd In thl.~ cin.,'um$llt!\\.'el\ Ii the d~

!ictt} cont~)1 ut'thc cumpany In \lthet' words, t1w p~honll in t..'tlc..1he I.'tltltml

are Iho~ V.htl carrv tll1! tilt: da\·lo·da\ j1\.'u\'itit'Sof the.' I.'umpitm and the:

pefllUnTi Ihn:'lUll" \\h<1111 {he COmpcUl\ ""Is 1-"

rht· l.'Olllh wllliakc 1Il11l11I.'l.'tltllll II\h,', aim_ 111\' mh."lIl\l!l (If II~ I.. 'pawl \\Il\'1\

Ill\' a"M.'1 \\ illl tiN acquued and ,,1l\'11 11 \\ a .. \\ 11~1 rh~\ \\ III ltl,,1.l t.\,,~·IIUn



authority Ibr rhe prop<l:Wtitm that the Il'lana~ement of an investment portfolio

causes it to be ~rded as floatini' capital irrespective of the long-term

investment intention in compilinj. the: portthlio .:

DC'(.ertllltllll~ 11TnX[lflYI!'I"S IntentIon

TnxPflYC1I"S Ips~ Dixit

In detemtininw. the il'lten:tion (If the ta.:!(plyer, the courts corsider 1\ number nr

factors The taxpayer's ipse dixit regarding hill intention ill an im)X)rtlnt

factor It The ntm-acceptll.l"lCe of I t&'1(pa~!iI ipse dixit a(le$ not necessarily

CNNttedoubt I! to hi" hooest)' The ralson for this ill that human tnttmtioM an:

ot\en in'lerch'!"l1Ie11btee.unfom1Ulated Ex pott tilcto evidence of 5U~h

inttmtiona. ho",~'er ,10nest. is often unrelillhle &rid COt1!1.itutes pure

reconstruction ..,

In addition. the COOT!S will objectively Mitw the circum"tJUlCft in ~m:lerto

estlblith whfther tl~ taxpa>'er'1I ipse dixit is borne out by the tacts·~In lin

re&pecl. the irn)Xlrtlll'l( tiCtoT1 are tl~ IlIture or the taxpayer'lS l1U&iness. the

modes of aequisilklfl and we of the asset, 1M p~rioo fbI' whkh the a.~t WI!

held and the li"equffU.'Yand repetition uf similar tnmll&~kmJ 1If. 11\addition to

t~ more impomml fichlf'S. Ill<: courts \\ ill also ~amine the circumlOtllll(.'1:!I

!WIT\lUnding the tran!llclioll in que5t1un and lily uthl."f relevam drclIlllstilllCt.'h.I'

mdudill14 liacl!i leading up 10 Itw Iran ....cnon In I.jut.'stion ••

IM~



The business of an investment-dealing company. on the other hand. is to make

a pro lit on shares by either holding or selling them TIlt.'SC are [nerdy

alternative methods or deaHnil in shares in order to make a proHt" In this

sJ!tullion. it would be dimt.:ul! li.)f a ~'ompany W ~'Slllhli!ih that a particular sale

of shares WIIS l\1.rt part of'its mdifUU"Y profit-making bUlilll'-'!\S '.,

However, the !1oituation III dilferenl wbere I:l bank carries on share-dealing

MciIlttry to ita btulking busif1e!l!l Ibe question whetl1t.'t a share tran:sactivl1 talls

\Vilhin its share-dealing bushiestl iii U clitft:mtt Ill!iUe The intention with whkh

the 1l1Wll~lion was entered into will be fundamental. ahrn.'lUl&hnot decisive in

deterrninilli tIlt: questKm If II ill nol po~!ilblt.:It) !!tale Ihat one purpust wall

dominant the Ul.'f;payerwill have fllil't.'<i to di~~e the Ot'IUs or prll\tnl& that

the asset Will held for capital purpl1stll '. Where I person buy!! and sells

lIJ'UIm. hill intention reprdin1& all tnmMCtkmll ill ntlt ne<.'e1'IJ4rilythe !lime ",

When IU'I option Ii exercit«i to a~quire an Wet which is tl'lmt ,.old. the

t~~petyer's intention muSI be determined as at the date when the llplkm ilt

acquif'f.'<i""

C'illlCll drav, It deir diMIllI:lIon between It dealer or Intd,,'t and an mvestor A

ta\pa~'er can hold llsselll as bOlh en income-producmg capital buse ind all

stock-in-trade tor ~le al u profit Prutit" made by !lUeh a taxpayer are

~enendl\ regarded as part of his income Thus profits derived from rbe sate (If

iiS!oI.·h held both a .. capllnl and as ,to~k·IIl·lntdl: lUI: taxable " There is 1\1.)



ti "' ~ 1'1;l1'lm'j' nnd S(:'('otlthH'Y Businesses

Whether an investrnem I.'\lmpany IS cumin!l on it secondarv business or share-
dealinll. ill a ques'ion of tact to he determined allcr I.'"ullinin~ all the

drcuml\tance1i I., Where such a s<','CUnda.l)purpose is l.'Stahh!'h~:d and the

tradinll protlts need to suppl.ement the divid ..md income, the rrotit~ "vill dearly

be ofa revenue nature 07 HOWe\(,"T, W~"Tt: there is flUmouvation fnr pro':!-

fI"14tkil'l8 nor III supplemmt dividend iJ'l(.'()flw. the prutits will be of Ii capital

nature (ill \\"here a ta:"payer scquires an a!l~t with a dominant investment

intention and Il dual or ctlC'Xis.tin» Iradinl&intention, the pnltil on \b: sale or the
~ will be (1fII revenue nature ,n W~ a taxpayer act.luir~ and dispo!\es ('1'

ahel5 as parl of II scrn.-me of pmtit-1liakin~. the n,'I.:I... ptll ari!iil\1 from the

scoome will be or a fe\cmue nature 11, ThUll, if the purpose of C1scheme is not

profit-nutkiny. the re-ce1pts$houkl be of I capital nature 11

In this I'qiIrd. cl.'J1'ttempbltion wlukll'\tl\ be cnnl\tlltti with intent~nn One I~

lIO~ly I.,·OJ'l(.'elileCI with his object. aim U( Ik.'lual purpose ': Thus. v.,hilsl a

taxpayer may Ct)nteli'lplate the ml\kinll of profit. his intention mil) be

diften:M1 "

It hi puuible Ihr an investn~nl·holdllllllo'umpany and an indivu.lual to carr;. on

a St.'Cllooary b\1!iin~s!lof M1afl:-dealinll I hIS question is prin1inlv ~l/l<: u( li~t to

l~ determined bv Io'tlill'uderin!lill! the 'lIITtlUIl<.iinll circumstance» 'I

1M,



whether the..re \\as one dominant purpose Should there haw lX'1.'1l a dominant

purpose, the courts would give et1i..'Ctto it ,.,

\~"lere there are mixed purposes, it may bt: dili1l.,-ult to determine which

purpose is dominant N' lntentions mlY overlap Of 1,<so mixed tllUI there is ttl)

dominant intention In these circumstances, the tact that the taxpa\~ prefers

one objective to another does I'Ktt constilute II dominant intention hi The etlect

of a dual purpose where neither purpose ill dominant mav result in the

ULxp€l;ver'slkililiitl to discharltlc the onus of provin¥ that the uset is held as an

investment h; [t should be appreciated that. ""hilst a taxpayer's mllin purptl!C

mlY be to maximize hill income from, Slty. dividends, this docs not ~"C~ly

mean that such a purpose is dominant Thus. fhr exampie, a taxpayer's main

concern may be to maximize dividend income ln d~1inj su, he purchases

liOUlld equities with a hi»!1 dividend yield At the same time he ~!i\'IIl\when the

~)pportunjty arises. yi~idin", n f.Jbstanti,1 prtltlt The intention to ~11 IlUly be

inseparable trom the Utltpavt.<r'smain tloject but it iii 11<)1 incidental to It I,' In

order tor th~ main perpose Iu be dOmtnClnt, the ta.xpayer needs to slll.lW that

the object of securinltl a dividend income u1,;casiunally results in it purely

inddcmtal chltn~e ot'investrnen: M Tl.e fact (hat slum."!!are ptlf'l:haSt.")with the

intention llrr~le dnes not necessarilv mean that the profit on resale III taxl\ble

Ihere nUlY, lhr example, ll>implyI~ It ..:h'U11't: in the investment portlhlio hI



income nature to that or a capital nature the taxpaver must show Ihat 111: has

ceased trading in those assets He would have III shm\ that he held and used

those assets (Ill a more or !c.'liS permanen; basis' I

Where a person who ~)wns the shares in a share.. trnding ct1ttlpany dies, and hill

executors chal1t4e the company's sharcholding to a long-term investment

portfblic. the proceeds on sale of the ~lflres will be ofa capital nature '.' It IS.

however. dit1lcult tor a taxpayer III establish that. fhr the purposes \,1' taxation.

he Mil changed from a trader to an investor ,.

llnle!s some other factor inter venes to ShlWv that when the asset was sl)ld it

was sc d as part of II prollt·m:ng scheme, the taxpayer's intention \\ lien he

acquired the assel is conclusive in dCh.mnininll whether the ilsset is (l!'11 ~'lIpi\Gli

or revenue rmture t~ The mere decision to sell an wet will not constitute it

change of intentltln 81.1tRcient to n.moer the pf'(1llt on the sale of the asset

ttl.xahle H

~ ,1 ~I Mlx(ld trlte-flUons

The intention with which an asset is acquired and any change or intention all'!

important critt.-ria However, tht,ose criteria cannot hv thenlSelves dlfllll(e the

character of the asset and the nature or th\' profit on sale '" Not even a

dominant purpose \\ til ~. dl.<CISM' .' Thu- 11must be established \\ berber or

nul there !ut.. 1)l't.'11II ~'hnn!ll.·n"IIlI~'Il11t)ll" I 111\\1:\\.". where d iaxpaver does

not have II ck'm intention "h~'11acquumg an as~t. Ih\.' enquir, should establish

Ixl



'Ii 3" lnteution

It is important to ascertain the intention with which an asset is acquired ~I

Thus. where a bank ecquired shan ..'!! and the acquisition was 11".)tivated

prednminantly by the possibility of obtaining collateral advantages such as new

business. this factor is indicative of'the fact !htt the shares were no! acquired in

order to resell at a prolit I: This intention at acquisition does not necessarily

determine the nature of the jp1ln made on realization. the intention may

change JI The change in intention may be from trader h\ investor and vice

versa. 44

It should be notec tmlt the intention with which an asset is acquired is

important but not necessarily decisive 4~

The mere chllJ1j:tt! of intemion on behalf or the taxpaver does 110i convert a

capital asset to a revenue ,ssel.jO An additional facttlf is required This is that

the U\..xpayer should have bCl:ol.ln to carry on a business or a scheme (11' profit-

makil1j or perform acta pursuant to these 41

It should be emphasized that the courts have recognized the relevance of' a

change of intention in holding an asset ~N A number of' cases have dealt with

the situation of (l possible change in CIWnlCICr of an ilSSt,.'! from it fixed asset to

sl(~d••in-trade " Thc converse suuation cau also Ilpr" In other word-, 0 It.'

can consider n chuntiC III the character of an assct from stock-in-trade 1\) 1\

capital nsset~" Before the character of an asset can change from that of an

11((1



remark of'Holmes j A illu: ales nne llf IIw Itll.'t)utti(."Sin 1M l\lt..in~ inllillinn into

account in the lit' wstem

In vicv. of'tbe li,,:t Ihal the Incn'll'M:Tax Act d(~ not ret:olLni/.c lha! i1 principal

untoun! loaned can dl."pn.'Ci4iIl:in rcal terms ~'Cal1So1: of the ct1bct ofintlallon, it

is difll<:U1t to l1l'ue that the increase in the anlt)ltnt n.-paid at redemption ('1' an

index linked loan is of a capilal nature

The final lituation to examine ill that of II deep di$<XlI,.tnt bond G~liUly ~h

bc'nds are only red~mable a numbt.'f or ~earllafter the date tlf !"sue There ill

no I~&lation l"efjulatil\lllw tlL'Itiol1 of deep di5Cllum bonds and one must,

therefore. exlmiM tl~ UIMltion of Mll.h bonds 1at..!nlLaCCOtml ot' the ytmt.'fal

pnn<:iph:s altUdy discussed

A deep diacount bond rnay be isaued at IIMlbiulntinl discuunt on itlt tn(..~\'ah.l~

and be red~llitble at\er a llU.r nt"years In Ildditkm it may yield nu inh,"I'I.'St

There is 00 formal det1nilion of a (.k~ dilM:t)unl bmw in South African 11\\

Such bonds are !lpt.ociH«H)'defined ill United KI11IJlUt)(lll~slillinn .~'I

lbe 1s.'lIC i!l \\h\:ttwr the gam 1111Ih ..• ....It.. or r~'\tf'mplitlll \11' ;I dt.~p Ul'ol,'lltmt

Ixmd ~'\ll1~il\ltt.'1\ 11gam 1l1<ldc b\ an operauon or husint.'1\ll III cftmiUli nul 11

s.c1~n'K:lltr pwlit·makillll If "'1. the proceeds on sail.' or r..-dI.'Il1ptitll\ an: of a

fl.'\CIIllC nature I !tmcwl. 11'1111"\\il~ nulllw CU">I.'and the bond \\tlS 11(.41.1el!. an



il'l\Csllll\.'fl1 (\1' carital and 1'0111 in carl'\j,' • out it scheme lilf prulit.makin~ ,.,.

1','4·!t)r!l which could mdlc"I~'Ihe ~·;\pilallllh.'111 could possihh I~' tilt· :i1\I."Stur',

iplOC dj.l;il tl!i to hi" inhml 1\111, I'j the Ii"l Ihut the 1m~·..tor did not p!e\I\'llsh

ii:.qUin: credit tn~nuncnt!l tSinularto Inc hill, note \)1' bond I'" and his nbl~t WI!

to li«Un: the income return to n1ef:t his pcr!lotW I!l<.·omeNquirt.'f'l1(."Ot!i.1m: 1...1

that he acquired the in~nmit:l1t It!! III km~ .1,'111100ti1't: al'llinlll inlliltiort.I ....hi!'

reutm! t{)I' Ndeemiol' or wllinll the bond iflht."\ were valid, li\~h as iIll1(!i1lthl'"

Of ~n: trom credilOf!l, I'''' and if he had h\-Id the inlitnuncttt I'Of a kll1tl

lif1'\(' I'~' It is thus poasib\l: {h.1t in applllflflutl!: circumlltanc~, a lItrullll Cllloe

c\)Uld be made thr ~lwiflll that tl1tl:R1u is of a c.upilalnltl' ire

Tbe 11e"<! lLtlU41itm10 djlt(.'U)I$is lhal in ..\hkh the principal amuunt k~ or

the lit~~ \ alue on the btll, nol~ItT bond ill index liMed TI~ ptlint In ctmm~ is

v.MtMr the increalie in the IU11tltm~repaid II r«l«nptkm IS vI' a cap4141 or

M'el1Ue t'I1tturein the hands (If the ltnd~ All there ill 00 k:tPllation Ct}\tertflt'

thi!!matter, it is n«~' Itl apply llt.'MTalprincip£~

Itt NatAl blMle$l.td ,!I,' l'l{lln~ JA rt:nmrkl."I.iIII an (lbit~ dictum that \"I",on: Itt\

O\\Ill.'f (If prt}~rt\ hall Ilt-ld it I,ll It numlll.'f ot' \I,.'ar\ and ltall !Illb!i4'\lUI.'fltl\

chan~\'ti his intCl1tlon and hcld il "' Iradm~ ..tock, it IS l.'ul1I.'Qlvlhle that the

i!l<.'mlleflt In \Ilue or the as~" \\hd)l held !hr capllftl ptJrpo~"ll may be

rq;arded all It \:apital rl.'Ct:1pl , .. hen tlte pwpert\ ill sold It ill lIubmined Ihal. as

the 14m CllITQl1tI, slandll, such IIlcn,'lllent III clc4trh or" 11:\ellllt: naturv r!1tI:

~'"'



Apart from ITC .}I () tbere is no ~iSI\)1l (11' a I:uurl in Snuth Alrkll nn lhili

qut:Stk)n All the 1'.20 repr~t!I cultlJ,X.'t'liIlinn ttl the lend~'f thr the risk of

k~11tl hl'l C&pftaJ. it i~!lUbinined IMI ll~ appmach Io'tlUid be that the enquiry

lihuukl be: but:d on whether l;lI: n.'Cefpt of R20 ii to reimbur. the: ~ lhr

tradif18 prurrta thaI Itt would earn if the ('1Ipitai were not KlII. ,')f wl~ber it i.to

~t: filr tl\t p<~bH: lou oftht: c&pitaJ ,." Since the lender is ~\ll'1J.&

I market related im~ and the: R:!O iii paid !;l hint to comp\'nlaiC fc')f IIw

pt~ k,. nt' capital. clearly ttlt: 1'.20 cannot conlltilutt n:irnburll(.'I'1'1e'I'ttIbf

tmdif18 proAtl 'l1lm:lbre. il can be A~ tn.t the R20 ill of a capttal nauure

The position ia. ht)W~"C'r. by 11(1 n'ltNlll certain

Anoth1rr approach could be ttl retWd the R20 II! akin 10 a dit(..'UUl1til'ltf.pmfu

IJ'Id to aPt~y ~ princ.'iples ~ardil'lJ.& Qp1taJ and revenue tutifl! to the

~eipt in oro« to Al<:t'l'tam wlwth« it falls within t1w deAllilion of jI'Ou

income in I I of tile 11'1COOleTiL\ Act If the bitl. notl: Of btlnd WI! a l<m¥.flmn

credit iMlrurnem timilar to Eskom stuck. tl~ cuuld ~ ::1f\'Urn(j(an<.~ in

wllich lin &If¥UflleI1l could he put filfVoard ttl the etfOl:.'t that the: R.20 ill of I

cttpitall1lture I"~ The W_:neLlfI of thiJ ltflJUnWtlt ill that. in South Atnc... tm:
iuue ()f $\I<:h lin inlltn.uneHIwuuld pl\~y be treated ali i kIM 'l1'lUs, the

dillCt'luntiu~ prot11 M:rI:nll frum Ihlli ttan*tion v.nuld be Ilkin to int~

Wh<:re the in!$lnmWflII. lIltb1'iot.~IUt'l\ll\ ..old. II ,,:u1.11dpuuibty Ill: If\lu«1l11At lilt'

lI1!1trunMt! \\ltll plm:has«lll!l It Itlll!l-tc.·nll IIl\ c~IIl)('''I11 In Ihl,~ dn.,\Utt'\llUWCll.

the: prolil made l'Iy llll: ll\:fSlIll pUidlasiIIll thto' lll!lltUltl<:1I1 .:ould be r~fd{.'tJ ali

bcmg of!t l:apl:al nahan; IfIll<: ""I.'!Ihll a":lllt"l.~ll1l\d 1l<:IJ Ihe Ifblnlltl<:1lt ill'! Itn

I')')



11'..\ lendr. B RIO(l on conditiun that 13 "ill pa\ A Rill) ath."f one vcaT. the

i.'l'lUf: to be d~cl'mined is \\I~'1het the: RIO prunt i!l of a n....':nuc nature Thill

type of tran!1II1Cliooill ~milar to the dil!ol.'ol.l!ltinll of a banker' OJ iCccptance and in

fitt could take the form ot' the: i",~«: of II pOl\l-dated promir.!K>r\ nole al it

dil!ol.'oul11~)I'its Ir .'. \aluc It IS submit!!.'" that. applvlnll tilt! criteria set nut

above, the pmlll of RIO \..~)Uldprobabl\ I~ hc..-k1lo he 1.,1' a fI....enuc: naluo:

The main !'Calion lor this IS Ihalthe nalure and function urlhe m~rument create

&I presumplil.ln \)1' re-.cnuc intc."tll that \\ould be ditllcult to rebut An all.WI h~

ror IIshnn pt:Iiod'''' and ylddifltl no incolllt! wt'll..ki prol"lClb!~be rqr.arded prima

tide II beinlj l~kI fhr !lp«Ulali'it: PUl'pO~ The!IA1llC principk ap:lIie!l III

~P«t nl'lshort·teml credit inMntH'.:nt. ~<:h 111\I bankt!1":. o:ICI...."PtllJ'\Ce. ",hi,:'

is pun:hased and then ~old ",hurt I" al"lerwaodii in ciI'X:UnlSlll1<.'C!I in which.

proat is made on the trlmllfl;c!}t}n

The position ill more ditlicuh ,\ ~ A lends (i R 100 at a rcaJ(~

rommercil! rate of inl~t and it is 'ltipullted that B v,'iH pay A R 120 ~l

maturity of the k)CUl This trln~"lit)l1 cU\lld take the thml llf tbe ill."'~ l\f a

ptl!i.1..wnC.'C.!prumill.'lUIY note with a fact: \11\«: of R I~() T~ ill.'iU<: prk(! \',I.luki

be R Ioo vV~ it ~abhshed that tht: (~2{) had been inlt.'1xied to compenMtt: A

thr hIll Cilptlal risk, it l,'u\lld ~ at~ut.'l.lthat tbe R20 ct)nlUitutt.~ a capital receipt

III I'l'C otlO I'll the court h<,'ld !lICIt IIltt.'l aha. It pn.'milllll (1111l1Uall r('prt.~llt.'Cl a

1\1U", Iht the Ielldt."I'" n~ and thallI \\i\' 11)(:n.-l\lI't.'.la,,,hk· l'he IS~t: di.>!.:S

nOI. bowever, ltPI~UI 1\) have been lilli, cat1\iI...,,,.'C.!I~thn"lh( court and. in the

l:in.:Ull1slilllC(S, It IS suhmult.\I hat Ilu!lI."ISI.' I" IInl 1'lt.'l:t.'Il.'laril\ uulhontltlh I.'



