per vear pronided thal the petod to redenption i ess than 36 vears or 1nam

other case, 189,

Where a loss is susiained on the franster oF redemption o’ a diwounied
svcurity, and if the person transferring or sedeettuny the secunty has msde &
proft on the transaction, such protit will be tay exerpt, relie!’ in respect of the
loss will not be granmied except in respect of discounting profits in that
particular vesr m

Ther consubiaitve docurnent relirs 1o the position of tvpes of shares which have
masty of the characteristics of bonds and which are treated as mutequity shares
for accounting purposes  Faamples of these (vpes of shares ¥re permunuent
interest-bonring shares wsted by building societion and vertzin types of
redeemable prefirence shares  The types of preference shares inchuded are
those in respect of which the investor ix geiured of @ vinuaily cortain sum on
redempiion It is proposed that these hypes of shares should be ireted as
bonds for the purposes of the mew tules  The effoct of ths would be that gans
and losws it rospedt of twe shans wouid be of an income nature  Taaces
wauld be abl, to deduct amy coupon relating to the shares. swhiect Lo the suke
hat any excems over 8 nomal conumercitl return on the principal secured

would be treated as a distabution

The nesn rukes will apphy te cenam tvpes of vomvertidhe wvurities Thiey will

spetih thwe winferis thgt will apphy i order B the secuniies to Gl withn the
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There will be detaifed provisdons coneting discounited securities They will
provide thet where 2 person releases the profit o the discount on -ach a
wuulity, he wil be chargeable to aworne sus on the protlt under schedule 13
caose 1T Whers the soecunity is vutside the | mited Kiggdom, the profit will be
chargesble under case IV of that schedule 7' A peofit will be realised on the
transfer or redemption of the socunty  The profit will be cakulsied & the
excess of the tamfr oF redemption procesds over the costs of the security

The costs include the costs of acyuintion by the tramdensr of the persoa
entithed 1o the redemption proveeds. and the costs of redemption o tramis '
Where & person susisins a Joss it reapect of g diwountingt Sramsiction, and
nmbos & claim for it before 31 vy of the second vesr tollowing the end of
thet year of assesrent, he will be entithed (0 retief'in respect of that o  The
loss will be calculated on the basis of the excess of the costs tver the procewds
of the (ransier or redemption proceeds 7'

The type of security that wall b atfected by thewe provisions are doop g
securities " Those that will be speaificath excluded will be shates 1 a
company. gilt-adged securities that are not strips, eschided indexed seouritios,
life sasurance policies. cortain capital redempiion policies and vertin securnitios
watied under the same proapectus as vther svuntios wisich were proviushy
isied but e not themselves rokevant discounted securities ' A deep gain
seeurity ts one i resiect of which the secunty s insiied #1 8 disoount of muge
than the relsant percentage  The relevant percentipie in amilar o that
applicable to deep diwount sovurites 1t iv cather 2 pescettage oqual 10 0%
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proportion o the market valee as is burne by the masker salue of the inp to
the market valoes of all the stnps exchanged for the sevuriy ™ Comerseh,

there will be provisions covering the stuation where strips of a wil-edyed
security are consolidaied into # sir e gilt-edged secunity by wis of exchange

Each gtrip will be deerned 1o hane boen redoemed at the tine of the exchange
& its market vaoe  The persost exchanging the strips will be desened to have
acquired the wecunity v the aggeropate of “he market vahws of' the stnps which
have been exchanged ™ A person who helds & stnp on & April in any year of
ansewsient and does nol redeem of framdier @ on that dis will b dormed o
have transferred it on that diy  He will be deemed to have transtorred it ot fis
market value and to huve acquired it for the same value the next day ™