<:t)fl5!itut~ u!ll.Utl and normal \'ofldlll:l lit 11)\' (nmIl14'fClal communi!\' IMI TIll:

d ~.I_.t "' -II 1 . ..I.n~, . .......1' ' III I1\-.:111.111, not AI U!ietll, !Ill\: 1 a~ 'MMIlP, an: iC~IiIl." lor tnv~mcnt, t w

dea>ltlJ in the IDet,,"It· and the I~ prOIltll from share di!po!\i1ls flu" t:X1.'eed the

dividtmd incomt 'I' A pet'lI m can carry (lui II prtlfit·tmlkinv lChcnw by deitling



inference that it ill held for "!X,",ulati, e PUfTl\l~S Ibe nature of IIll: IU'\p.'\y...r's

acti\ itif."1Iin ff.ialiol1 to the a!oo~ is an impuf1ant laeM' UI' to the little.' Ihal 'f iii

!i(lld 1'1 The intenlKm with \\hli.:h an ali~..t I.. hc:ld can dlall~!'" S\ldl cl'U\n14t'

can Ihull cl'W\lt the character of the l1!1l1et and cnnwf1 it from a capital a~ to

&l1ck·in-trade ,'.'

Additit~Ntl Iil."lllflt incLude \\htrt~ ibe prollt .. !rum I~ tranlilchon ha\C been

di&rihut«t.'" \I"I1ethc:r t~ lIIH: of tbe a!.'lCt wali Ii Mt:p in tht liquidation nf a

oorpontte taxpayer,l 'A and wh1.~hI:r t~ I\~..ct was mtll/«i dUlln" ISnt:\.~onomk:

boom I'~ The tAct that .. taxpayer did not wam to nw.c It prutit \\('lUki nllt

~Iy mult in t~ prUH! beiflil t,r I capelal IlitIUO: ,,,. If a t:OI'!1pIU1) Of

trullt is tbrrnt.,(! lOr the purptl. of realm"" capital a~lI in the handt. of illi

ft1uliidm. its profits wdl normally ~ nf a ~pilalllitlUfC as it'the 1i.'lUnderlshad

n:aliz«l the Wl:ts wt{h\lU! lntc:rpotUnl& i tn.11l Of compall)' 1" A IUrlht.'I' !lcltlf

ii the way 1m U&I:t is u~ whil!.t it j ... Iitkll ~ Wht:-re a taxpayer r~\ft the

proceeds ih)l'u the !i&leor In II..~ and t~ quid pro quo cunlillts uf IWu Of

IMO: .rate den~t~ if at It>a$lone ,-k"fl'k."f1t ill or II '4p'lall1lfUft' IlIW of}t.'1)1'

II fI.'venuc nature, the court may aPJX~f1hlll tile.' r!"'I:~-tptun an lk:cl.·plahlc balll.. ,'"

nle rdiliun!ilup' hf.'t\~f."'1\ tile hl'I,aWt and the j)l\rI\ IFtIIt1"hum t~ 1l!<.'M.1"ltll

a-cquired and the la ...~~'<.'I' arw Ihe.' pCrllC.lll to "hum it \\lh th'f't''>I.-d are a}lIC.l

factors v..hid, tbe cOUI1'!Ilalw IIltn "C(0\1I11 I"·

rile CUUlb '(lIl!ll~,k'r the la, !Iotnlt:IUll.', Iht' Ill' 1Il1r"''I'1I11\!,.·!lllIld ttl\' la, flt.'I.'\l!l nf

the tll\l'a\el d\lnn~ the rl.'il.'\illlll'l<:nll\;l "\II \11'unponance I.. lilt.' \Iuuhl\ ililU



.\:r; I )l~al rule. OIW or two isolal"''\! lfomsac1iuns cannot be l.'UIlSldl.>fl.Xi as the

carrvinl!l unl,r a business ,... In Iklemuninll \\ ~'tlwt It illlll.':Ct.'l\.liIf\ the there to

he continuity in tlw CAlT'tiltll on uf a b\llOlllf:S.!\, a di!i1tnction is drawn between it

.,:tlfilpal1Y and M individual rile dltl~'e between the tn.ts appIkod to

C(l~ and individuals dne" flt), r,,-Iatt: !u 1M qualil\ of the: ht,\payt.-r'!i

int~km but to the: infercn(:e It. W Inlenrion that Ill.\, be drawn from an

i!lclatcd tl'lntl(."tKm In tbe ~lIII: uf a company, If ib object' include the

ptlrcMlIII: and ,..!Ie \,f IsllCh at a profit It i..poslOINe to Iftfer IMI an l!I(llalOO

tl1tt'lMC1km IIIpari of It iChenle of protlt·makillll The Ct1l11pltl)··, llbt«tl wilt

n\Jl ~ly be do:iliv~ In the elM: \It' an indhi.dual whu acquim Md .U,

M uwt tbf I prol\t in M 110411«11l'lflt.llcIKm. it is ~I'\' ttl ~OOli5h 11t1l

imention in "-'qUint'll the 6UIIft Md whether MY tielOf' inh:'I"''CnedIII d~

tl1m imention In tie1enninmll the lll."tpay_" imention. Ctmlinuity i$ I fll4"tUf

thaI ill taken into aet.'OOl1t I,,' Wl'lm a Ii.rrMllflctitm ill CIrri«! nut •• pert

t'lt'a ptofu.makil1tl !CMme. the net pttl\.'«'dii \\i11 ~ laxabit j".

0(110'1' l"netors

TIlm: m otl'lt.'f' l'lct\lt'1I "'hith mdklU~ It ti,(PlY~', IIlh:nUon in ItA.:quirin".

hokimj and n:ili/inkl in i5.'III:1 Tile 114IUn:"'" and tiul\:tI(m'''' of the a5.'M:tmay

give an inciicatt<m \)1'. la,pa\'~'~ intentkm Too5. It laxpayt.-r \\~l Iti.'quim I

haMt:r', AI:''eplAflCt: w\'Iuld pmna titd~ be fI.,.uud~-d as 1'I\)ldliltl it Ihf' Inc:

S{'I1.,,·ulatl\e PUl~)liC Ill' n,'Uhllll!l " til, II ,nnli! lilt.' '~It~ln 1\ tllltl a bun!t.t:f\

4\C\·f."fltlK·~ is It shor1-lCIl1lI.'H.'(ill ,,"lItHHc,'nl \\ ludl do!,"! nol \ 1I,'Id lI'k,'tllllf,' otll1:f

Ih a n lilt.' dl,",Ullntlll!!L pwlit lll\.·rclilr~ 11\ 11.111111:and IlUl\.'tlWl \\urrant an



aw1yil111 I tnt \If guidelinr:. it IS important to haw r~ard w the underlvint'

philtll'(lphy Md f\()! ,urnp'" to adhere ur.:ritically to tnc t~ Of guiddin<: ,••

rh~th~. the test ~lf' pemulncnct: should not be too fWTuy,l) applit.'d I'M

u pert of a prntit·makl.lt! scheme but in order It1 !iCCurethe lutun: loyalty and

lU.I100rtty tlw no inf~ that the (!1IrulI~1ion under C<)I1s.ideraliol'l ill

speculative !i1t)Uki be drawn Ihml prior ~'Ul&ti\e lIIliM1.,ioofi ,t., In 5pite of

altl'lou,h not ~ly 10 11'the nu~ of ~ proportionate tu the tu,aI

l1'l11rehuldinj is ~. 1m" \',,111indi.cllte I (radit\' openui,un ,.... When: a!1lll."t!an:



lilt· fact Ihal an a ..~; has bt.'C1"I hdd tix it lnn)llim.: does not. in ilsclf. :mpl\' Ihat

it wa."I held lbr investment purposes I'" It 11'1a\ constitute good hu~ine!ls sense

Ihr I person \0 buy an l.\$5Ct with Ii duall')llrposc The one purpose would be

It")o\.")lllinincome Irom the asset The other purpose would be to !lell the a!l~

tilr a pruitt at an upportunc titl~ In such a case, the llmti! will be taxable even

if the auet WI!' held !hr It lonlilin'k: and ~'ield«ia good income 1'1

An a'~l is r~rded ItS a capilal ""1iCt if II was I~tuired and held with tht

~. ~ ofp«mitnCf)l,:e The intention {,(the tiXpa)l.'I' al IIw time of

acquisiti(lif1 i!. th~lbn:. a mutt imponanl lest in dc&mniml18 whetltt'l' the

proceeds on the sale are ora capital or revmue l'lIlure I': TJ~ tiet that when a

ta.Xt)llyel'acqujm an .~t he ft~ ll~ J)lllWbmty lhat he milll'lt sell it will

rn'llt. in IllIClt: rendt:r the prtll1t on tl'le ltlk to he of 1\ f'e\ ",11W: 1ll1t.m: I II: rnillllt

Iilr ~p1<e. tb~ that with inllalkm the I1lOnetary value or the 1$5Cl millht

llfOw and thlt it m\jht be IOId II I proHt 1(' If an uset WIS ~ lhr a ilion

time it does no! nt"Oe5Sarilv tht!llV. Iha! it was acquired tur 1\1 proflt.rrmkil'\ll

purpofle 1'~

A [tlrlh~f lluidelill>: Nll.tudinll the I,.,)ldit\~ t\l'in as,-.et i" that, In nrd",'!' Ii.l( it to

Ctlillititlile capiud, It must be acquired !lnd hdd wirh iUI t:lcn~1I1 tIt' 1'<:nlUl~!lCy

and II must t'.: h~d \\ itll the OOI\.'l:t thaI II pwdui.'t.' tUll.'COllOlllll.' utility lhr Il'le

huldcr I" The phikl~)phybchmd tl~ n..quuement \If ~l'1llaneTlCe III tMI II

as,.j ..ts III del<:lminin~ the nalwt.' Ill' II,.., hl)ldlll~ Ill' nn Ih~t !I l~lp~ to

dISlm~tli~l the I.'USC"hen: an assel I.. used in tbe production or IIl\:UI1W OU\ is



devc1opinlot and sellinlot the as.'lCts such as hmd lor profit In this regard, the

t.'Tltluiryis •

'whether it can he said thaI the owner had crossed the Rubicon and

gone over Il1 the busint.~s or embarked tlfl\ 1I1 a scbeme of 'lCllintl such

land rhl' protil. usin~ the land as Ills stock-in-trade' III

Where 1I tfL'<ptlyer l'lall disposed of an as...et as a fl.'sUIt of a sale under

con1pulsin!1. thill type of sale has the lWtl1'1etax consequences its a \oluntarv

we I~~ If the uaeI Wb nf II cl.ptlall1llure. the I)t.'\ plu':ceds on !II\1e""'ill be

treated liS h.lvi~ a simil&r nature On the otht."t' hand. if the l.\!~se\M)1dIhnned

put of the tL'I(pilyer's stl)~k·in·tmde. the net proceeds will be of. \ 1.C!

I1Iture ,....

Additional flett>fll \>'hich iOOkale a capital intt:'nt ""Ilt."flsellin~ property include

expropriation of portion. (It' the property rendenl'llt the H,'MdllCIon !Lmall thr

prl)fitable devetopl'l1el1t. pressure trom the local authority to make the property

available lor use by the communil\ and tl11:lu(( lhat the pmperty was unlikely

to yield ecnnomk returns I!'

Holding of tilt' Asst't

lbe period for which an aSSl:1 \\1\'1 held nm\ tli'~ nil indicetion of rhe

rexpavers inrenuon in h~)ldin!Zihe IIS~'I It. Ilokim!l.m lISSl:l lhr 1Ishort period

IS u prima lade indication that the U)Io\C1 \\us held tor speculation II' IkM.



Further factors which indicate a capital intent in the case or a propen, owner

are where the owner has difficultv in finding tenants Ill( the propenv ill

question and where the owner receives an unsolicited llt1cr III purchase tlw

property I"l The taxpayer's modus operandi is important i\ taxpayer would

probably have a revenue intent whe-» he has held assets such as shan.'s or other

securities and he has switched out or them from time to time in a rislJ1~ market

knowing that the sales would in all probability be at a profit I~{\

Where the taxpayer has sulxnvided land. one should have regard to the

planning extent. duration. nature. degree, organization and marketing

operations of the taxpayer In taking these factors into account. one must

determine whether ibe taxpayer's activities indicate that he carried on business

or embarked upon a scheme of profit-rnaking 1,11 South African law has

recognized the concept of a realization company formed tor the sole purpose

of acquiring and realizing all asset .4" A realization company is l10rnuuly

formed in circutnstancea where a person owns a capital asset such as a piece of

land. and "."il'>hesto ealize the asset He forms the reahzation company and

and to !ll,,' mlllpal1! in order to realize it When the land hi!'!

been S~,d the realization cornpanv is liquidated lind hs assets distributed to the

shareholder The net profhs orlhe realization company will be treated as being

of a capital nature UIlh."SS it is regarded as 11<1\ illl:l carried on II business of

d' , I ...1 I~'t ra Ill!; In t It' asset s concemeo In deciding \\ hether Ihe lissels of the

realization company are uf tI capital or revenue nature, it is necessary III

examine the extent til \\hkll the companv has il1\\lI\I.,d itselfin the process of



Further factors which indicate a capital intent m the case llf it propertv \1\\ ner

arc where the owner has difllcultv in finding tenants for the propert .... ill

question and where the owner receives an unsolicin ..-d offer 10 purchas.e the

property P'I The taxpayer's modus operandi; tam A taxpayer would

probably have a revenue intent where he has II.

securities EU1d he has switched nut of tbem from time to time in a risin):l market

knowing thet the sales would in all probability be at a profit II"

Where the ttIXptlyer has 5Ubdivided land. one should have regard to the

pltll1nh'l:8 extent. duration. nature. degree. Ofl"1ni1.auon and marketing

operations of the taxpayer In taking these factors into tlCC01.1ll1. one must

determine whether the t!l.xpayer's activities indicate that he carried un business

or embarked upon a scheme of prolh-makil111 HI South Alncan law has

recognized the concept of II roa1iution company fonned lbr the snle purpose:

of acquiring lind realizing an aSllet W A realiution company is nomu\lly

formed in circumstances where at I>er'SOOowns a cll,ital asset such all a piece of

land. and "vi~ o realize the ass~ He Ibm,s the realil-lltion company and

transfers the land tll ,he ctllnpnn\ ill ortl!;1 to reahze it When the land hats

been sold. the realization company IS Iiquidult.,({ and ils assets dislril'll.IIt.-d tll the

shareholder The net proflts ofthe ft.'uh/UlilHl companv will be treated as being

of a capilal nature unless II b regarded as I~l\ in~ carried \\11 it bUSiness of

di , I ,.111'Ira m~ to !1<: a"isels concerned In dt'l.·idll1~whether the assels of tbe

reafization company are or II capital 01' te\\.'llut: nature. II is llt."I:essary III



mtend to sell [hem and tht~lk'f dl': not d1an~..• Its intennon and It did 1'I(1l

decide to l."I'Iwk on it track. b 'S~,l, selWin\' thr pwtit·makin!ol by !Oellm)l

the Krul'ert'lUids Acc{lrdin[Llythe proceeds !tum the sale, elf the Kru~and!l

were tlf a cltpital Mture

The: appfOidt ad<'ptod by the:COUll$ in lIC .1~~.~and IIC' J~~()~ III be

slitU'ttly different {rom that adopted by the court!! in lTC' l~~.~ and rrr 1.\19

In lIC. !~.,~~ lIt' l~~()the C\\f.lrt!l paid par!u.:ulru "n\.11tion IOInt: t&~l that

the l""payera in ,~ion coosidered that they wt>uld reali.te the I<ru~errand,

II I Ii.nure dAte nus CIIn be con{t1I~ed with 11(' 1~4J v,here a peI'lkm in

,11tctivt control did not en\'i~ thai the cotn!l would be lklkl ouk1 be

puled on to his children who miiht one day sell them The aJ1Pl'04t~hadopted

by tl~ crurts iI11Ic...I.!l~ IUid tICJ~.'~could p1.1$lIiblybe open to criticiwn on

the buis that there is I ptlUibility thllt IU'\ 1I.lL"{;( held IS I !,of1G.t«tll <.:&tpitll

inVeMmortl could poaalbty be sold III !lOtTIe future dltte Tbe rae!5 in t_ CUe1

wuuld oeruunly appear to indiclle that. when the Kru~!I ""~re ~X1Utrcd.

the ta.xpaym involved intended to ~xluire the coins thr ltmy·ll.:rm in\elitm~ ..m

PUI1X~ It ha$ clarl)' been emahli:lhed that the n'!.erecl'll¥ of intention un

hehalf of a Ia.xpa)~r does not convert I capital i\W' to a l'e\1."I'\UelliSel An

Idditkmal fiCIn!' III I"elluire<i. nanwly. that the tl'pay ..'!' !lh\luld 1'II\e begun ttl

csrrv on I b\1':nm or a !lCheon~ l}f prutit·maklnl' or . t\Uld pertimtl il:c.:b

PUI'lltUUlt 10 thclc Thi't apprt14ch \'.a~ 11\)1 adopted in !Iw~ two Cllie'll



IrldinlJ If) the !IIlme 01' similar kinds of aucts. or he Ihtn and tOOrc ~arts

!Ilmlt: trade or bullineu or embarkli on s(.Im\.'!'iChemcthr !if.'lIin~ iiUC~ ilillels

tbr proilt. w. in either cue. the ~ in qUt.'Stionh~taken into or used IU

hislltock in trade ·NIl

The court also took into account the th{klV,ltllt pa~t thmt Ihe J~' ul'

TroUip JA in E~wrJ

'Of course every decision by All OV.lWf 10 d1~ of All U!it:{ hdd ali it

Cltpital U1et does involve I t,;~ of intention hilh,'f10 his intentkm has

bten to retmfl it IS M:h. now I\~ c~ that intentk,n by decidl]\i ttl

cIi~e of it Accordi1'll to the Ilxm: mmtioned aKa a mt:n: c~ uf

intsntitm of thlllt kind does nat 14-JI subjoct any r_t1tM't p.in to tllX.

~thinu more is !'«lui*, ror lhl,t to happen That additional '"lUi" 'II
ull.Ull!y 1OO'1etl1ing tndiattifi¥ dw the di!<pcW ii in rulity in pu~ of

some trade or buaincIB or lICMme lOr -ins prolit The Interventi<.lfl of

such Itr\ additional tac:t(lf may be inc:licat«l by the ciI'tW111t&W.'a

surt't.ll.lndifltl the cl'Wlp of intentkm or In lhe WilY in wl\k.:h it V.III

I'NU'\iimt«l or carri«l out .:u

On the tict,. the court \Ita. YUsfled thaI tl~~ \..1. no cha¥ of intention llil

lhe part of the ul"'Pflyer wl"len the Ctlln. \It~t ~lId Too". the ellYrt cnrn:lud«l

thaI tM tll':'lY~ acquired tbe KrUii\crTand.. In q~IIUt1 ." m\~n~t. did nul

:11



are in effCl.'tivecontrol of the c\)mpany .~.. 'I he court "en! on to ~att that the

frequency of a particular trllJ1SilClionmay provide a ¥Uidelint: as to the det(1"fC

of~ with which an ituet ill acqulr~ In add'lIon. it flKtor "hteh can

be taklm into account is whether a ta"payer has treared an a.UC't ltl Ihed t)f

circu1afifll capiW 1'"

TIw court then referred 10 l.n: .IJ~~, 11(' IJN and 1{'(' l~Z~ ttl tIlUlitr3h: tlw

f3et that a ditpOtal of Krugemmds thoukl fIOt be trOllh...d ditT«ently 101M

dispotal of Olhtr Uleta insofar as appliattiM nftH\. is c~ :.,

The eeert mlTOClto II pIl1IUp Itom IIrlW:" ~ ll'lC \\-etibl which

II. ..nl1 ("'" I.ttKh te I taxpeytr'lI i!* dixi1 TI'I:tcourt took ~ltnCI: of A'1'

cvicLtnce to the ttr«t thlll he had ICquirecl tlw Kl'I.I~1I \\1lh no Intl.'l'ItKm of

meLle The court then comOOd whttl'l:tf the taxpayer c~ It!. intenuun

reprdinl tho K~ wrnch wert: llOkl.....The COOft tl'K"ll ~

whether there hid been II ~ (}f intenttun ~ the {axpayer TIw cuurt

re~ (0 the Ihtlowtni ~ ITomJobn.a~1

'tvtoreoVef. my u~mu (,fthe C&~ that deal with the matter ill tMt

the merecM¥ 4.11' l"tCO" to di~~ of an l!l.'it."I hifhcrtll ht:kI ~ ca.pltAl

does f1()f 1*s su~ the I't'lIUltant prutit IU ta\ Somethill/. 1Il()ft: i!l

required in llfd« ttl tneotamorpht1iC tnc (,:Iw~ter vf ll~all;~ and 10 rtmdet

It!! proce ..*d. WOOlI Int.:um~ hn C'iUllp~. tl)\' Ill\P4tyer mUM lllreoo~ be:



the time he did not have Mlf~ cash III pay fhl the: re-ro ..)ti~ and he did nOI

rti.t II mort~ bond in view of lhe Im~ pa~mellt!l that w(luld have had 10

have been ~ TIle houte Wilt owned hv 13 and indife(;tly bekmtt«! !\l hi!l

chikl~ The _ of lhe coins in the: liCCond"'aT Willi hcc.u~ 1~'\ ""e'f\: 1\01

gi\ma ti'le ta.x~ inc~ and lhe: !&Old prl1.'t: wali druppmtl A decIMun Willi

taken to invest the pruceecb from lhe We of the C(ltlill into !W-wC!l whtch would

)iekl an il'lCO!l1l': At llw !fl.tl~ value urthe K~II "".! d«liNnt&and

it \liU I'tlOfe imporUInt for A to ~ thlt the mo'~ wu ifl\~ed in !ioharC!l

which woold JfO'W inv_ :1'

In hit (t'Iti<l«\ce. A streutel thlf he dK! I1(Jl en\ illlp that tl~ COlI1l wowd be 1111kl

u he t1~'t{ th1:y would OM day ~ $Old by hi. children lind l1(ll ~' hIm

When M 1ICqUi:red the coins m indicated that he had no tntention of meliint4

th1Nn :I~

The court cfrty" IIttemicn to ttlt fief thlt in d«idit'lli whether a receipt ()f

IICC1"U&\l is or 1\ ca:pitll 01' 1'e't«lUe nature. (me mu.t 1.;onWd« all the f&<.·hland

cil'CU1~ or the pwt~w cut Then: iii 11() "",Ie ~)f inlW1K* t~ ,'" roo
court drew Attention to tl'lt. ~a1 pnnct~ ~inl tu the di!'t11l1.1ionoot\\~

rciil1iltn» II 1:4pttal ~ aoo ltdlil\t an a~ in the cnUllIoI;' uj' c<1m',"" nil a

huliine!!.!l (,.. «nblrkinll ~m a schl:mc tbr pfUfl!!'I In\lidlu ... ifll«ttlon I~

conc«ned. the court dm\ attcnlk)n to 1m i~l that where cum~ are

,,'Of'ICerned the cuuMI can take Ct\tmit.&n1;t of til" mt«ttlon otibe ptrliC.lf1l w bo



,t..j __ I ••,
au....;rect to OOIlIItU t!tX ••

held by I camptny B. md the t1WCt in B were 1'!ekIby il trust. C The

usets of the tll.'<.paytr cant.isted mainly of It ptmfolio of al'We'!i. Kru~s

and loans ta twa arms ch:ildren .'1"

I'tCnlfly. to provide I hq-e l!i8iMt inflation A had no knov.led~ of gt>kl

IdweI Md. in the ~ctS. prtfemd to purtl1Ue »otd coina \Vrum tl'w

After 1'I1.1idingtM coina thl' aboul tim Y¢ilTli. appro'(imately half of the ctlins



Kru~andli lflhe ta.:l\payer's Intention \\ra~ tu Iklkl an asset on it more or k~1I

peJ'1TlNtent basil' in order III produce incomt ()n its di~JX)5a!. the proceeds

would he of I Clpital nature' 11' An APe'! could be held in an unproductive

"{&Ltc Ho"v~. such lUi unproductive uae[ would be I CApitll a!l.~ if it

produced an econorliic utility to the tIX.pay~ .','1 The coen !'Ulled. however.

tl'm1the elemem of permanence 1ftII f'«luisite in determinin" whether an jUj.<;e( 15

held aA JI Clprtal investment ::.'

The court refttrred to lItJ...L~~,::·lTI.·,JJ1<i:~ and rrt: 1~2~ ::. The coun

found thttt it wlla diflkull \0 define the term 'co~iil utility' and it \'.&5 of

the opinion that the ~111 of the term Will dependent on the purpose fhl"

which an a~ wu acqwred and held:)6 The court 1I~led that Kru~.ds

could have an r....Of\Ofl'Lll:Ult~ty if tlUtt was the teat In deterrninil1i the intenlk')n

of the ~'(})ttyer, tll" court took into account the evidence Md ltate (If mind of

A who Glf'tCtivel\ controLled the taxpayer. the taxptryer'$ n1emurwum of

a»OCilttioo. itl a1.1ivil}cs. itl! pt)licy Md the CIl'CUmt(lIl\Oe! of the lI!Cquiliititl(1 ul'

the lUll. and the ~ in which it WM cleatt with, held Md su~luenllJ

~, TIle eourt fbund thaI the ot1«tiv~1ie!1I &n\l the ~UltCt did not

1lC..~ j Oft ~h, taAptlyer's ipge dixit to the effect tMt 1'Iekept Krul!t«rMdll with I

dqu ....• of Ptm1&nent.'e Thill cut d<.'I\lhl on A'1\ claim that the hl\pi\CI'

purcl'1UCd the KruiCel'l'Mds\..ith the intmtion of Iny ~ of ~oce

The court l<ccordinM' Ibund on tilt probahilillC\ INtI 11'11:main or QunullMt

Int«lth,l(1 of tl'C ulxJ.llyer wl!llillked 1\1 the.! Itlht-r~nt (';flptt"'il\ l)f 1114'l\rtlJ;"'tTand",



The taxpayer invell.ted I IDrtie portion of the we proceeds in Kru~err"ndil A

~ed this Ita an ideal method of inve!ltlTlt'fll fur storing money f'lr hi!f

children He watnted to protect the capital as .inst inflation He IW\ 'ef

purchoed or speculated in sht!.m and he purchased the Kruiemtndll from II

be.nk as I mf\3le invet.tment

A then resittered A new company far the purpofiCS of rnearch and

dO"t-eiopmenl which fell outside the ambit of hili restraint OI.l41uuned in tlw

~erf't for the utle of the taxpayer', opentting companies He uttliled

IQ.I'M of the cash moureet which had been reta.ined !tom the stLleof the

opalina COttlp51mes Md opemed on an owrdntft Galena as he could l\O thal

ho would not be obUjeci to nil the K.rusemmda [)urina the n~t lbI.tr financial

)'OttI'J the ulxpayer $Old Kru»'ltmU'lds for v!lrioul purposes nu: pUrpOfiCS

indudecl the Iltttlina of A's o...-erdraft, the purclutH of prllpt:rtk:!! filr A and hill

Wy. tmproV15menta to his house. Mdthe purclwer oflm:.r Iiham :,.

A's inttl'ttioo in inVHtil'l¥ in Kruprt'1U'\ds wu to provide a lltore ofwallth He

wu of the opinion tM! the Kru~ands provided A iood inves;tm~ and

enabl~ him to protect hi! atpitnl Tlars he wu ~e to take steps to lItl~rd

q,aintt infUllk>n In additl<'In he WMted ttl Cmltf W'eallh lor hill children :11

Tht eeurt ernpl~ thaI the ul.x})Iyer's imention \\111 \1rtually d«iiive in the

c&~ in delemunin" tilt nature ~lf the proceeds from lilt we of tilt



$;t~ 1,l1OUId the need llrise In the circumllt&nCell. hi: had a prolit-l1U1kifltl

intention and the proceed. were treated as bein(!,ofa revenue nature :I~

In lIT~m the tllXpIlyef Will Ii private cotnpany thlt had been in<;:orpofltted

Ihr the sole purpose of operatintl as an investment c('lfnpanv The shareholder!!

of the tII,,"tpllyer v.-ere A. hit! wife and mll children' 5 trust A was the tru$lft of'

the trult lind efi'ectively controlled it The trust held PHIs which were

everttu4l1y to devolve upon A'! children

A we I dimtor of the Ippellllxu and 1'1&dbMn in Itfi'eCtive control of ita afl1tin.

since its incorporation. A' 'i b rkaround Will tl1lU I~ WIIS sn eleetriciM woo
had ql.lalilled III 11 daiin ~Mef and t.td~lur:ntly a conSt.l!tirli m«hllmalJ

Md eleetrica.l enaineer He fonneda con'tpll1'tYwhich rnIn!J!bctured and wId

Teflon Pl'Oducts He wu involved in l'eleetrCh lind d~lopment of various

products which W1W uruql.lt ~nthe procesai~ 61:ldin South Atrial In additkm

he !lCC}\.lireclll rtputll,rion intematiomUly in thillll~ ,'!h

Th~ tllXpIlyer lI:C<.p.tired all the !ham in A'I opellttil1i <:ompMy which in {urn

C!Stllbli~t\Qtwo lIubsidiary ,.. compctnifl In addluon a furl her l.'l.)mpM~ ~.8U>

tbrrniKI to hold th~ prop~!ies th}m V.ilid1 the bUlimetlS operltionli v.ere

conducted The 1l.xpIlyer l:\enluAllv .\iJ itl! lIlwes m the l~l\til\l cnmplfI}"

its lAIc IUbsidj~ and in the invell~nt company A retaun«i hill nif,ht!l It)

carry on th~ bulint:U tlUtllide Athea .'"



The court drew JllIerrtk~n to the distinction between fixed and f1oalin~ capital

which WIlS drawn in lIt 14.18:11 In It" 141~ it \a,as held thaI W~"I'e an as~"I

is held fhr the pUrp<.11leof r~e at a profit. this d(l(,'lInc.l! Ile\." .••lly meM that

one must make a proflt by virtue of the ~sa1e. nor that the motive in

purcl'iaiflj the useI is to mttke il profit It simply muns thltt the taxpayer

trelttl the U8et as part of his tloatiflj atpltlll and not part of his fixed capiUti

TIm the Icquimtion or !UMt for the pl.lt"pOll: tlf rN~ at I prtlfu is !limply

another WilYofatatiJ1¥ tluu the a_ is held as Iltxk.in-lra:de :I!

rhe court concluded that the authorities indiate tluu tlxed C4Lpttal hP the

c!'\IlNI.al."IistJc tNtl eith~ the lUll is held 00 &I more or leu p'lTI1i1Ji«rt bbiJ tbr

the purpo1t of prodttdrl¥ income or it &houlclhave an ect)nomic utility In the

ctlSe of Krupl"l'llrlClt one is not d~il'li with an income producil'li uaet nor an

us,, havil'lj lin economic utility :1'

The court found thCl1wh~ a tllXptyer lIIlVtt! KI'\.IJemtndtl for eitl,*

comm1meil1l a bumn_ or his l'lklllje. I~ mus.t enviSll¥' thlt in due COUf!le J~

\-\-illsell the lINt There was no lIuwari<m thaI the Kru~1I wm tbr the

tllxpctyer's tllmil:. or fbr him ttl dlSP01le of by wly of b~u~t In the

circumaun~. the llLXptl)e"f mUll( haw CI1V1liilliOO realilinil II~ <:\141'11in his

retirement yetn TI~ court foond on il ~~ of pl'obllbtliliOl that the

I&t.Xptly~ II«luired tl~ Kru~andll with the intenllun of ~llinll them It some



ThCiC C&l~ were followed by three recent cases ,'¥,

In [re ..L~Zf'" the taxpayer \VIS a reformed alcobolic Whilst Ill: \\li1l l1t.';n!l

treated fbr alcoholism Ite Ihund it ditn~.:ult to retain a jlJb and to build up a

cttpital reserve He was sdvised to acquire Krul'errands \!11thany surplus Iilnds

svailm:»e A.ccordinWy he purchased Krugmtlnds over a number of years

After I period ofll,pproximately 20 years he lltarted hill o....l1l')Usi~ He sold

some of his K~s in order to litnd the settiliiJ up oftl\': business At the

time when he !loki the Kruierrands, he I'lllida Ib:ed deposit whk:h he could have

re&.I:iz:ed in o~er to cllpitali~ hill busineu However. he took II JtllUilblein

pretmi1'ltl to sell the Kru~l1\nds

TIle easen~ of the te.;<payer's cue was therefore that. beifli ul1Jlbleto hold on

to Il permanw Job WhU,1 recoveriMi from a1eoholism m.d becaul&ehe \vanted

to spend 1000u'p,lu$li.mci!l on alcohol. he follo\<\'ed hi,: IccOUnlMl'1I advice IU'\tI

purchased Krupmwls The court found thart it must have been the intention

tha,t Kru~ds we : acquired to provide the t!t.xpayer \<\1thlitnd'l should he

need lIlt some !ltClicin the litture .'" The court dre\<\ auentiun to the litet t!utl

the KruierrMQlI dkl not have an income eal11mtL capaeitv or an economic

utility .'" The court Ihund thaI it Krugerrand Ju~ nut have an ecooomic utility

unless it ill \..orked into Jewcllery The (.)Illy utility that it l'I&\lI iPi that it can be

suld when cash is needed !I"



!Il\l.'stmcnt of capital. the proceeds on Si\lC or redemption would 1'It:\11' a capital

nature

The enquiry ilMllws an examination of all relevant circumstances .": There

are lactms which, prima facie. indicate Ihat the holul..'f of U UI.'I;.j' discoum bond

may hold it as part of'a profil·nmkll1!l seheme

The nature and fimction of a clio'!:!,cli~nunt bond indicate a tt....CIlUC intent as il

yields no income other than the diS4.'oUlllin\l profit It could. thus. bl· flrllued

that the bond c('Iuklonl\' have been acquin ..d \\ ilh Ih<: intention of dispo~f1~ tlf

it at a pnlfil The la~t that it bond !l'Ia~haw been held Itlr II IUIlt' period docs

not. by itself: indkate a capital intent .'"

In spite of tilt: prima th'Cie inten.'OCc \ILl rCVt.'11UCintent, there ,:uuld 00 tactllFS

which could indicate a capital intent In ITC U~~,"4 and lTt' U79·~I' tilt:

ulxpaym acquired Kru~erraoo5as a bedge lWlinlil intlation The ta.xpaycrs

had. ~thcr pt"rsonally or Ihrouillh lamiHt:S, expt.·tit.·nct.'<l lhe dH1icuhit.'!I or

rampant inllatiol1 in pre-war Eurnpc and had in\ ested in Km~1.'lTatidl; to l_lllflrd

Ilpinst a de... aluation ill IhI.' (.)llrclul~ill~ power ot'tht..>ir currencv Km~errallds

were subsequently sold III llll!" hl ibSlst thell llunih~s In both cases th<:

COl.1l1s held that the pn 11.',.'I;.'l.l~1111dlSp\lsal of' the Krugerrands were \11' a ~'apital



investment ot' capital. the proceeds on sale or redemption \~ould he of " capital

nature

The eI1ijUll) involves an examination 01' all relevant circumstances ,'" There

arc factors which. prima facie, indicate thaI 1111:holder of II deep discount bond

may 11<)ldit IS part ora profit-making scbeme

The nature and function of il deep discount bond indicate it revenue illlent as it

yi.elds no income other than the discuuntmg profit 11could. thus, l~ argued

that the bond could onl)' han: been acquired with the imentiou of d:spmunll ,)1'

it at a prol1t The facl.'1that a bond may haw been held lhl' I1lon~ period dov."li

not. by itself indiatte a capilai intent .N

In spite of the printa Iilde inlf:rence of a fc\ t,>llue intent, there could be lacinrs

which could indiatle it cflpital intent In ITC U~~,,1.jIII d lIe IJ7Q'~" the

ta.xpaym acquired Krui"rrands as a hl.'<.lllcl!I4inS1 inllatitm The In>.payers

had. either pel"1&t)nallyor through l'imlilil.'S. ~\pt'nl.'11<:I.'tIlh~ dillkulties uf

rmnpant inl1aHl.lnin pre......ar Europe "00 had invested in Krugerrands ttl ilUlI.l'd

~nlU a devaluation in the purchasing power of t~'r currencv Kruile1iands

were !\l.Ihsequentl~sold III order to assIst their families In both cases the

courts held [hal Ihe proceeds on dispn~1 or the Kl'tI!ott'lTunds\\1.'1'1.' of 1\ \:apitnl

nature
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In the circumstance'l. it sh<1I.dd be appn.'Ciall:d that the: d~'_'rmmatinn of the

nature ,,1' the proceeds on the: lilte or n:demptilm of a d«p discuun! bond

would involve an incdeplh examinali<m of IIIe circumstances of the &\:qul~tinn.

holdinv. and ule of the il15lru~t and the te5linll of I~ qainst lellb laid

down by the courts In view uf 1M natune of a deI:p disc(lUnt bond. it will be

diffi'I:Ult for a tllXpayer to establish that liUChan in51:ru~t was 1,":ldU I capital

wet

Se<.,km 24J only covers the lccrualind in<:Umd nf certain dl:IiMd iITK1I.lnll1 It

is theretbre submItted thlt it ill theon:f~ly pouible 10 lJllUe llvn if a

disoountins profit is of 11capiutl MfUrt the annual Ilccruail liS determined by s

24J are not te!Xlble in the hMd$ of the investor However. in practice this 11'

unlikely to be the CIISC If lUi in\'l!I\or IICquires M instrument as a IOOi·terrt1

fl'lVestln\'mt it "vill be very difficult for him Itl prove in the year uf il:qUisilkln

ll'l&t hI! ~uired the fl1itrunwnt for fl1vfttmem purpose. MMY Ill' these I""t)f!l

which irtdQl1: whetl'l« 1\ ~Pt ill of II capital or ne\'Ottu,en&tUN rtll{~ Hl

events which tllke pl&ce lIft~ 8Ct}Uiiilion nf the Il~t Th\nfnre. the at)I.Ument

ttl the efi''eCtthl,t the pro,,;!iUM (''If! 24J apply reprd~ of the n&ture of 1M

diI\Ct')Unti~ prtlilt ilo valid even in 1M situatiun in which an Instrument ill lKlld

prior to maturity



ll:1ierne of pront-mnking Where a ta..xpay,,·,has mh-.t.'d intention!!. it would be

important to determine his dominant purpose in acquiril1l!land hc;)ldtng the

unt

In detennn'til1l the ta.xpaver's int('lttKm reprd should be had ,the business of

the (lI.'{payer In this~. whilltt 6t.!WlttMCe can bt" ,hl,;~ from ~tni~

ClJIe'S de&lil'lJ ""ilh the _ t)f Kru~1, it "hnuki be appreciated that the

VMooS cam deallna; with the sale of K~and5 relate to II1dividwU, 111the

CUlt of citei' diaoount bond!. it would be more likely tl~l a tur~ institution

auch U I btmk v.«Ikl be involved as tnt UI..Xpayer :!'! !his reprcL the insriruti<m

could be pril1'llrlly an invat1'l11J:l'lit institution Whi!'~!' '. ';If oould indiatte II

capitll intent in investint& in deep t1illCOOnt honda. repro should be had ttl

whether the institution wu Cit! ryinj on It IleOOl'ld&rY butin.a (If delliJ'1tl in

iMtl'Ument!l sucI, ucIetp discount b(.)nda

In deterrninirli the t.a.x)JIY«', intention. d'\e courts will take lcalllll( l)f the

tll.'<p8)'CI' ,s tl* dixit. the llI:ture oftht tax.p&)'ef'sbusiMM and the IlllnlKUtlfl in

question. the mode of Il«(uisition of the instru~ by the !a.xpa)'«. the MillO

and cil'Cl.lmtt~ Ibr theu of Ihe APfI, the ~ld fbI' \vl~h the um WI!

held and f~l~lf. v.lW.:h indi~ted the til.xpa~~·, Intention In I'kw:b", the ."'~.