There will be provisions dealing with so~calied manulsctured mierest They
will apply where such inferest is pryable by, or on behalf of or 10 2 company
under & coniract Or arangement relating o the tramder of an st
represerting & loan relalionship  Such wmowd, when pakd, will be treated as
inferest under that relationship "' The manufactured intetest will be trested as
i’ it were interes undet & loan relaticaship to which the company is a party  1f'
manurgctured inierest is pavable 10 the company, sich interest will by treated
ax if ront interest is pavuble ™ The question whether the credits amd dobits are
of @ teading or nonstrading natare will be determined according to the extent
that tiw mafactured interest iy pard Jor the purposes of The cotmpany's trade

of ix eceived #s an istegral part of the trading astiviies ™'
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comprised  In the latier case. the peniod will ditfer from the tiret penod for
purposes of giving effect to 4 valuation in relation jo ights and Kablitres undee

the security ™

Where & loan refationship ix linked 1o the el of chargeable assets, the
arrousnts which will be taken into sccount in respect of this relatorship will be
the amounts relaling (o intetest  In this regacd. onlv an authorzed acensal
basis of sccounting will be uswd to sswenan those amvunis A foan
reistionship will be linked to the value of chargeable assets if’ the amount
peyabie to dischargs the money debt is equal to the smown determined by
applving # relevant percentaye change in the value of chargesble pasels to the
amount regarded as the original koan from which the otigingl money debt
arises ™

There will be provisions dealing with gilt strips  These provisions will have
wffect in respect of an authorizxd sccrurl basis of accounting  They will apply
where there 1s ¢ loan relationship in respect of & gill-edged secudty or g «rip of
such an instrument ™ Strips meens “separste rading vf regisiered interest
and principal of securities’ ™ Where  gilt-edged seourity is exchanged by &
person f0r sirips of thal security, there will be two vonsequences  First, the
wevurity wid be devmied to have been redeomwed at the time of the excheage
The redemplion will be deenwd 1o have tahen place at its market salue At the
same time the petson Will be devmed 1o have acquired each srip  The will be

Jovmnd (0 have aeguied cach  sinp Bor the amount which bears the sue
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normal restrictions for charges  Individual smvest s could offset am, ks
aganst cae 11 income and oy excess could be offset aganst ciher scome it
in aiso proposed tha foreigh source mgonwe be taved under cane 111 Financuad
traders would be lisble under case Ton their trading protlis and loses  Penwon

flnds and charies woukd retain thew exempt status ™

The new rules will apply to bonds and to holdr - of bonds wherever issued
The new rules will xpphy 1o all gilts. including stripped and indeved wifis ™ 1
the case of an index-linked wlt. the aditistment will provide for the credits and
debits to be sccounted for as nor-truding Hems  The adjustiment will be made
wherever the security pives credits of debits by reference 1o the value of the
wecurity &t two different times and thete is a change in the retail price mdex
between thom two times  The adjustment is effected by trking the value of the
security at the ewder time  This value i adiused by reference 1o the
preTcentage movemerd in the retail price index betwesn the two tmes ™ A
security will be an excluded index-inked security if' the amount pavabie on
redemption is linked to the value ol charucablie swets  An amount will be
finked 10 Lhe vahie of chargoable sssety i’ it ix egual tu an smount determined
by applving & relevant percentage change in the value of the assels 1o the
amuing for which the security wan insed  The refesant percentage chunge in
e vidue of the chargeable assels relers 1o the pereentage chanue I the salue
of the assts or i any indes of the value of sich aswts over the reisvant
penied  The relevans penod v gither the persd bitween the e of the

seourity mxd its redumption or anv other period mowhih that perod s
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The main advantages of the proposed retiorms e that e tas treatwnt will e
choser to the scoounting treatment and the possibilay of amificial tax defirrids