Ih:q~' uflne tranllil..t.on.,.uld \af1\'I\I'Iot~ I'\~ant 1~IUf' In chis ll.l&Ifd,

tilt nature and lunctiun of a deep di!iCount txmd \\ould prin~ 1~1t looic.:4!t: I

r~wnll': intftll

~IM



t:imtlly, w~ II profit is nwle Of! the We or redemptit.lf! of a deep distount

bond. h ",,'OUldbe very diffieult to estabtis" that it is "f a CApital nature and it

would, lherefbre. prol'llllbly be r~ as beilltl a revenue profit

In determini11J the nature ,'lJ'the prO\.'eed1l on tbe lIIlt: tli' redempUon of a do:p

ditOOUnt bond, the courts would lllke into iIC(.'OUnt various testl which have

been ~ed O\ef the,_., 1nesaence. II pinmcde !tom 1111o~ion of II

bulintss in c2I.rryil1i OUI I !§CMme of proftt·lTilkil\i is of a re't~ nature TM

enquiry is thmlbre to detmm wh«hoI' • UlX~ in acllilli or ~tJ I

ct." cUacount bond wu ce.rryifll out III opntion of a buliMSft al pert of 1\

proAlmtlkifli ~ Whillt it ildifficult to detent. wh~her tbe ~

are of 1\ capital or re't-enue mtture, and whilsl it is ~ed thlu the inherent

nltt\ire of 1\ l<.n.tjemtnd would indicate thltt the pl"OOetdll would be of a rt:VfiI~

nlUt..tre. nevlSth$l_ the courts v"ooki need to ~ne in detail the facta "f the

cue Md test them ~ tht teatl WeI down by ti'lt court! in cbtti", with 1M

cttpitaland l't'VGlUIO nlttu:re of SlUe p~

An impurt.ant tlictOf in d"'tenninil\i tM fIIIture of the proceechl i. to ucmain

the taxpiYfr's intentiOln with which the instrument was ICtluired It &!'\(.lUk! bI:

arl')l'CCwed that this intention might ciWlltc duriflj the l'It'>klil1j of the

inlUrun\el1t Where an ,""rument wall ~'Qulrec1 \ltllh a capita! lnltntK'll. lhe

Imt'e c~ ot' intent wuuld not con\'fft lhe auet iOlt) 1\ rev~nue 1Ui~ and it

\ltuu!d n:o«llo be shown Ihal the t..xpa\'~ had ~n to carryon I OOllllel)!1 ~If'



held Illr in\'~tmen:! purpose! i'\'1an) 'If these la4iur!l relale: to C'c:nb which

take place after acquisition ()1' the um ~R}re. the iT!:'umc:nt to the efT\.'C!

that the proviltiornl <,1' !I 24J lIpply retUl1d1es!i of the nature uf the lIiS4,;\lUntinll

profit ill valid except in the situat}on in \1,hich an inlltrunlenl is iOk! priOt to

maturity ln th~ latter cifCUl'nltanct II 24J IlCCru&ls in Vearl of a.~t prior

to the &tie of the instrument v.'ill gUl rlrl'ntlin t&-~ tllr the !'elliott' !l(t ~.1lI1

above

~ 0 CONCLUSION

TI'l.O tllX conequcmces on the _ or red\tmJp'tioo of a bill. note or bond CM varv

dependini upon the ty-pe of inatrunmn and Ihe investor' II cil\.'UmJt.clf1(e!

Genera!ly. the ttiacoultttna ,,"Olit on a Ihort-tenn credit iMtrument. It.Ich U II

bel.rlker'a lccept.ttnoe. will be of a revenue muure When: II rertfi(.,~

<X.~ f1I,toof interest is che.rs«l and an IIcldition&! $Utn is pl)'ubte to

compn«te for lhe capital rilk. or II di1!oC0I.tf!tit1ipl'lltit il nwle on il boed lU\"h

IIIE&kom stock. there m«y be cil\.'Umltanca in which the proceecla willllt: of a

capitru Mture

'vVl'lert the principii] kllfxxt or the i~l\l~lt IS index link~ any prl.)lit made Uft

r~ptk)n nftl'le loanOf H't'tnlment ill likely to be ofa Mel1Ue natlll't:



capilal or rewnue nature nfthe di!roCountinl!-pnltit This matter is referred to in

the Fxplarnttory Memorandum on the Income Tax Bill of 199~ However,

there is ruso nc Ieference in 11 24J to the titct that any amount which accrues ttl

i\ tllX~yer in terms of the section ill ta.xable For example. in s 24J(.i) certain

defined accrual amounts are deemed to have accrued ttl the holder of an

income instrument There ill no provision to the effect that such 1Ui\(')ttnts are

tll.X.lble When the in~tn.lInenl is sold or ~ s 243(4) appbes In th~

circumstances any adjusted !Plin ill deemed Itl have accrued in Inc Wit Ill'

et~ent in which tl'\.\':im:trument itl sold Of redeemed It 1'IUthereftm~ I~

ar;ued tl·nt the distinction betwoeTl II'\.\':capitru Md Ntture of the discuuntmJj

prolll I iH oruy apply when the iMtrumetll is sold prior to maturity In rui other

cil'CUl1'1ttllncesthe amOUITt deemed to lutve Ilccnled in ttm1'lS of !I 2~U will be

UI.'<.l\ble,irrespective of the ntlture of the diaoountit1j profit

In view of the {ltet thftt Ii 24J only covers the IC·CruaJand incurral of certain

defined l\l'l1OUfltll it is SI.lbmitt~ Ill,1t it could b~ ll"3I.ted on II Ihet}l"letiCllNW$

that !l2·1J doet nOlllffecl (('"' n&ture t)ftl'IC diact)Until1¥prtllit5 In odleT word!!.

if the dJ&\.'Ounltl'lipmllt is t'tf I Captlru nature th;t annu.u t\CCn.t.ufl lUI di1:l:mnlnecl

by II 24J would not be tllXetble in the hands t)l' the inVC!it~lf However, in

prnctice thill is unlikeiy to be the we If an investor acquir~ an in.trument III

• I\)fli·t~rm investment. it \\,11be \~ difficult lor him ttl prove in the year llf

acquisition that he acquir~l the tnstn.nnent tor Invcstn\efU t)Ulpt'St'S :\" ha"

been di!ICu!l'ICCIllbmc. then: an,' ma"" ti'!ctnn\ that determine \\I'lI.'lht:r an U!ilSt:1 1'1



API'LICATION OF S 24J

It i.~1Il)' to consider the appliattion Of1l24J to capital discout1ting profits

eMied by inVe110r'l The type l1fr.ituation in which chis issue COl ,1,1 arise would

be that in which an investor acquired r·:!tkom stock at a discoum on its face

value and the investor's intention in aC(.luiring the stock wa); 10 hold it as a

lona-term investment

It ill stltted in the Explanatory 1v1emorandum on the Income Ta;... Bill of 19<):\

thttt s 24J will not interfm with !4enertil U1Xprinciples The general principl:et

speciflClllly mentioned include the caPltn! or revem.t'Cnature of intemt accru«i

or incuniKI in mpecl ofintemt·betuing ltI11I.I1gemenl!lJ,jj Thul. on tl~ basis or
ll'lll! Itlilement. one could I_tlflie that s 24J would no! apply to ca.pitll

dillcout'lti11i proiTts whkh accrue to an investor However. thi" imlmptitln is

not neeeaurily COI'l"eCt Prior to the introductk111 uf $ 24J a capital discounting

proflt euned by an investor wu not uLxable in the inVetllOf'S hands It hl.1 been

ll'iUiKllhllt the efT''eCtof applyil18 II2..jJ to sueh capitll profltl! is that ~uch prolll

is ttt.ubl" 011an annUIIl buis whilst the instrument is held by the invalor It is

only when the financial inllrumenl is sold bclhre liiaturily that there i,l II

di!ltinction b~t""'Oe'nl\ capital and revenue Pl'1.ll1t:'c

In I:(ln!ilcierinttl this i~. it !1hould be noted tliat there III 110~pecllil.: rererence ill

s 24J ttl the :it~tthat it doei I\Ht allee! the ~eneraj principles Nlatin~ \(' [he



In addition. whill1 th~ emphasis on permanency and economic utility in Ue-

l~~~ atnd I.lCJ.~2.(2i!l valid. the approach is p"ti.'\ibly too narro.... A rt."\1I!W of

the authoritie1l in the ltpprottch adopted and the general principles discu!'llt.'<i

above indicntes Cl:ellf. that the general ippitl4Ch of the courts is to VI(...... the

matter on II wider buls and that flcton such WIpeliNU1ency and l!Cofl{.mk

utility are ~ 1ict0fll which inclicrlle II U1Xpa~'et'5intentll.ln There ar:: many

other impor I l1Lctofllwhich also need to be taken into conddenuion and

were posaibly Itealected by the courts

It is thmfore cfear tl~t M investment in Kf'I.IiC'rrandtid~ have certain

similarities to !l1'I investment in deep discount bonds Neither of them yit.~ds

~lar Income. both are he>ldlor ultimate dispoul. and the vruUleS of both will

vatl')' del,endinj upon II lillie number of factors such rut the price of jold and

interest 11118S. However, l<.ru;ermnda dil1-erfrom deep discount bonds ill thit

they have an iltlrinsi..;value Md in times of hyper-inflation they would I~ve rea.!

vwue A dttep dilOOunt bond. on the other hand. is merely II credit instrument

It ia. therefore. pouible that 6l person could I~quire 8 det.'P di$Count bond ill a

Clpitru wet in cirt.'Utmllnces ililk)l!ltltlli 11.) tho~t: in II Kru!lcrnmd t:U5~

However. beclluse of the dinCrenc~ between I<ruilerrunds Md d~p di",(xull

bond .. it is ctlnsidt:red that it would be verv dit1k'Ult tor a pcnr.tln It) establilUi

that &I deep disctlun! bond Willi lletd b a capitll as~
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24 SAT(, .t99; DOC 110, (Ict70) n SAT(, 201 at 203-4. ITLlJj~(19i2) 35

SAT(, 122 tit 123.lK...mt (1974, 36 SAT(, IO~ af lOB. S.m..x ..I~IlJ.l:l:l

BU Qft\.Lij~ IIC 1'-l2 (1975) 37 SATC 237 at 242.I3JQ~ILY SlB elt I~I,

Cl.lt.Y...I~J.Jd. II.C.l'112 (19M) ·18 SAlT J57. 11C ...1.4.11 (1988) so

SA TC 00 tit 07. c:..ut\: Migdelml.n ( 1(00) 52 SATC J 2l Itt .t2R. QI)'X tYlioiJ:W

Ul$momtipQ LP~ Ltd~tm:br.£inlln~ at 373. lItJ~Q7 (lQQ1) ~3

SATe 425at 43S;.aRy.f~~·.n.~I~~~S1mPlJt-,bu:.Il"t$1 11280,

60 Lll.u:~J •.1u...L.clB (1956) 21 SATe' 84\ at 97, ~JlJ1J.Jfe

lny~.tntnC.m:pQllJ,fjgllLl:l,)!1.Lld v SIB at 17!i·6, 8llIl1lU.QJlnLgj!ljl! Ltd y SIR

at 92-.1, a!~hs~lB. at 14

61 COT v GI.«IB1I11\ !i17. t\l1icllO l.if~Inwltm~nt CorpmltiQt1 tPm Ltd v S11\ at

I75-(l



so rrrll~(} (IQ81)·14 SATe 54 at 50. G~PIQp~l1i~ (Pt)'} Ltd\ (,IR ill

1!i7

; I Sllix ~. sm_v.Bikl!l~)\1 t1~t)'l.Lt~( I(ns) ·10SATC i.'~at 152.

lIe 13~Q(IC)81) 4·4 SA1'(' 54 It se, ~ PJ:.QR~LP\J·ll.\d y n~ at

157

52 ClR.l: Mpgified bl~t$l.P.U.'.LI.&d (1982) 4.1 SATC 2!i7 Btt 262·.1

53 Cllts ~d~elJi~llJ.d al Jb 1·2. Y-ltClllnY~lnl~til$ tEl,)'l Vd. v

c.:.l& lit 374. ~~hrmilliJ.E.dmlillillk.Y SBl at 177 and 178.9. ~BI

l.t~y_ at 1·1...Qte~Pl:Q~rti~iEI.jJJ,.t~Ly11B at lSi

Sol erR y Stptt Ilt 261·2; rn: 11S~( I'In) 3S SATC 122 at 128. S1R):.Ih~Trust

a~ t\1jjCI Ltd Ilt 103. a.ml..~ E»titcU.PU;.U,JI;Ly SlE (1976) 38

SA TC' .:13III 61; _J3sUl ~ CQJf.~l.ldLSl& at 101·2

55 c:l.Ii ..Y..Sto.1:11t1 2bl.1'lJUa.l~JJ.<ly SIR al 218. J.QhllBeU & (\1 lPt}:J Ltd

l~~U~ilt I02.lTCJH8 (1')81) ·1-1SATe 46 al -II}

56 Cll\yR~1l1Qlld ~$lPllJtLd at -'60. GR. y ChlI·t.Jiltl ,:\ss,lJranc:e 0.1 Qf

SAl.1Q



II \HIS held nol onl\' that a discount d\l~' !lIlt accrue until matunrv. hut also

that it diners from :lIten:st in Ih.1l mlen:s! accrues I'WI1l dav to dav or at fixed

intervals whereas a discount docs no! I.'

Lord Fraser tound that IhI: true natun: ur the bank's al:ti\ttk.~ \\l1s Ilw :l

purcilaliOO and :401<1assets, as Ion!, al it ht.>ld an asset. It could !Xl! rettlitc Ii

pml11 Of Ins.~in respect nfil lie found that ifbills were ordirarv cnmlTl(')diti~'S.

there wuuld he no doubt a.' to this po: inn rill: 18<.1that llw hills were tor

tived sums of rn~ did !lOl alter the position I'

Lord t:raser ': 11$ of the opinion that thert' i...an ~\entill difH.."n."fll:e between

intl.~t.~tand discount The tax consequences which Ihll\lwt.'CI trorn this '..ere.

first. thaI internl is recliled Ihlm time W lime whereall.. in the ca~ of a

discount. nothin¥ is ~jled untIl the bill ill sl.~d Second. llr held that interest

CM be cttlculated in advance This cann(l! he done in the cn~ \)1' Ii discol.mt II

These views have been criticized. tbe !If!iton the ground tll&t il is not a re4!1tlt\

bUI a mlatement nfthe point. and the :le\:und because it is a non lI,qullur II IS

arw,leU that the 5ec()n<! reason is itself n non sequitur, because it ill )X)uible 1\'

cllkuliltc intef~t 111 advance only if it ill il1'l."lml«i that the debt is held to

maturity ;\ similar as,"wnptiul1 III the CI1:>Cof a discount meM!'l thaI the

disc\lwlt CUll al~1 be caklilall.lQ III d,hlllk.'C If the dt.'hlls sold before maturuv.

1m: price \\Ill \111'\ in both L·ast,·S dCl'l.Ildin~ on IIlICrcsl rates I'



linanciai statements were prepared Ill" ••:nllllllf:n:utl purposes and 10(,)10. aecoem

of 1lI1ills from discounting bv hrin~unll into the mcome \lalt.'11lCtlt Ihl each ti!ICal

vear a proportionate part of the dilfl.'fCtll.'C between the pnce paid Iht rl~' hill

and it~ \illue at mattlril\' The hank maintained that di!ICutmlin~ prntits shuuld

not be antkipared and that the... an: nUl dUtf)l,Caolc 1\) income tax until lhe\

accrue al ""Ie or maturity of the hili The enl" n ilI!o1\ ,1.'.1 ill the cnntnm The

bank \vu SU\.'l;CSlIftti in the lower Ct>tJns and Ihe matter wall ultitnah.·1\

c()n5i~ by tile HUU50C 'If I ords It was 1'M.;din the House of Lords, l.ords

Dipluck and RUll~ll dill~lint4, that when the bank di)M,.'\,)llllh;d or pt.ltch.t!ilo.'tf i1

bill it acquired an a$~ The Nnk could 'Xl( rt:fllilC a PinHl III f~pt.'l.i uf the bill

until it wall soki or ~led Thus. no part llftlle protib anticipated nil sak: \)f

maturity couki 00 included in the h. nk'" la~b£e prnlhs prior 10 !!oll~or I11ilt1.lIit)

t1ftlw bill rite ('l\w.I1'" appeal wall. a{:c{lrdint'}~'.dillft1i1illt,1(j

Had the Crown been ~l,;I.'!I,\lhl on aPllCil. il~·nn-.:lax \\I.)uld h.1\~ ~'!l

rl~~ und~ !lChedule [) case I' The j~~ \\illi dcpt."lldC'flt Upt.lflllw II\~

TlIlIUre of the WlCt'll.lnt Of purcha!IC of a bill' No dislil'k.'tion was drawn

l~wec:n tI~ ill..ue of a post-dated notf: Itl a di!IC(lUntun illl !~e \lilue and Ilw

purch.tse and ~ of Ii J>I,)lIt-cluh.'l.t bill ur n()l~ at a di~ourH on II!! fi<:c \lUlI<: I,'

1'1-.' majority in the Ilvu!IC tlr l.\)rds held II'Ult tIll: pun:lla!inlJ. nr dl:'ll.:ountlnll or

it bill cut\stilU'~S the (l(;(llIlSltil\llllr IUl a..",,'\ and ltull a "rl)lit Of 10"" in T'C~~\

Ill' It elm onlv I'll: I~Llh/t.'(1 \\ hen Ihe b,II I, 'i( lid III 1\.\11.'(.'11\\.'1.1 i I



I~~ of instruments. the position I» liurh cumphcah.>d Tllt.'fe arc. hu\ .......er.

s! lIlillltmWk.~ in this art.'8 t.fthe 1.1\\

l\IJ.i:ANt!'iG OJ' D1SCm'NT

DillCount tneanll the dt."dUtiion made thllll llw arl<lUflI of:t bll' uf \'\dlan~ III

prllmil'l,'l)1'\ rk.'ltc: ~. It !)eflllon\I,llu l'hes \allic Ittr tI bdilfC II ill dt~ •

Thil meaninv cO\'tn both lhe typn llf di!ICol.Ultilll' dillCU!L4iCdThUll it Includc!'

the !!.ttuatioo it' which " p~·tllun i~ a pu!U-daI«1 pnm\l~'IOI'\ nute It It

diltl<."tl4.tnton itl m(.'t: vWe and ii'll Ih.tt in which a penon pufcna~ I bill. nute

or bond lit II WSCtlUn! on 1'1 l~ value and makes I protll un lIs Ilk: ur

~Km

The II<~ llr t.orda. in I maJtlnt) dt.'(;illlion. hall h¢kI thai di!'l(."I.lUtlt! an:

diatifllUi~ lront inh."f\'St· ln \-Villi~ Ontpcctor of 1'",\')) \

lnt~liQMJ .Bmk l.1d" the court l.'tlfll!lid1.-n:d \\!Mlwr tnc -....'rulO!l til' .t

dilC()lJnt \'IUI an lUticipatitlfl of I PWAl

Ibe litl.'ts \\~ tlml the l'''l}<ht.'1 bauk "It,. Illl;~lll'l\mlh.'\i hI 1'1\\\ Ide

nlt.'ti!ul\I·II.'ftll IilwlI;c III ,..\\11\1millk,.'h hI cunUl~lclal Cl'lllpuntt.'!I -\ hUlolt: I'liit

1)1' I'" bu~llt.'!>!Ii ~'t\Il'lsl\'\1 ur II~ l.h",'uUnUII)oI or i'IUf\:lmsc \11' htll,. 1!I!IU\"l1 ~

h!.lrttl\' 1.'" III \itntlll' part..of II~ 1\I'1I,l (n,'Ilt.'I.Jh It~ bitnk llt:ld t}l(.' bilh. until

matunr, illtlklU~h lilt." \\\'1(,' \{IIlWIIIll,," \{,141 :'Ihll to m.llunl\ lilt." han" ..



Section 1Ii of the Incon1\: IUld('t'ffl\watlllll It\ ...!!!! A~I of 1'>88 scls out. inter

alia. tbe I:lcnend scope of the charge h~ ta\ undel liCh~'I.!ulc[) It 1.'0\1:1' annual

pront!! or I:la:in$ accruinll hl rCSl4k"flis or 111\~l ml,,-o KII1I:lUOIll l.'1tll\.'f trom

pmpt:rlv wben ....c.'fIf millhl he SltUUh.-O01 Ih\llllladcs. pruICl\.,"Uf\lIll1 \1'II:ation..

....1'\e'I'e\ef II1e\ rmtchl he 'llrr1c.'4S on It ai!\(l IIlc:ludt·.. I~' U\\dllUn of allnual

prt)titli or iIilU arill!"ll Uf "cruifti( tu f'k.IfHC~b of tile 1 nIIt.-d Killl'dom

ltum property. tradft. pml~!iKm!l ~>r\ucatltmll tNUtlllllo'\i ".llmn the: l·nilt.-O

Kinvdom In additklO ttl ambit illClud~ the la\atiun uf uthc,.'f annual prolth l>r

pinJ l"k.lt chal)&ed under II'!< t,tht.'f Sl.:il<.<duk'!l

Se-:til.)fl 18(.1) tlf (he {ncun1\: and ('orpdrallun rilW~ ·\~,:tor I \J8~ ~'Cttk"!\ tht.·

'Ir\OU. coo ""tlhi" liI:hc.<du~ tl "hlch CtW,"", \arit-Is t\Pf."!\ "I' It1I.'Uf1\t.'

encom~ within !lChcduleD

All dillCtl\.mtll ar~ CI~ to tax undln !lCllt.'I.iuh: D ~.: III ~ht:duh: D 1:1':

I clWift t .. ,. inter alia. in ~'{ of the 1000utl profitll Of P"' ariaintl t)f

il(1iNlt\l ttl any ~ ~inl' In tl'!< t 'nih.td Killlldont trum mw trlKk.

pmft:uiun ~'f \\'II:i'ltion

n~ J)f,)\IOWUllll>,..til I"" l:'-4lTlllk.'tl 1Il!\(IIIU lls thc.... ~latc !\' dil\l,;\lUntmtt

lr.IDilt\.1Klflli lklth s.tri4ll'hr dc."t)1lfI!1lrun)t:nt!oand ~1' dl!ii:uunt ~Uf1I~ ....tII

he ~amin«l It \\tll be seen lhal. alth~lUtUl then: hall tl«111t Ct:rtitll1lutll.lt.ml of

Jt:WI\IPIll4.'1tl III the I:a~ 111\\ and 1111I.'l!t"lallull \"I\"'l'In~ 11\1,'h\\tU1UIl of tl\t.'loI.'

.,:



s..'I:!lon IR of tile lncome and COft'l\lfatiull r.\\I,,~ Act \If !liNN SI.'t!l (luI. inti.'

alia. thl: 1!l1.·nt..ral scope of Ilk: chur~c to ta\ undl.'t lII:hl.oOulc(l It covers annual

prntlb or ~inll a<.:cruin~I,· ' ...·,.J\'llts 1)1' the t 'nned Kinl!ldulll f:itht.... Irnm

PWiX'f"t\' v..~e'I' il 0111'111be situah:d or trom trw.h:s. pmli.~~lfl!l (If \I)catlun"

V'~I."'r they miidtt be carried un II al""l mdudt." :hc Ilutiun uf a"nulll

prfltit!l or ~n!i arillint4 or 1CI.111irltC Iu fk.m·rl.""· '~'lb ,.,' Ill!: l 'nlll.'<1Kjn~dt)fl1

ITom pfl.)\:)ert)'. tr~ prot~!Ii\m!i t)f \\lcllions CNiI"lined \..!thin the (~nt(l.'d

Kil1fdtm'l In additi,m tho ambll IllCludcs thl: tauliull lit" other lUll'lWtlrmlih .If

pint not clWVed lJfldfi dl1: ~\lher ~Iy.-d\l~

Seetklfl IKO) ofthe lnt.:ul1w Itnd {\If1XlfaUtlfl h\I.'S A,,'1or l'mH ~·itk., II",

VW'lU$ CPell ".ilhin !II,:I'!\'duK: [} \"mCn cover \arkll.1" I~pt..... of 1000un!\!

~ within llCl~uk: t)

AU dillCOUnts ~ cha~e 10la, unc:wr schecluk: D CII~ lll Sched~ J) Chi:

I chlljjel tlX. imer a.fut. in ~'t ttl'the aMI.U'Il pmfil& or ~n!l arilSi"'V~)f

~rui"'V to MY ~)(l midif\l in IllI: l ~nitl.'<1Kinl¢<xn ttom In~ trade.

prufM(m llf \OI.'1titlfl

nll.'!It: prt)\I~l)nll \\ilI hi: ~\lUnll,,'{1 m~tllitr Itli tm." n.,uut: hI dillC\lUI1t1llkl

tranlll'l.;tio~ B1.1thSlmic·lu ~'bl IIlstrumcnb lUld ~ dlllCtlullt !iC."Curitj~ \I.iI!

be e\Amil'l~'<.i It wiil be ~n :It.,l. althuulilh tbere hall been It certan amount of

dc\clnpm\.'tlt in the case hl\\ imd III IC~U"JHti(l1\cmt:nn~ the taxanon \\1' tht.'1\C



Section 1M of the lncorne and Corporation Ta x l.'!< Act Ill' 19KM !it.1s out. inter

alia. the gr:nffill liCt)pe of the dlar~1.' to til\ under sdl4.'\lulc D It cover .. annual

plnfi!!> Of tuUfl' accruitll' !\I n:Mdents or the l nued Kil\!£u\1I11 1.'111'l4.'tfrom

propertv wherever il mil~hl be ~Iuah ..-d til' from trades, prol~'S!\lnn!l or H'K;l1tinil!l

v.hel'e\e! II~ ll1iLilit b.: earned on II ill~1 in~ludes the taxation \\1' annual

prt.1til!l or yail1!l arisUltl or acCf'uiniL to non-rl.'lIldt:!lts vI' the l mted Kinlluum

Irom propertv, I~'!, prulnsion!l \)r H'K;atium. t.-xamint.-d "1lhm the l nitt.,-d

Kit\&tK)lll In addition Its ambit ItlI:lu&.'S the ta.\atkm ot' \l(hI.*f annual pwlit" or

y,atn1\ not c~ undt.'f the other scl14-dult.'S

Section ISf.') of Inc Incollw and (·\lfj'll..mWn" l'a\I.'S ;\4,.'\ o]' 19MM!Op«il~ the

various C4~ "ilhi» M:heduh: D \"Iud, CO,",, vanous typt.'S or 111t.'(lIl'le

eI'I<r'()m~ within !kChcduk: D

All dillCtlUnb are chllr~ tu tax uoot.*f scheduh: n case III Sd~uk: D case

I cl~ tl:~. inter alia. in ~t of the IntlI.UU profits Of tuUml willlf\l or

l(Cruit\& to Illl, pet'ltm rnidintl in Ihe t 'nitl:d Ki"tldom from an~ ltD:.

prolMm ~')rvocation

Tht~ prmisiuns \\iU he (,'\lmllllt.td m....llar lh Il'le\ relate 10 di!lol;\)l!nttnl'

lranlla<:!itmll Both !llraillhl drlll IIlstrumcnh and UCIo'"discoum ~'I;uril}ts wlil

be examirlOd It wtll be seen thaI. ollthuut(h there Iut~1X"I:1la -.:cl1lUll.Ullt)l!nl or

'P



() TAXATION OF I'ROFrrS IN Tin: rxrrtn KINGOO:\)

c, I lNTRO0 {'CTlON

The Ul-X!Llion of diKOl.mls trom s()l.m:ClI withm the lnited Kinl'dum will lw

analysed in thili cl'laph.'f I Whit!'! dillCuttnts a:~ !>peocitkally challleahic to lax

under Kht."'~Ik: [) case III. -'w bere profits ttl ~ains frum discounts an: t·am.'Ci in

the courJl: ot' carr.,tnt' on II InWC, lllC\ are \':hI'r~cable10 lit' Ul'Il.i\'t .,...!l(.-duk·D

ca~1 '

Two type1l of disctlUnlil1tllransactions need to be ~nt.-d The flr!iI involves

t~ illStleoft post-dated bill, note or hond al fI dl!tcotlill en ils face ,alue The

1Ie1;(lnd type l>f tranq,ction is that in which II person acquires a bill, note ~lr

beed at I di!(,,'ouIU (111 itil til<:e \idue aoo llub!i.«lttently M'lhl nf ~lll il II jij

protit The h15trull'll."fll1l used III tl~ tTUli~cti<)nl'l art: cummonlv relern.-d 10 IS

ittraU~t d~t mstrUOlT:l\l!l

BOlh tlrthest' rvpes nCmtn!i.llctiutls are distint'ullIhabk: Ihlll1 illlf.'n.'lII Tht.'\ laU

within tlw meallinll ol'discoums um' an: covered h\ scht.-dulc D I:ASCS III and 1

rtwn: IS l>pe..:ilich.'1'iNllion deal illY with the taxauon ol' deep discount bonds

TllI .. lt.l'islutillll \\ III h<,' t·\lIll1l1l1.'Ci III dt.·lml

:~.'



~.11 at ·1~I·.'

l.U 1l1·148 The court refert'el.lltl SIR y TO¢..Tn,IlR t,ank QfAlnClLld at 108

23·1 lH':...u~l.1(1992) ~.1SATe 446 at .l-j.g The court referred tu Eltmdshww~'l

FlIJll1iniI.1.EQDlll.I3.~ v SJ,I at 180·2

21~ lIrl~4J (19Q2) ~4 SATe 4..\(1at -449 l'he court referred \0 stR .. The Trust

~J.1f..t\ftg ..l..td It IO~. John 6fJI ~ (\1 (PlIJ Ltd.v SIR II \)7. and GR \

MQdiftzl.1nm1~!.PlU1td It 260

238 ( 1(72) .l~ SATr 122 It 123-4 The ~ was cited with atpprtlVa! in tvlllwl

yJ~W ( 1981) 43 SArr I at 7

2';9 lIC ll'.lJ (1992) ~·1SATe' .1-:\6 1ft 44t3··1

24,0 JQhnWACQ!'pt}'jJ.l~Y Slls at 103

241 ~mlWW1Ul{mil1i.mQrnIJ Bcpk v S6l at 177

:!42 at 7



216 at 21<}·~o

217 Itt 220-1

218 It 211·2

219 II212·3

220 a,t 223 TIle court referred to Sell' t\y~iOM lit 17·18

221 lrrj~~ (1992) ~I SATe 216 itt 22.1 The court reti:rred to E.lInd~~w~1

f~ lEd.msl aglu:.SW at IS) and FJk1~hy SIR flt 18

222 lKJ~20(1992)!'4 SATt 21b It 223

223 (IQS2) 44 SATe 132

224 (1983) -15SAT(, 236

225 (1992) 54 SATC 209

226 ITC.1.~~(lW2) ~ SATC 210 a1 224

2·111



20 I See sch C) and II .~()of the Finance Act of 1(,84 Ilnd sch 11 and s 4(1 of the

Finance Act of I(}8~

202 See 11 3M duo ..e

204 (1982)44SATCl32

20~ (19S3)4I\SATC236

206 1Ic.....lill (1992) 54 SATC 200, ITC.J~() (1992) 54 SATe 21b and tTC'

l..~ (1992) ~'l SATe 446

207 ( 19(2) $·4SA TC 20Q

208 lit 212-13

210 lICJ.ru (l992) $.1SATC 209 at 213

211 (I(87) .:19SATC .:12&.t 44

212 lit 44. IICJ.5'.5 (I 9(2) ~4SATe' 209 at 21J

214 at 214·~

21 ~ ( 19(2) ~4 SATC 21()



191 See 6UffilUhSUlJ.I11JhiR{'Ql,td y IRe (19)0) 16 TC' «t, \'~rrind~rLidv C'l8

(It)4Q) 16 SATe 48, GB ",HlpvQ SUjlJir b>tate5 1,10 (lq~l) 17 SATe .11'17

Although these Cities deal with compensation pevments for actual loss, it could

be llfi&Uedthat the same principle s1't{)uldapply in respect or compensation

payments (or potenti1tl lots See also kQlm'li;.!.J:livJ bl'D~tQ[ QC[&c,~.l\ .P~w

Qixon & SQOL.td 25 TC' J5J. which was based on different reasoning

192 The basis of'the IlfiUmeltt would be that the instrument waul acquired lIS a long-

term investment Md [0 yield a market rt'Iated interest over the period that it is

held in the circum&tMCe5. the R20 s1'1OUldbe treated 4S a capital prulit

mullins lfom the realitation of the investment

193 Soc n 17 above

1Q.I See n 89 above

19!1 See n 162 above

196 See n liS above

IQ7 See n 128 above

198 See n 1J 1abt)ve

20() (1l)7~)nSAT(, IQJ a! 201



17(') lICI.'UJ (198~)48 SA1T 167

177 l1~alY~twt~{ftlll.tctLSlR, J MJytuI9J1t;.Im~LL~1l~

178 IT£J.!t3.l ( )988) 50 SATC eo al be

17Q I.l.l~ y_ClB ( 1(83) 50 SA TC Q8 at II s

180 Qo:A.~l~LP.wJ.tdy 5.e!;r~~JQLFil'lil1~~ at 37)

181 ibid

183 6§l.1ll1tto Hold1nas Ltd y QB

IS4 ibid

185 ibid

1M ibid

187 ibid

ISS D~ed Es:!'~ll1IT (1949) 16 SATe 305, LICJJ[l (len:) 35 SATe

141 at 144,II'cJ.191 (1973) 35 SATe IQ4 al IQt'I, ITe 125(l(1976) .,()

SATe 51.1IC.l1~911Q80) 42 SATe 4~ at ~o

189 See n 14q above

19() (Ill'S) 10 SATe 261



1'11<:taxpayers argued that the llri~ll\al issue (If the prnmi'isur\ note \\ 'ts ltl! a

discount Assets were sold, and pan of the sale price \"'as left (lutstandin~ ti.l!

the period of tile CUITellC\ (IfIll<: note However. no evidence \\as ptll torward

M to the numner in which the ai&r~m4~ Ibr the sale of the asSt."ls Wl'l arrived

at III the Msel1<:C of evidence as to the nature of the ai&l'~ml.'T1! Ill' sale. tlw

court assumed thilt Ihe prnml'iSOI'\ Ilnl~'\\US ISSllt.'I.i iiI tl di",,'(lunt 'I

Thereader, the Ul)(~yer!largued that ibe discountmll protit was or l:1 capital

nature and not chlr~eabte to income lax The arllutncnt proceeded on tile basis

that where a discount in!, lasts thr II period of up 10 lmC year, on the authoritv

of NJlli,QrnllJ~rQyitl.t:nt lnltu1.IUQn." t!ie prolh resuhin~ from it ill or an income

nature lf'the disc()unting 1a."I~ttlr more than one year, it is of!l capital fIU1UfC

The court n~ecleu this nry.ument liS there \\h\!I Ill) basis tor drllW!ll~ II

diSlillctien which was based 011 the penud't'i,'thc db,\,;uull! .. ,

The court drew auention 10 the tact Ihi! ,..hele It purchaser purchases I

pmmiSStlf,V note at a discount on its lace value. the value Llf the note will be

determined by not only the oriy.inal discount. but t11~1hv other factllf'!! ~lch ItS

inlen.'SI rates It did nul ctlnsidel ,t lo~uc.~lIn tax u l'IUrd1il'l\.·' \111 the wbole or
the profit made h\ him because no! all the prorlt IlUI\ have been made Irom tbe

origll1ill discount However. there Is no uuthmity )o\.IPI'\\lrtlll!l this distinction

Ihll'. It \\us h,,'ld that Ihe prolil I~·IIIt/I..d ill 111;11\1111\ \\ iI' iI d'",,'Olllll I.'h.lrgeahl<:

under ~'I1t.'dloh: D case lll ,.



In Ditchti~d v ShArp &; ~)tlicr~"11x' ta'..pavers \\l'! I.' uusree .. (If it ~11""m4'nl

'Which did ntlt carry un a trade in !1C•.'cunties III ~')romlslillI'Y nOI~ The !a'pa\e~

purclta5ed a I'rnmis.'k)1"\ l'Klle with a manmtv dille aPPh\ximately thrCt! wan

later The note had been nri~nallv '''MI,,-d to "",\:UIC the \ll.lI!11andin~

consid~a!i~m from the sale prieto· of certam :tSS4'ls lbe note \\as hc.-ld until

IMturity, al which ~atle lhe: tru ..h,'t'" redeemed It and received Its t~l! \ aloe I'i

TIll! faxpa~et'llmadt' a pwfit nn II:J"'tllf
'
!itm ;tOOM'ft: a'!io\.~'II.'(1III la, 1}1lthe:

p!'ut1t under ,c!'I«"lle D ca:le III One uf the ("!!Un bc:ttt«: the: cnuf1 v.a"

whether the proil! reali" ion re<ietnptk1o oftlle l'K)teWis a di5C(Xtnt Within the

ITIftnin\:l ofs IOt)(2) \It'the Inctll1le and Curpnmti1.ln Taws Act of 1970'" The

Crown contended that the proHI \\I\!I of Iln 1!'K:t}llle nature 1110 that it wal!..

61cc{){'C)injly, taxable The tllXpa~~ ..rs, on the other hand, ar~(,-d that the prufit

wa.. not taxabk: as it was of a capital nalllrc 'I

The Special (\)mmi!ltUollt:1'S ~idcd asrunM tho Crown and t!~ matter Wt.'TItnn

lI.ppul to the rI~'¢1) Division ',' In the ChiUl\.'e!'VDi\isIon the Crown

arli,iUlKIthat the ~lri.unal ilUlue ~lf till: pmmiuury nore Wil" il di~l1l.fnt'"il

trtmillctio!l and that. in the circumstflllCt:!l. the protit nn red('!TIptf\)n made by

the I.'l:lavers \\Ili a dl5C\1l.1Il1 The argum ..·!lt of I"'" t 'rown proceeded on till!

baSIS lha! the profil \\i4S an IIl1.'UJ1l\'plIllil \\ lnch \\11'1an lI11lllldlpmlil III 1lllm

wlll\:h \\ilS ",'IUlf'lIeahle 1ll'Kil:r ~:llI.'(luk f) ,,'l\)OI.' III .\s 1hls l)h1lit \\ II!! 1111IlmulIl

pldit III the vear 1,1'redemption, II \\,IS iU!oIlIf.:d tllill lilt.' dt.\:IMon or the Srll.\:lil

( ',)mml!l!oll 11l1.'I)i \\ .t" ",'rmlll,,\ IU" "



he rnad~ between 11 return on cal,itnl and a return tor a capilal risk In this case

the inler~t clmstilult''.l .' I~alll.ll\4,bk: return \)11 c, ',ilal On the lil.'b of the CliI.!I<:.

the premium and dllCtlUnt Ct)fblltltted a fl.'hUll fur the capital 11"'- lul\k'l"lakell

and were hcld to be of a capItal nature

The cue illustrate!!the imponance of the: tact thaI the ta\alion clmr.equenc.'e!l

of II tt'll11llCti<mdo fIOi ~'i1rilv n:t1~1 the: intlmtion uf the: partb involved

For ~umple. ,m the: fich; uf lhill CI1SC:.had the pa!tl\!!ll'\"I'k.'l:Il.'d the: capital nlllt.

in the nue of int~ and n\)( prO\ick.'<.l for a di'iCuunt Of Pflmwm. the: tull

intenm 'Would have been trated ali hem!, of I revenue nature. Ctln\'~\'. had

[he ntlU.'Il nc.lt prmkled for the pa~nlC.'Ilt nf intm~ and the return of capthtl

been ~flecled in tl'K: di5Count and premium. the lull dillCOUnt and prtmliwTI

would prt'lbahly also helvebe: ,1lfe41ll.'d III beill1' of II revenue nature

'The diltinclKll'1 drawn b) fhe court bt:tWI.'efl tlw i!!fiUC of I dehentun: flt It

dil'OOU,nt on its lice vttlue and the dilCtlUnlilli llf I bi!! of ~chlfl\le is alllO

nt)Ul~f narl~',tl'lill dilllll\l.:tiun ill or p.tltk.'ular n:lI:\nt1(.'e In d~"tmTlininl!J11

di!iC{~nt \Vhilllt Ih~ c~~n Willi C4ltll:t.'fflC.od with Ih\: \j\"-'lItlOI1\\ 1lC.'1IlC.'I I \I:

di!IICt~nt and the prlm\iUfll conslilutlXl tllI:un~ charl't:ahle und",,, Sl:h\.'<.lu!e {)

callC IV l}f V or we...e nl' a capilli nature the CllUN \'it" intlu\'IlI:oolYl. t;lh\.'<.luk:

D ca~ III This IS I:IC(\f liom the reterence 10 till: lutter pro, ,,.jnn m IliI:

jud1&nwnt l 'nlike the case llf Satlol'ml Ilr~l\ lUCm Inl'!utulIvn the cocrt \'I1S

concerned \\ itll a kll111et' term loan



rill: Appeal Court di!ltin~uishcd the posl!l(ln of th.: Issue of it dd""nlurc nl n

price dill~'nmt from its T",'l.icmptl\lIl I"'\.'C and the ptlMII,m lIf II~ di~uuntlnll uf

II bill \l1' \t'\chAllllt! Of a Trea~T\ Bill The court regarded tllt.'lOI:a!! cumpl""h,-h

ditl1:rent conunerdal tran~tkllls The court wit!! oftllt: opimon that lilt: use of

i debenture did not lilll wilhin ~ht.-dlilc D call1lo'111 h' it 1t.'11withm this

proVtlk>l1, it wouki lolk,..., tlv.1 pmlits lenJi/~-d h\ 1IIIo'1Iill)llhe ~'"ture Oil lhe:

market would ~ taxable is it'll:Om.: all \\ell lUi l')wltt!! mad>t:bv the ori~

l'IUbscribei' who l'klkls the debenture unlil it mat' res In the case of the

dilll:\.~ntl!l¥ uf a htl! {If c\chan~ ..t. Ill..: {!I'iI.'\IUIII j" Ill..: nOl1ltal reward Ihal d

~n llhtllim fbr hill tllu!\ey 4>.

The court's truu main cnndu!Utllll( were, tirllt. that where I loan ill n1.i<k:

which conatitutes 1\ reasonably l\OUl'ld !IeI.'Urity and \~hich pm\id~'!I thr I

m,otlltble commercial rste ul Inl~t. I~ is no pr~nptiu1\ 11\t{fUlIl

di~'t:)Unt or premium relitin¥ tu !iuch 101t1"l i!l In the nat ure tll' tnt~ S~..cund,

tbe thll: Mture of tl discUl'!\I or premium nla' nnl\ be n!!.Ct'l1ilit~"I.I from 111111\\'

cireumstances Third. in d>t:tlo'flnllun~ the true narure or il dillCt'tml l)f pf\.-nuum,

n~ ~huuld take imo i!CC(~f'~ all rdC\ant cireumsances in<:iudinl!.l the term ot'

the 1,\fUland the t.'Xl!,.'nthI \\hICh the panics considl:l~j the capHil! ri.J.. I'

Tlw facts of Ihill case are pArllcuhulv truer ...o.tin~ in that the COLln \'ib

concerned \\111t 11d1.. ('I' t'\dllm~L' ,..MII.,I.II !l(llh .1 dl~'OUIlI lind II prenuum and

\\ hich pro\ ided tor t~ 1'1<1\ml.'l11 Ill' .1 Ica~ ,,,,,hi ... comnl4.'! Chit rate lIt' 11111.'11:..\

Ihe appwad' adopted b\ Ihe court i- ~'Ilmml.'nd'lh"" II1lh,1I a o,..I",e(I\\11 ,houtd



to la\ undt.'f -=ttf.'l.luk! fl I:a-=~ 1\ ,II \ III \\Iwthcr tt",,, \\I.'f\: III' a ""pltal

nature _,

rtw matter C~~ !'It.>fhredK' Ctmntll!ls'nnc.'I's I~)f the: SI>t.'CIlI' 1~lfPI)~ Ill' lhe..

Inc.'ome Tax Act whu dilll:haflJl'.<d the: aW:SM1lc..'t\ha~il1~ tbe t3'p.,,~ II lbe

matter \ltal t~after cun~ bv \tlk"aul'httlll J in the: Ktn~''1 B~nch

{)1\1tkln who alkmcd the: ('mwn ..aM...·al· thl'l dl.'I.·i~,mWit ... rc\I.'f ....<d t'l\ 11u.·

(. oun of APPftll'

The ,~ ('oun Ibund that the: rate ot' II1t~ PW\Id\<d It)f In the: f1(l{e ..\!t:l

an ordinary Ct)tnmc:rcw rate In addition. Inc Ia.'ray~ Wit, c\)f1(,'mlt.'d aboul

politi<:d riiks and huw In miyhf a11a't ttw rc:pa\'~ of tlw capital

A«ordintd'v 11\1::notes were i!lllUed al both a dilll:(lUnt and il pr~mium u The

coun found lit v.ht:te a 101m il!l ITlil<k al or ahu\c it rC~Uilmlah~ "Ot1Ul'k.'fCI..1

rate uftnt~mt. there ill 1\1.1pr~mptKm that ~. di~,,{lUfttIt \l,hkh Itw kWl I

made or pmnium II which it Iii paid is of 1m intt:n."Itt nature Tbe true l1it!un: or

the dillC..'tlUntand premium can \mJo.. hi: detC'f01irt«! IhlU'l all rt:W\w1t

cirarm!ta~ Tlw dl't.'UTn!llallCe'lwmch ,.huuld hi: c.:ollwerc:d indudf IJ~ term

urth~ kWi. tlw lItipWl'lh,<d rlt~ ot'mtcfI:st. lilt: nature ot'tbe t:apital ri~ and the

extent In \\hkh th, .. i..1l:lc\ lint 1\) II",' l.'~mlnll:llIIlot 1)4l1il..... 1111:I:{}\1I1 Ilt:ld thai

the di-=nunl and premunn \\\.'11.' \11' it '<lpllal llal\lrc and 1\1\1 dlal~lI:aoh: In tax

undl.'f !il:l\cdulc {) t:a~ III "



In UK y Tl~Jma~Nl:l~ll1&: Sons Ltd " the i~su~ 'ioU whether premiums paid

by a borrower tilT early repavlTII:llt of a loan were \11' an illl:otlw nature or in the

nature of accre!i~m!l to capitll The court hcld lhat, having regard h' tile terms

{If tile contract. tile premiums Inttllt have 01.'\.'11 calculah.-d h\ retCft.'f1(.'e hi tnc
peri(xiof the klln and not ttl any ~I uf capital nsk 11i'!\il~ fq,utrd 1\1 tm!!.

and the rite of return. it held thai the premiums were of IIIm~'II.~ rl4(ure fhe

loanl 'W1:!'e f'IWle in India to a company caminl' on huliil'k:ll!l tbere Ibe

premium, were tl'l'tl'rlhre I~ to be prUnls or y,ains within the: tnf:anlnll of

scl'1Cdult: 0 ca.\<: \' II

Whil!l4 Ihis case did not d~1 with the n'lt:aninl' nt'lt distt1Unt. It cun5tituh.~ an

IU.ltl'lt1'rily on the approach ()f the court!l in dcterminini:l whether the prOlit by

w.~·~)f" pl'II"miumill of 14reve...te nature (If \\heth~ it is an accr~lon to

capital It should, however. be lppn'l:iat~ thaI il dealt with pnmUums on

1000l1S and nt>! 1141111of excIW'lt'e:

In Ll.}ll'HL\ v &-tl:!" l)h~}!l8.: ~1I1 Itd" the ":11Un \~a"CtllK:t.'f1Wd .... ith a kllill

term loan t\l u Finnish cmnpan\' in <.:m.um~hlllf.'(·'iin \\hkll tlw borrower paid I

reasonable ~'t)mn'ICrdl\l nile of If1h.'!t:~t and ~·(,:un..d Ilw Inan bv lllf.· 1~)lUc.· of

nn!~s I\t i'l discount \\1' (;11, In!1:rt.''ol \\It!l pnyahll.' on the !\t)I\.'Sand IIlf.... were

repayable III a premium III' ~()O" ttl certain cln.:umslances Ibe Issue \\as

whether the d.l~\lllni and prenuum \\1.'11.'Ill' an income narure and char~eable
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INC,l or whetl~'f the dill\'ft:IlI:t:" \\ crt.'"~~n,,'tlon!\ 10 ~aplliil ilnd nul protil!\ ~ltt

di!ICuunt within the I'm:aninl:l \l!' the lanliualit: uf !ll;ht:duh: [) case III TIw

taxpayl.'I' Md boulAhr Ireasurv Hills <II tlw Bank tlf Fnliland The bills were

bought It n di'Cuunl on their ftll.'e \alt~ and matun.-daller mlr:f\als of three.

m'< and nine mootm Some oftM bills \\I.'tC !loki prior to maturitv, ~lIne wetc

redeemed at maturity and !lonle converted intll ~o .. War !.oan Stuck rlw

tltxp&ly~ \\U not as~!It'd ttl u\\ on tbe halutll.'c \\1' its profit!i and iUltn!> undf.,.

schedule [} C~ I ..,

In tl~ Kina"'!! Bench lJiviikm. Rmvlau J J~kI. inteT alii. that lhe dlfiem'k:t:

betv.'tim Iii, It lOUnt!! paid thr rbe pun:ha~ ur the bills and tile runountli

received nn ree.iitJlliofl <.'t)fl~ituted prol1l on di:M.'t>unt within tlw llwaninll of

sthedu~ f) CIllO III In lIdditi~Jn, I ,,,,-lei that v..here the iillld1.'f {If a TrealIll~

am rWim it belbre maturity. anv pmtit made tln reali/AltOn n.'1lutls from the

the! that the biU Wtul boujltl iI~ a di~'lUm "l1lUlt, !iuch prntil!! m &50

clw1t1:abl" to tltX a, di~ollnt!l in It:mlS of 1ioCli«iul~D case III q

The Court or Appeal I~d. inter aHa. vVarrinltlOI1 IJ clis~mlinll. tha.t the

ditf~e!! between 11ITh)lHlts p&d and 1'I,,"f:CI\I."I.I\\\:fe 11(111~"f:t.'lI!iUnl\ ulxable all

pmtic!I Oil di'Countli TIll: n~loril\ IlI.-ld that the d,tlm-tlI.'(.'lI nl1llht rartl:.

repreletlt accretions to capital and partly profit by way of income Such

awr<.'llons ()" capllalllla\ bl.' dUt", 10 lilt' Slill~' oJ'lhl.' 1ll00lC\ marJ..1.'1. the nse nr

lidI m the \!liuc lll'mnnl.'\ andlh\.' nllc"lll'lIll\"!I.·,,1 Ihe llnh .1Il1I.l111lltl1'wJ I\S <I



appropriate to refer, in addition, to a PdS"IU~e from the iud~Illt.'111 llf

\'ice·Chanc·ellor Bacon in London ht~,\ll\:ial :\s~)\;iati\ln \ (1;.,,:11>.

'The dit1erence between "aavandn!l", "!cndin!l monev'' and "dillCuuntll111"

is purchuing. 0\)1 lendi"!.' The discounter, \\I~!oo of it bill nr hund. or

any ~}thersecurity. ~'I:\mll:lllhe owner If Ihe Ihin!l bou!lht Iurn~UUI....00\

reali~ to be ofles.'i value than lOt: pnce paid for II, tl~ b" .. lidls upon tbe

purchilJef or dl!ICountt:r If it pwtit Of hUlln IS made Ul"ltl the Ifllll"lU(.iiun. II

hei<)np wholly and exclusively to lhe dillCllUn(t:r or purci1a!it:r '."

This puaitlc. tO~lher with Willil\lPl~, pf(lvide5 dear "Mhon!y thai the

purchase and !UbBeqUet11 sale llt a pro!it of a bill, I1~Jtt!or bond ill a trllnllctiun

ofpurclwe and aaIe and nO'Ia Ifanllctit)n of loan

(l , IlIWIEW OF THE CASE LA\\ ON Tin: TAXATION OF

DISCOllNTS

A t1t.1mb« ot'cases thin have dealt wirh the taxllinl1 ll( di!ICUUIlI!I l'hCSf.:ca~~

m di5CUSSed below

In The '\ul!\lI1i11 Pr\l\ ia~mlnsutution \ Brl' ,\ n "I 11)l,' I louse lit' l.ords lUtU ttl

dt.'l:idt'. 1ll1~1'uha, \\lw!ht.'1 dilli:n.m\.'t.'s between ilm\)Un!~ plud lind amounts

'1.'I:~1\ t.'I.! in respect ot' Bank of l-IlALllIUd r It'dMIl' Bills were profits Oil

disc\'I\lI1ts\\llhlnll11: nwm\ln~ llt'!ol,;hl.'l.iuit:I> case lll of'the Income lux \1.'1 of



accrued either when the loan agn.'\.'mc.lt was entered into or \\ hen the illtt.'f'<.'lit

WiS due and payable He did nul !......press a linn opinion as to \,!1t.'fl accrual

takes place in these circumstances The ,lis(inClion ',hiclt he drew between this

type llrioM ind a diliCoonl was based on the: !iu;llhal the purchaser l\!' a om ili

1.'l'Ilitlt:d to lel! {he bill whf."Il he likt.'l\ or kl~ il umil maturity:' It I~ ~ubmitlt.'{l

that thill di1til1l:tiol1 is untt.'l'Iablc. as it is also l"os.,.jhh: tor a ...reditor to cede a

debt fbr value prior to due cia.te

The issue $h(lUld have been based on the 11'1=111111&tlfac(:rual in the Collie,,! ofa

discount If the niaj(mty had held Ihat the issue of a post-dated note at a

discount was a loan. that finding would not ~ly have: rt."5Ulloo in the

btInk beinj ch~ble to tax annuilly on ptl1t-daled nolt."1I i!!Sued to it It

w()uki then have been neces.~ry 10determine. illth«! type oftranllat:lklfl, when

accrual ot'rhe dil\countilli proHt took place

However pet1luasivc the criticisns nf the decision in Wil1il1ji~ miih! be. it

reflects. non'ethel~ the eurren I law of the t .·nitoo Kingdom

Willit\illll: covers "(1111 IhI.· '"llIatioll of IhI.' fS~H.' (It' ,I post-dated bill. 110tt.'or

bond ilt it discount on il)l lace value. and II'!\: purchase and ~llc ota bill. note \I[

bond at n discount on jIll tace value \\ hCI~' ,I post-dated bill 11(>11.' or bond i~

purchased t1l u discount 011 It!\ face \ slue and subM.'llu...sulv sold 01 redeemed at

tt prolit. the profit is dear!:. dlMmgUlllhllblt' Ihlln intercst III this regard, it is



intcr(.'St is pavml."11lbv time tbr the use of money .'.' ('ol1~..quentlv it has been

argued that there ill Ill) I.",senllul difference between discount and interest :'

Lord Salmon made the point that where 11 bill is bought in II Ihrci!{n currency.

possible exchange rate l1uctlilltiufls make it dlllkult to predict the profit that

the bill might yield at maturity Thill point does not, with respect. atlect til.

principle of the maHer A loon may also be in a Ihreign currency and interest

payments may also fluctuate depending upon the exchan~e rate between the

currencies COl1t.'eI11ed :~

The critich ..ms of the majority judgmem have a certain arnount of substance II

can be argued that the issue of a post-dated promissory note at <l discount on

its lace value is a trrulsa<.,:r11i of loon However, it can £1,1110 be contended that

the purchue and sllle ora post-dated bill or note £II a discount on I\S lice value

is a contract of purchase and sale and nnt loan ~.

its lact.' \ alue is

concerned. the judgment empha.si/l.-d tl''': tact Ihal iutere- .. ~.. ,'\,' trom dav to

day whereas a discount accrues only at sale or maturiry (lrt~\.' bill :,. The type

ot'loan envisaged \\IlS not indicull.-d, but prcsllrnahl~ it \\(IS the tvpe of lO';U1in

which interest accrues 011 a daily basis and I~ paid at monthly intervals A more

appropriate type of loan to consider is that in which the interest I~pavsble onlv

when the princpal is due and payeble I .ord Salmon considered this to be a

{l1\IS( unusuai IVPc (ll'luan I It- indicated that it was po~~ibk' Ihlll Il~ . interest



The majoritv in \VillilliCllc based their decision on the principle thai profit is not

taxed until it is realized I" I'hl.'\ held that the institution acquired U!'I"CI!'> and did

not realize a prollt whilst it continued ttl hold them I'

Although the institution had in its financial statements accrued the discounting

profit over the period from acquisition of lilt: hill 10 the date when the bill

matured. the majority held that from ~U1 income 1.1\ point of view, such

treatment constituted an anticipation of an unrealized profit 1M

Counsel lor the crown argued 1bat the principles of commercial accounting

should prevail However. the majonly found thai Ilnencial shlh'mcnts drawn

1.11' on the basis thllt the profit on the bills were shown ali and when realized

would have been in accordance with proper accl)umin!( principles provided

there \\i\'i tull disclosure (,rthis in the I1nandal !llatemen!s I"

Counsel for the C'ro\\ I' also contended that the tlccnml of the present value of

a futun- deh! did not otlimd the principle that profits ~H1dI. ...cs ~'iIl1!1tlt be

amicipated However. the authorities quoted onlv SUPPOf'[I.'ti this I.'ontell!itlfl

where the receipt involved had been ealm ..d (hI" services rendered Of gouds

supplied in the earfier vear The nlalurit\ held that where the instirurion

required post-dated bills II did not render ~'r\ ices ttl the Issucr!i of the bill~ ."

The maioritv decision has been ..nlld/cdl.t..Culise no \lIltd fl.'tllll.lOS \>,ert.'~iwn

for distingw)lhing between discount« and illtl.'lest:1 It has been held that



trusts." underv ..riters" and lllllltip!c ISSUt'looI.. II IS bevond the XOllC llf this

the-sill to examine thc"l' provisions

Special rules apply where a deep discount SI.'1.:urily is redeemed prior h'

redemption date In this !lituation I~ person \\110 \\as the beneficial owner l,f

the seeuritv immedtateh before ft.'(ll,·mplittn \\1:: I~ dt.'I.'tl\!..'\l hI haw 11.\:1.-1\ed

income Ii.lf the period between tbe aCtlUlSllioll <tnd disposal 1'1' the seeuritv

The incol1l1: IS cskulated by dt.'\llll:llll~ trom 1m' redemption PrlCC the i~lIlle

price of the security \\11(.'!11~ acquired the securirv suhSl.qut:nt to its issue. he

should also deduct the accrued income attributable from the WIle l1!' is."IUeof

the se\.,,\,u;ty to the date when he acquired it 1'"

(1lI\O!ar as it is not covered bv specific k'l'lsialinn, tl~ proli! nil the salc lit

redemption or a deep discount st..·(.:1.Ifity ari!i4'S in tl~ VI.'aT or IlS~\ll\!..'t1t \If

acct)1.lt1lin¥ period in which Ihe proceeds are receiv ed I",'

FoHo\\inl.l the prcrnulgstion of the hnancc A'I of 1984 it be-came appan.'I1!

Ihat special purpos, \t'hide cnmf:lal1k'loo could be Il>ntll.'tl Itl llIt:quil't: ertain

types of securit 1t..'11 such as t 'nited ~IIUcs Tn.'IISU1\ 13000:1 and l nited Kin~d\)m

Gilts Such a cnmpt\l1\ could acquuc 1I11t..·n:sl-!lI.·i1f'lfl!( securities and il!'>\.~rIssue

n lOl!ric!I uf'd!.'ep discocm SI.'Cllf1!1(,.')I The SI.'t'unll!.·~\\ ould mature at interv al)'. \1.1

thaI the illClll1\C ek'Ttlt.'III!o tt1i1f1.:III.'(,j each 11111.'1(,.',1 PII'Il1(.'11I n.'1.:t:1\ ed and the lina!

....xunr, \H1Uld represctu IhI.' 1'11II~'I!,.ll «un 1111. J~'\11.'1.' \\;1' klll)\\11 lI..

cnllp~lI1·'tnPPIt1~ and ':llnbk'd anI'" \.·..1\11111dd~'1hl\ {il\ 11..1"1,1\ \111 the bond ..



A disposal of it deep di~'nlmt Sl."I.U!II\ may ill!>o he treated a~ a dlSp\lsal t~lI

capital gains purpo!oCs In Ihis situation, then.' may al1o\1 be ~.ti~ititly.mlls la'

char~el1thle" In calculatinu tht· di"rXlsal consideration for capnal y.ainll hl'\.

account mUM be taken ..~f1\0\ incut.l<.' duuW..' ...

If the income cbarge exceeds the c\ln"dcratlon received 011 dISJ'I()"., sU\:!l

C,\CI.'S.'I is felUlrdl.'CIas additiollal t.'11liat'k:I.*IllCtlt t:\peMitlll'l: \\ luch \\ as incurred

immffiiale!y prior to disp0!\8,1 •.

There are three 1~'pe!Iof II"IUl~lkJnS \\ hlch ~h c rise tll an 111<:011l<.'dWilt: hUI

nut a capital ~aitl FirM. \\hcrt", It deceased 1"''f1o\11l'S I.'Muie includ",.... a d",,'p

discoum hOM and he W&IlI cuntl"'''!tml III dil~pl)~ of It prior \0 dCiUh In thiS

situation. he is treated fill having dh.p~.lSt.'<l of t~ st"l.'1.ml~ immt.>dmlciv before

hi!!d~th 'jl Second. \\ here there ill a cum Crl!.l..lfl llf CXC!wllolc of s«unlil..,. or 01

reconstruction l)r ltnalpInltkm in terms ot'which thl: !\ecUtlti1.~ are deemed to

have been exch&njcd and to which" I.1Z. D~ or 1.l6 of the ftt\utiun uf

(,ha~~ Galn!! Act of I ()9Z awly In Ihi5 114luatinn, 11'lI:ht.'tlI:f1cial \1'" tl<.'l ut'

the lItCuritit.'!l ill ~lled to hal\' di~),.oo of tllCtll inunt.>di.lt.'{y priur ttl the

comc:t'sklll Uf exchange, us I'~' I:asc.' mav be .,.' Ihird. where l1\\ ~in or 1m.!

arises in tl'l<.' hands (IfIll<.' ImllSI~I\)1 '"

Spt.'l:lal f'W\I,,\II\!I uppl\ t\1 d,,~p \hSCOUlIllltlol l"III,"l:lIon .. 111\01\ 1Il!o( \arlOw,"

l\pes of l.'ompanil.'lI,';j channes." 1\.:11'1:111,,'1111'lClldit sch':f1It.·s • 'hl<.·~ Ic:ndlll!l.·'



It wilt rn: noted that thc cah.:ulaMn of the accrued IllCO"1«o'ill 'llfllilar ItI II~'

c.:akulalioll of accrued intl.'fl·st in term,. lIt' .. :4J of the S\)\lth Alhcan IIlCol1l\'

Tax Act ap'Pl~intl the \idd to matulil\ hiiSIS Illis has,s ,.. d'''':ll!!~-d III ....'·11<'11

.' ~ abO\c, lind it " dar IMI the onlv d,tl'cn:IlCc I!'I tmlt the cakulanon ,II'

a.;c.:n.lt..'<i menme und",'!' IIw I,e~tlslatlnt\ III the l 1II11.'I.l"m~dllll; excludc!! am

interest paid The intert:Sl paid is rctk'Ctl.-d S(.1"\ralcl\ as IIltl.'Ii.'St S4.'CtlUI1 :.tJ

of the South Atiican Income Tax A':1 pio\idt'!< Ihal til\' accnl~..d 101..'1", ..1

includl!:'J any int~t actuall, paid Th.,. dill~'mlc.'t.· IS Ik" malenal and n~'n,+.

(ll\1: or form II !\hould. ~l\\\." 1.'1, 0.: apPN.'I;lilh.-d Ihll! S 14J ul' the Suulh

Ath<:an Income TI\.'( Act alkm!l the appllcafion \1(' l)tIler acceptable rtwthod" uf

calculatiun uf accrued interest 'iuch ill the \\~~hh.-d capital Il)l.'thod II' OIW

appl~ a ditlert:rtt method Ill' c.:alculation, IIw I'C""II\S ma, ~i1tl~'I'Ihll11 tho"C

obtained by applyinl' the yield to maruritv basis uf cak'Ulation under !I 24J of

the StlUlh Atmn lncome Tit" :\':1 and the accrued incofnc ul"l<k'fthe

lqLi~ittkm it1 the t'ruled Kint4dH!ll

It ~1Uld be appreciated thai the profit on the l\4l1c of a dt.-ep diSl:tlUnt !I~urit"

may bave I\\u eh.·mcllt!l 1he: first \\iU he the d\CIr~l:ahll.: pornon llflhc di",:uHnt

in ter1ll!! or !il.:lwduk: IJ case III 01 1\ us Ihe I.:llM: nUl\ be .., n~,"'I,'I;und n\CI\

1'1\'II lUUl'l or luss r"'~lIhm!l Irum !lul:luati\lIls III t1U1I(.;I.'tmten:st tul~ or otber

n:htlt'd la4.'lm.. lhls Ijlll~'1~lUn 01 10.... 'S ):\,1)\.'11111\ lteah.'I.l it!'! I~m)lllriI ~npillll

~.natuf'C



n.·d~mptinn price of rio OIX) 000 IS i~..ued 1..11 £90000(1() lhe iUlllual vield
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The accrued income is determined K1f each Itl\:Ol1lC period tv. appl\'in~ Il~

Ihll('win~ fbnnula

t·\X aJ· r:
100

when:

.A. i~the 1lt"1iu51oo i~ price. in (\the!" words tbe i!l!ll~ price plus t~ accrued

ioc<.mll: tor pre'\1(lU! p<.'riodl.

B IIthe yiell.l to maturity, and

The irn:u~ period ill the period fbr which inll.'l'~1IS ptlld If 11<1 inh.~ ili

pnytblt the income period il each )~ t:ooinl' t~hre the anniverillry or the

iD1.tt of ti'U: !l.eC1JritY.or any lilhll1Cr period trom su-eh an annh ersary to the

carl!<.""t redempuon .:.1(1.' ~,

ln ,\ der tu under'4tand [hi: l.'lll'l.·h of Ih!.' It)lmulll. If I~ appropnalc Itl I.·nn",tder

nn example \~"II1l1.''' I~·\cal bond with d coupon nth: or lo"u and ,t



term. of which the redemption amount ili hmned l\l the I'ctail price!'.ilKk..". or II

in tertrl$ of which they can be converted into lIhaft: capital in I company,'"

case IV II



CtMlsttluled a true and fair ~tl<X'tion of Itl,' business Third. the instruments

involved had It) have it life or one 'ear

Thull. in lQ84. lIChedult:q Iu s 'b of tllc.' Fmance ·\CI \)1' 11)84 \\a~ ''1l1~h.<dto

deal l\~"Cifically with dt:ep dillCount ~urities iSil.k.-ditth.'f 1.1 \farch 1')84

These prmislon'l \\, ..re lIUbsianlialh rt:~tt.'<l in 19KN in lIC11l:dule..j to s ,,7 of

the 111<:01'\ tU'Id C'll1"pl.1ratklt1 Ta\l:s '\ct of 1988 and further amendmenh were

effected in lIChedule 10 10 II ().:J of the FinaflC.-e Act of i98') ('tmv\,'rtible

~'lllit~ were covered in !lJCh<.<duie10 to s ,,6 (lfthe FiMnct: AIo'tuf !CJ<}(I

A deep dJ&Ct)un!seeurhv ill tklilll:d for the purp{\Se! of thlll tqtilllatiun !U am

redeemibl~ security thlt a company il'llilte! II d ~h!>l,;.lUntof either more than

1,,1% of itll redemplit1n value or more than I ;0 CI per year over the term nf the

teCunty nt~ is 00 req1.1irementthllt the iwinli company !!hI.lUkl be resid~I

in the United KiOtidom The discount ill the amtlUI11by wlli4:htilt l5liL1<f.' price ill

k'lUllhan 1Mamoullt pilyahlc on 1\'<lcmpti1.)M It tht.wlhl1! lfldud~ prenuunl!lln

a.ppropnalc dr<:UInlltll1Ct.'Il '.' Wlwre it."Ctlnt.~ I!lil.ledbethre l..j March 19tt-1

have been exd'W'lliCti Ihr IW\\ lit"Culith."S\\hich \\(lUld (ltllef\\iIlC \!ua!if)' as deep

di!OCt'lUl1t ~tlnli~, !~ 11':\\ ~UT1III;'S Illlt\ qUllls!\ it!> deep dtS4.'uuflt seeunnes

to certain ClfCUm!lletlll:l.'S '. Dt.'t:p dlliC:ot 'Il! lit"CuriltCli do nol include ~ in ft

Ctlrnpilny. securi IiC!IIIll:.'n.'tiI.'111plion value of which ili linked I\lllw Mail prices

indc, \\f a corporauon Hlrl;'i~1l mdl.·\. lind .....'ClIIillt.'S Ihul till;' \\hlll" or pilr1h

treated as it distribution tor curpUHttlHn HI\ 1'l\lrt'kI~" 'j



compromise in terms Ill' \\ hich 11 p<'I1II)1) PI' the prnlil \\.1:0. a!lo.;ah.'tl U~ it

di5Cuunt and a portion of the profit \'.a~ allocated lI!'ou..;aplIld ~alllllli)lll\~ as a

~It of market [klnr,. At all ,,"all!:s it \,as accepted lOOt. iftl'k: in\I.'Stm was

taxable (to his profit. be \HIS taxable Oil Ii rt:CciPlli ba!\is \\11\'!1 Inc bond was

sold or redeemed f ••

The profit on lIAle ur rl.xI~nptklf1 til' a hond b\. it pt."'oIm dealillll in !OUch

iOltl1.lInenb. liUCh all a bank or other tillll1l.'ial inMitution. "all clearlv of an

income nature and therefhre chart'eahlt: to lax H{l\~r.'"er. Inland Rt:Yl.'f1Ut:

qu'Cd that if the prufit \"U)\ aCIo'!1.ll.'d anttuall\ Ihf &.'l,,·uuntlf11'purpo~ il

IllOUkI he cl~1e to if)Cume tax on 1\ similar baMs ,,0, h 'NiUi_~the

I'nl\iority in the House of Lords hekl that no part uf di~t)untiniJ prullts could

be indud~ tn the bll'lk'lIlllxable prOIlI!! prior to the !lilt: or nlltunty urtne btl!

Thull. Inland Revenue did nol lIoUcceOOin itll Uf't&UlllOOt to tax lilt: dlacountin~

profits ufbitnk$ and otlwr tin. ~i.alll1Slitut.on:\ tln al1ll(crual ball" ",

R.(~vcnue re!trxli1d«l III tllt.' )Ud!lmt.'!ll 111\'\,ilhn~k b\ H~:~'~lm!ol II but

n..rro ....illll its Ipplkiltltll1 'I T~ pril'lcipl~lI laid down il: WilliO¥lic "me

applied if the thllo ....u\ti llifl..~ fe1.1uirt.'nwnI,. were met First. a II1'pt1yer Wlli liot

permitted continuallv 10 chanl.lc fllt.' halo!!>\11' III\atlvn (If dl'l<.'(ltlnl!! hlhcr the

n'ali/.Jlti(lIl Of the Ilema\! S\stCIl1 I",d to be "d\lpted Itnd. thereafter. II \ • .lS I~)I

possible 10 chl:lllilt: tbe bm.ls SI;.'l:lll\d. \\ here lilt: lI:UIi/Uli()1l basis \\IU adopted,

an uuditm\ certitkate "as I\-'Iulled (0 Ill!.,dR'Ct that III\' t1llltflClitl stalements



exception is tilt: unrealized )!lain on a q\MI.'{1 SCI.·urit\ Such a gain is nth.'!l

excluded 1\5 it is l\Coltactual!, aSl,;ertail~1 ..<

() ~ OEEP DISCOttNT BONDS

Generally dt.'ep diSl,;(lUnt t1(ltldll vield \ef\ I\~\\ UI ICf\\ mtli."fI."Il. and are therc!hrc

issu,ed It 1\ "lh5tantial discllUnt Intis. in the earlv 19~il' a typkal ten-year

zero inl~ hond v.nuld be I!\SUed at It di!lol.:UU1l1of i~' 0 I'his would pmvilk

an inV~!tlf with a return llf appru-.;imatelv 1~o" per annum Ibe return It) the

hoktc:r i5 IMn:tbre. v.1'l<'l!ly(,)J' pMlly. in the form ol'disclltlnt .".

"\pplyilii the ilenent1t rinci~ Arisilii from the Ci..~e :IW to the situation of II

person im'e$tilll in I deep di!li.'(lunt hondo pmicullrl\ iflhm is 00 COUPl.lflrlUe

on the bond. the profit !Il\ColUldhe treated as ~Ih~ tI dil\CtlUllI or intCl'e$!.

~iny upnfl the circuml\tiiJi\.~. and tile fI.'l.:iplli.'ftl mll"lkl bt: d1li1!;l1.'dto

incomt UiX on it (.~

Ihe application of tl~'lIe ¥ef1!."falpnndplt.~ 1«1W lise to eertam prublems Fir!'>!.

ifibond had a C(14.1ptm fate altachin~ io u. Iht."ft.' \ ..~!\ Uf'll:l.'I1ainty It!l tu \\ru:thr:r

or n')1 it \\15 it ck,-.:p discount bond Second. it \\ItS ar~u'l.'d bv eenam

laxpavt"fs II"KllII person Hl\C'IIIl~ III " l~lI'IJ ,,~qlllll..J ,I: it (1I,oc\l4.mt on its fac~

\aILH.' could onh fl.'I.'ci\e II dISol.'\\\IIl! If he t\.\It.'!:Il\\.'d lilt: bond If the bond were

MIld. tbe inwsttll would lIr~lll.' thill lk,' hill.! nlll II.'I.'CI\t-d II discount. hUI II

~'ill)I(ill ~MIf1 11~'\llII:nll\ IhI.' 1Il\ ~.," II and 1111,lI1dHe\CIlU\.' \\uuld reach .1



The position is, therefore. that if A iliSlH~!Iit Strlughl debt instn .. nent, such as 11

post-dated promissorv rtnte. to 13at discount on it!> face value, it is necessary

to C"UImine the circumstances or !he issue and B' s situation in order to

determine a's liability Il)f lax If B is not earrving lin a trade III financial

inlitrutnelllll. then: are cin:t'llstunces in ,,11Ich anv profit from the sale of the

inlitrument would be of a capitnl 1I<\lure and nut char~eablc to lI'II:U!1\C tax An

example of capilN pl'tltit would be protit relalin~ to compensalkl!1 paid tel B in

respect of hill capital nsk However. where the discount c'msti!ut~., a revenue

piont. B will he chargeable to tax at the ume of the !!aX: tl! redemptkm of Inc

instnunent

It s,hook! be appreciated rnat where the prolit rnade hy a is of a capital nature.

and where B is I company. there III II p05lllbillty of B'lI l'leinll c1w!.4ellble hl

Ct)l"p()fltK)'n tID< on iUl ca.pttnl pin In order lor liability ttlll.nle either 11would

have to be the holder in due course in respect ~}fthe instrum~nt, or the

instrument would have ttl be (.!t·lit 'Ill se.....uritv h'

The po!\ititln is dilferent where B i!l, tor example, I bank or tiNlncuu inlititutinn,

and cernes on III trade or dcnlm~ III secunues In these circumstances, l~ \..tll be

cilJ.rgeable h) Ill' on lIs pro lit trom Ih'~ ",lie \,r redemption l'(' till' promiS-<\tlt"\

!'HJ!e"~Such pmlitll will Cnn\lillile normal !l'I\dm~ proflts Ciclwndly. trldin~

Ilrnlits lirc dllt!leable ttl lil\ uc\,,'ordmg {\\ ~!'·'lI.·n!\lI\ aecepted awuuntill!(

practice Ibus, such profits \\ ill trC(lu~1I1y be t<l\able no the accrual basis

There are. l,f course. excepnons 10 {hi!' !(cneral rule An example of an



question arises wbether the Co is (If a revenue O( capital nature This type of

situation could arise. tilt example, where B is!iUCS A w ith a post-dated

promissorv 11(1le The lace' alue \)l'lhe 11\11t: is £ I~o. the iSM1Cprice is .(11)(1and

the note provides I;Jr a reasonable commercial rate lll"i'tlcre!'lt III be pa\ablc on

the note The {20 could represent deferred ... erest Of rbe discoum in the case

of II. note, or it could represent compt:nllalioll for the capital risk taken by A 11

is necessary to examine all the circumstance ... of the transaction 111 order 10

<UCertrun the nature of the £20 If it were t."Slablished that the parnes intended

the £:!;) to compensate A for his capital risk. then the £20 wlJUld prt'loobly be

I'ef!Ulrded as b~nl'of a capital nature If tlll:re \~as no such proof nne could

pOl\.'lihly dm\', an inl;'rl.'fIce from the pt.-rind \It' the loan or In the case of the

iSIIUel)f a note al a discount. the period [rom the date of is'\ue to the maturity

date of the note The shorter the period. the stml1l1oer the ll1'Umen( that the

£20 is delerred interest or a disctJurH charlloeahle ttl tax The IOfll'(.'r the period,

the stronier the ~miffit that the £20 ill to compcl13ate A fbr his cnpilal ris!o: "

Ir the prindp1lJ am\\Unt loaned or till: lace \ alue nil the 11('\1: is indl!',·linkl.-d the

lncrease in the amount repaid I11t redemption mev. except where the lender Of

Illaker (1f'tlre note. till tlw case ruav be•. Il\ a bank or other linancial concern, he

treated as capital The Iflcrt.'nse should 11()!. Il{)\\('\ er. exceed thl. I••l! in the real

value of the princlp.d as a result of inflation. and l'I reasonable commercial nile

of'interes; on the principal should be chargcd '



(\4 SPE(TFIC SITUATIONS Il"\ R(·:Sp~:(""r OF STRAIGHT DEBT

INSTRl':V1ENTS

The more important ca!l~ on the l1'1eaninlJ,of discounting reveal that there are

a number of different st!uatinns tL :nnsid~'1'

If A adv1U1ce5 .B .£ 100 on condition that B will pay A J: 110 aner one year. it 1S

llece!lSlll'Y 1(1 examine tbe contract and all the circumstances of II~ case to

ascertain the nature of the increment of £ 10 If tile contract doe. not exp~lI11

the narure of the .£ 10 then. in the ab5ence of any other r...levam l~ctll. the .£ I0

will pl'obab1v be held to be inter~t The reeson tllr this may be thut as the

tranlllclion is a commercial transaction, A must be presumed to have ected on

a colttmerciru buls and t, have required interest liS II return on Ius investment

A filrlher factor \-vhich tends to indicate thllt the .£ 1o ill interest is that .£ I0

represents a retlWnttble (,:ommen::ial return on the 101m tlf capllal of .£ I00 Ihr a

period {If (me vesr " However. if it i!S clear from the cnntrlll:l or instrumen;

thllt the .£ 10 ill a disc{}unl. the J: 10 will be treated as a discount and \,..;:1 be

dls(int4uiill!1:ble from int~t '"

In the case of a discount received, there \\ HI onlv be an accrual when the

instrument is suld or rl.'t1wtlll.'I.i'"

It: on Inc other hand .. \ lid\ ;:nCI.·!\ 10 B r 100 ill II n:asunablt: CUllltllt'll.'la) rate or

mterest and il IS sllpulah ..d 111iI1B \\ill 1'<1\ .\ ll:1I ,II IlliIltHII\ of Ihe I(lan. the



f~-dCIl1PII( 1M "nato'l the: nt'\\ 01'11(111 exceed .. Ill\' .IIIHIIIIlI pil\ able on the pIt" I\IU!'I

option bv more than I~Ot\ 01'11\1.'alllount p;l\"hk under the 11\.'\\option. 01 C,Ofl

\\1' the amount Ihr each t;llmtlh:1c vear between the redemption date uflI.lcl rhe

previous option and tl11: redemption date und!.'! the 00\\ ,1THM!l ,,..

The discount dement in U quu!il\'ing conv t.'!1iblc ~'I.·uril\ is I.·harl!u:.thlc ttl tax

under schedule D case III or case IV li.- The dllll~C .tn~·'1 ,,11\.'n.., on or after I)

June 19~N. the hddet ,\1' a qUi\!if,in!:L cO,I\I.'I'III1I ... ~'I.'utll\ I.'IIIM 1n1ll'lICI'I It

\\ hen there ill at leasl one lIf11."I..rcised option Ihr cllrl~ redemption or redeems

it by eXe!'Clllling an "ptit'" thr t:l\rl~ r~"kmption I'.k NIl ..:ha.I1LCarise ... where It

qUl\IiI~vinl£ convertible 5t.'lCl1rity is converted to share capital "I' il company Of

\i. Iere such ft security is redeemed on IliUtllfir\tl I"" The pt.'fsnr\ Wlll.l IS

chargt.'llble to It X is the person makin1' the tr<U1'ili.-r ,If e\erd1iin~ the option I'"

'l he income ill treated all ari!iin!o( in the vear or Illilit."S!\I1lt.'f1t in \\hich II~

chafl£eabIe even I occurs and a la ... is computed on the il1l.onw arisinl!l in II'\\.'

year llt'alllll.'S!iJ1Wnllbr ",hlch tl1\.'computation b made 1'1

The amount which ill char~eablt: In In\ is 1114:lesst'r \If lhe InIal 1l1l.Unle elt.'I1'11.'fll

and the amoum nhlait'll.'<.iOil tran"l;"r ur redempnon I' Wllt,'le the secuntv b it

Ilm~lglt securitv and the person chiU~I,,'able to ta, is 1.'1IIlI.'11\01domh':litxl hI 111\.·

{ IlIt,,'\l Kingdom. or. i'll.'lIlg (I 1.·,)ltllll\,II 1(\\\ I"tl/ell (II II otllt:f1 Rcpublll: til'

lreland. IS nt\1 illUIll<mh 1~"lik'llI III lhc I 1"lc\1 KII\~dOIll, ta, I.. char~ellhle

Linder ~Iwdllll: D Cd"" \\ In Ihc',"' ~·lIClll1l't.II)':,"·'. 1,1\ I" chuq.':l.'ilhh.,· 111\ 1111.'

rClwll,',Il:1.' I' ,..,1, I'·



(I;) the ne .... roolo'l1lptitm dale ..bould nul he le.... (hull one vear ath.'f Inc {lid

redemption date.

(d) the lW'\\ red«nptlon amount should nol he less than the old red~"tlon

amotmt.

(e) y~ 1\1 matunty to the ne.... !\.'tk.·mpli,lII®h.· ~lltld not nt· llrcalcI

than a rea'lonahle I:{lllln\\'tclal return. and

(I) the ()btaini~ of i tax !Id\anta!:le !>h..ltlld not be Inc ntatn or ,me of lhe

main ~titl ht , '

A qwUi~1ni \.ollv~ible k"I.'lIritv wtll C"~ w he !ilKh if c\."fIrun C\fflb {'11:\."tlt

a!ler it has been iHUl.-d I..' r",,~ e\en\s ate if·

(I) ifthe security Ceut.'!I1U he qW.lh.-d nn a re'l:01lfli,\<O shlCk C\,,:Nm1l!:.

(bl til': inl~ ill \lI\n«1 or l'lC\:tlfl'K:'I \~.

(e) the redf!'fltptlUfl anum! or ml\.'fest ht'I:l)IllC) payitOle In i1 dltft.'ft:llt

l."UIT\m."V.

(d) the IlOIder of the ~:unty bt."Cun~ t:Illitled 1\1a 1\1:.... t\ptlon thr eM*"

reOt.'Illpliull v.hkh is nt'! a lluallt\tn)l pnwllIoiull tt\f !\-dt:lllptlun. 01

(e) more than l()O II ul' 11'K: li4'ClIrih~ IS!IUCU ut\dl:r II'K: rele\ant plu~'CIUs

all! held by Clll1n\.'l:1 cd companie .. hi

A dr.>r:p lUli" itf1SCll where I"" Ullltllll\l p'l",~h: 1I1l1t.-Ocmpll\lll c\~\."l'd!O tIlt.! I~SlIC

prwt,·b, Illnl\·thllll l~oll\lftll\.'''l1Io\lnt 1,,1\,."""\11 ~"lIllflhitl i\llltlUIl! Itllt:il\:h

~lllt\l'lclt: ,cur hcl\\~"I:n III\: dlltt: III' ,...."I.' (lnd tht: I\.-O,,·mptlllfl dUll.' ", WI'K:ft: II

ll!.'\\ opnon i!o ~Iit:lh.\l. Ih"'ft: 1\ J d",\'p I.WIIl where the 1l1ll(IUIll pU\ltblt: nn

,'MI



· "<>~'Unt v

payment date lall~un the sanll: Ua\ in the month ali IIlI: day uf i~ Uf

i~'"

date,



A ~lualil"in9 con\crtiblc ~'Uril\ IS one which Iliitiis tbe \,'I!lht t;\'I\ditlull!l li~ed

beiO'll. and eitber rI'It: ninlh or Ih~ IlIll1h and :~'11I:P'lOilitllllO illl 1!'It: case ml1~ be

which an: a!$() Ii~ed hekw. u,

(I) A IlCCUrity mult be ill~ ~ Il.ompany ~mor Il\to>r \) June 19tN I~'

(2) The ll«Ul'ity i, not I liharc in a C{ltUpa~. is r~lISbk: and wall nt)l

iMUed in circtUWlUtll<:eI In ,\hK:h il II m~"led IS a di~ribuuon uf a

j",CQmpmlY

(3) Tt1f teI."Urity Wb qUl.ltt'dulla f«Uwunti ~llCk ~"\dllltilC 1'1

(4) Under tM h m of illWe the lItCurity i,Ct)Il\"ertibfe inll) ordinary wn:

capital oCtile i_inW ('Xmlparty. It Clmt:ll'M.l right tu int~ or ~ I

riteltl to inlem! 111It lix.ed l1I1e determined lit the dale of iwc and InY

mfmption amount and int('l'C!l.t'10 payahle in the cummcy in whh;h 1M

illlNf pnce Iiidtmtmulllt«ll"

(~) At the time t'f i!iollU\: or the: ~unt~ I" lI>U~t W unh tInt: qualll"m~

provilfoi.oll fOf redempti\ll\ I"

(tl) The )'ldd ttl rea..·IIlJ'tll\n Ii.if the T\'ko'\llnt rcd","lpttOn P\'fiud comtrtutt1!l

II n:uc.mlble cutnlTII.."f'cial return 1'1

( ') 'I'M !lC'CurilY W\luld no! be 11 t.k.....p dl~~'lUlI loI.'CLI1l\ HI It deep k'.tn

WI.'Uril\' II it were 1M thi the OJllltlll uf eAI'I~tt.'dt'll\pliun ".



Ihe 100000ffi(,'is treated as ,tnS'"loIl11 the \ cal or.t"~!\"l1l<.'fll H1 \\ hldl I~ Iran:llt'1'

takt.-s place and the tal( '" ~:()mlll.lIcd on the jn~'ollll: llrisillt: in the vear of

lI~smmt Ihr which the compulali,ln i-, made U~

The cha~ amount is thc:rct~)fC simplet to t.:.w:ulate than lhat In re!!~l of

det:p di!ICoum *''tuitM:!i or lluaiil\lIlll ,0n\1,.'f'lol-: 'It'l:utitit'll Thr.- latter rWtlC

III discount accnJoo durinl' the J~ld uf O\\OO!lhfP m rc.-tallnfl It) 11'1('di!il:ounl

over the term of tilt: 'It'l:unl\ H"\\I.'wr, in the ca~ u!' It dl.'Io"pdlSl;ount

~urity. tht char~e ill on Iht klual prol11Nall'cd llfl lransler or n:dernptlon

In ti'l(' dml.mIt~ no clw~~ ~n m!l(.'11 on Iht transfer or a deep lUllll

I«lIl1ty 14' 'n'lel't are a nu~ llf ~iil pnwll'lklfl!l in the Iq&islatkln ~linll.

thr ~ ..... ;tl'l death and trnntlers bt.'{\\\~ ~~t«l pt'I"5t.lflS. but it is

~·Of.d tilt !!Cope of (hi, thesis to ~amil'l(' !1~ various Pf()\,j..iOlls in any

de-unl''''

(I 7 (,ONVI~RTIBLESI':CnUru:s

rtWN w ere fttrtl'lel' rule!! intf\ldw.'\'d in tilt: l'IfUt,"e ".:1 uf 1')l}!llh, lht ututkm

(,f ~ disc(lUtIt! on qUIIiI)inll cOlI\el1i.,le ~~unti~ fht'llt' are, ~ler&llv.

\IUC){,,-d r\'CI«mI~ ~'l:unlic~ I!oSUt.'\ih\ il companv and which itlW the hukl,,'f

rillilb 10 ':Ut1\\'f1 them Iflhl ,hlllv' III the 1....UI1l~ compan\ or to requue

ICll~mption In IIw Clf\'um,lal"f." 111\'I~\\ nil"" '1\ Ill( l'nmI1l,:\: '\\"\ nf II)'}!)

"1'1'1\ illld n~II the nlll:, "hldl apI''' III ,It.,'p J,,,,'11l.1I\1 ",'1.'1111111:.. \11 dt.ocp !:ll\ll'"



pur~har.t-d bv a person other than the issuer. !I~ securitv be converted

. I•.. ..J I"I~lpuud!;IJ

enahlil1i the hl.11der or the security to require the ~ecurity to bf

In addition. either Of both tl~ security or the ~'We capital in tl~ company into

\vithin n~ flltHtth (1ftlle date tlfisstf(.' tlfll~ s~uril) III



A (illalitving index ~lIril\ ISa securitv \\ hich tultlls sewn conditions I' i

( I) Ihe !lleCurity iii dl.'llomtnated In !II1.'t'lmgand the rt.-demptit\n proceeds

art: linked to tM retail prices index. the securitv is denominated in a

foreign currency ancl the ~fl(ion proceeds are linked to It s.imilar

»eneral index of prict:'!! publiM in tht: country in ,.,hI.)IC n.anle lhe

cummcy is dent}minated. t\f the ~'Urily WaJ qUtlted \lI1 a rt."l:ul(nilt.'<i

\ltOCK ex~ and the tWc:mptioo proceeds ere I1nked hll puhli!il'l-ed

i!'ldcx ofpri<.~ ofwn:s quoted un iii n:t.'tlgmt«! !It\)Ckexchange IIt

(:) TIle terms of iUlIe rul not pnwidt: tOr the cunveni{)n inlll nr

redetnption in II currencv other than that in \'vhich the !leI."\.lrity III

denomil'lllted on ilaUe I'-

(l) t\ IU.'lONlbie cornmtrcial rate of in1~t it; payable Oil llw !*C!."Untv at

k:ur once a ~urand 11'lWinh,'I~ ill det~liniflt.'{i bv Ml.~ In tbe

"''\ITICindex lIthat n:1I1ing It) the redemp!i{ltl p1t)(.'t:I.'\bl I'"

(4) WI",'l'e the rod~ptitln prt'M.~!I and inte!'l.'!iI are Indt:'. linked. 1M In~

must b,.·appl:I."tl pr!:l.·I~h iUlI.l \'lIht""111.':MHI.!itm !.'

(~) rt'lW !II..'I.'Unt\ IS Isstlt.xi Ii.l. it dl.',illlh: slitl.-d ~'n\>d and the ~-riod

coml11('fl(.~on dall' ofi"MIC and is t~'itlve vear.. (', more I"

ttl) rile: lenll!o llfis'l.u: du 1\1.,1t.'!llllk'lIw I)(lldt.'f ufth~ ....'·\1111\ til do \,'1.'r1lin

Ihm~s \\ilhm Iht' \I.'IITS Ill' Ih,,' dal,,· \,1' 1''l.J~ Jlw pm!lIbtlt.'<i IKI!' ,'1\'"

art' that tilt: ""'1.'11111\ be Icpurd14' ....'ti h\ tbe ISMI"'!'. Ilw ....'ClIr1t\ t~:



(c) Ibe conditil>n is !lui one of 11Ilumix't and lit least 0I'tCof the cunditions

Id) The ol"l!aininl/. of a Itt, ad\antl1~e is tin! the main or Ol'tC or the main

(til &I d$.'P dil;Ctlunt SlXUr!l\.t:,.

(h)

(Cl

(d) II convertible leCurity. I.~'

(el

, . I.• ..I•. PHpoor to !1I1t,1 IJ4Ile.



A deep gain seeuritv is a redeemable secuntv which tultils two conditions II"

rile fil1lt condition is that. lakintlll1w !Il.:C(lunt dr ..·umstancl.'li itl dale ofissue or
the seeuritv and anuminW it will be redeemed, tbe amount l.>!\vabh: on

redemption mijht constirute It dt.'e'p lUlln I" The ~ond condition ill IMl the

lIl.'t."urit\ ill fl{lt !lpecilkallv excluded ".,

Insolar IS the tiM condition is concerned, certain tvpes lIt'redl.OfnpUOflS do tlf.)(

result in II security beill!( :..'t.'tned to be a deep ~aill secuntv Ibese types of

redemptkms are

Fiflt. any redemptMln made prior h\ matunty UN\, allhe eption lit' the is5UI.'f nf

tl~ set."1Jrity t."

Second. amy redemptIon made pri~_)r 1\1 maturi!~ exercisable nllh on the

etlluxitm of lime l'lf tlw ha~ni Of'l certain l~f likely e\1.'fIl 1.'1

n'lird. where a .~'Urity wall issued on or alier I ,1 Nll\emher lIN I. r«lemptinn

d(~ nOI include iii I't.'dempliutl 11~ pour to maturity when: Ilmr \:\llldiuUflS

are titltill«i Tbese conditionll arc

(Ul trthe conduion \\ib tilitill\'d, the tnICl'c:"t .. llf rbe 11I.llder of tilt! st."CunI\

llUlI-ht be ild\ t:1st.'I, uIR~tl.'l.l I ..'

(b I Ih<.' 1.:~lIIdj!lOIlI!\ nenher \.'t,'r1i111l 1101 hlwh II I 1'1(,'Iilllillt.'l.l J..'.



Where a bank or other tinancial institlltion acquires a SI.'Curi!~.llit' position is

ditTerelit II' Re .enue Ilf!lUes th.at the deep discoent niles cit) not apply 10 such "

transection Thus. the !leneral principles will apply in the Cil~ of a dealer in

Ilecuritit's The dealer ....111therefore argue that it is taxable on a realization N~s

whereas Revenue will aftlue that the discouminl!' proflt i!i charltlcable to tax ~m

the accrual N!IlS lf the principles laid dU\\11 ill Willinll'lh:11I apply, the deak'!

!II.Jchprollts on an accrual balis

e e DEEP GAIN SECl'RITIES

A security \-\111constitute I deep discount security iC It the tim\" of issue the

with either II vwble iltteml rate or a nUlling coupon rlUe. It may not be

pouible to detemune in advance Ihe amount of cli~ounl ",.men will accrue I'm

the security In th~\e cirCUmlillfl\:es the security milY not till \\lthin tl~

definition of I deep di$~'oun!!ltX.'ilrit~· Leg.i*tion \\ itS intmduced in 19fN to

!eal with securili~ which cuntaims certain variable leatum Th~e securities

k d . ,. II'Ir ~ nO\\.11 as . eep !Ulll1l1ecUI :uel'l

A deep gain exist!! wlwn: IllI.' amount pilvabll: 011 redemption of the s\''Clmt~



Third, where neither of the firs! 1\'.(1 Cl'Ite!.Zocit:!I applv, but in the lir!lt income

period of the securities issued. at least 71\°0 01' tile company's assets include

relevant seeuri ties II"

Fourth. where deep discount securities thll within any or tl.e other CllqJories

d 1 _~r . I . b • . I IIIan life rep &.1,;1;\J \-Vlll new secunues v way 01 converson or <!Xc'lMlle

It is. therefore. clear that de'o discoum security ill flll\\ clearly defined It is a

security v hich is ilool'l.lfOCi III a discount of more than I~% pet year Thus. it

II discount of 5~'Qor its lace value An exception In this ill an index-linked

security Thus. if a secunty is i!&t' 'ed at a discoun; on its face value Md its

redemption price is linked to fI retail price index, it 'Will not ctlnatitule t\ deep

disC01.lrtt secl.I.rity

A. person holdilii II deep disct)unt securitv 81! tlJ1 invesluf will be taxed only on

~ ahte to cl&im that the whule of the discountinj prulil .nade hy him hi not

from tluctuatiuns in the market mll:l'I.~1 rate!' or uther f'ela!c:d li~ll)r)l will

~eneral1y be treated IS bemw,of 11 ClPltal nature and will 110(, rherelbre, be

Ill.xable Tbese rules will IlliO apply to an tntertnediall: purchaser lnd <ieUetwho



untjl maturity I'" Accmdinu.l\ the l-inance '\1.:' (If I,}xt, contained PW\ isions Itl

combat this t\P1! ofsdwflle 1'1

These pnlVillions apply to anv deep discount security issued on or arler !.)

March 198~ '''~Wlwre a person acquires It ":rar~cabJc ~'l:lIril\ as defined, 111:is

chargeable 10 lax on the Income demt.'I11 "I' the discount for each income

period of the security which !,mds within the penod (It' ownership o( the

Fir&1.where deep discoum securities are issued by a company and immediatelv

berore the issue the company's usets included relevint secUl;li~s of at least

'1~II,Oof the value \)1' all of its assets nnd/or the term~ rf the llisue of tbe

~--urities are detenmnt ..d by n:1~rcnceIn rde\llfll securities \\hwh the company

hnkb. or intlffidlt II' tU,;quin: ,,,' r~ele\allt securities are defined as loan stock or

similar lIet:uriliesexdudinil t 'uill.'d KlIllld(lll1 COl tXlflth.' bonds ,,,.

Second, when: <h:epdiscount 't'Curities an: issued by it company and it holds

or intends to acquire United Kingdom corporate bonds 1I1 Ihe circumstances

..et out in fl'k: lir"'ll.'a{C~tlll' Ut'tl\ I.' HI