being crested will be eliminuted

The ¢onaltative documet states that the rules should be the same flr all
U'nited Kingdom halders of gilts and bonds  However, i is consdered that an
accrusly or mark-io-market basis of taxation woukd be o complex fir most
of the non-corporate holders ™ Infand Revernw has decided that. ax a weneral
rule, nor-corporate holders will continue 1o pay 168 on feiveest on (he curmend
besis However, There wilf e a threshold above which mtecorporate investors
will be taxed o the same basts s corpotate hulders  This threshokd has been
wel & £200 000 Where non-comprale invesiors are above this leved, all guim
and losees will sither be taxed or wibiected 1 1 refiet, s the case may be ™™
In the case of non-corpocate investon. thete will be no gain or oss on death
In this situstion, transfer (o heirs and legatoes will be al market vakoe  Gans
and ksses will be deferred in the case of transfers between pouses  Such
tranafers will, therefne, he etfected al neither a gain nor aloss ™

The comsuliative document contains a8 discussion on the tay treatment of
profits and fosses in respect of financial instruments within the vaious cases
urder schedule 13 11 is proposed that the profits of ompunies be covered by
case 11 and losses be assanilared to the general treamment of charges  Thus,
srplus Josses could be ofiset agamst prulits of olher group companies, or

vould be carried forsard to be offwt agaimst Heture protits sulyee! 1o the
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discount income relating to the penod in gquestson is £10 00 Thus, company

A’s ingore Tor the period would be £1 10 0w

I compamy A sold the bond at the end of the accounting perod for {06 e,
and assuming the scerued discorsnt fiar provious sevounting periods was £20

006, the position would be as lofiows

[nterest JOERNG

Loss on sale of bonds i ¢ ¢:fforence between the cost end averued | 0K

discount, and the e proveeds

Toexable income RIVETY

Inlend Revenus has indicated that fhewibitity will be given as (o the mthods of
compuiation of accrued income  The yeneral approach will be, when possible,
to allow corporate investors 1o base their computations on thwie financial
satements  The Clower of cust o met renlisable value™ basis will not be
acceptable It in, however, pointed out that wheee debt is soquired &t par xnd
corporate invesiors adopt the socruals approach. (he effisct of the rew nubes
will be similar to the “lower af ¢cost or net realisable value bags  The effect of
the new rudes for companies swll be that the acerued mconwe sehomwe and the

rubes Tor the taxation of securities at a deep discount will disappear ™



the pavment is received  The second e sin vears attes the end of the
arcounting period for which the credit m respect of the interest was brought

it secoumt for the purposes of this proviven ™

The consultative documnent wives two examples, both of which assume that
the taxpavers are companies wih 12-month sccounting periods  1n the
examples, the facts are that company A holds & bond with & market value of
£} mullion a1 the begincing of the secounting perisd  The bond is redeemable
alpar  The bund wate auqtined for £955 000 The coupon is 107 and, a1 the

end ol the period, the market value of the bund was £900 oon ™

[f company A sdapts the markelo.market approach, ity tax lisbitity for the
sceounting period is caloulated as folkrws

Interest 100000

Change in . ~hae of bonds during the } { 100006}

period

Nil

If company A adopts the straight-line aceruals approach, the interest for the
period would e £160 50 In gddition. companm A would hasve 1o geeount
for the yeerued clement of the discount  As the discount for the penod trom
date of sequistion o matuiiy s £50 0001t s assunid that the portion of the
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inte account interent andd discounts which have accrued during the sccounting
period in question ™

The new rules will provide a degree of flexinidin  with regard 1ot
conputation of the incone and expenses, provid, ! the approach adapted is
consislent 1t is interesting to note that there wall be provision fur changes in
the sccounting method  Whers, in a loan relationship, there s a change n the
suthorized sccounting method at the beginning of an sccounting period.
certain assumptions il be made  These assumptions will be that the comnany
has cegsed to be a party lo the loan refationship with effect fom the end of the
immediately preceding peciod and apain became v pany to the reliosiup
with effsct frum the beginning of the current perind, the new relativnship is
wperaie from the previous one, the amaunt pavable on the termination of the
previous refationship and the commencement of the rew ane is a ir value.
and the amount payable became due when the relationship changed  [n this
situation, there is an accounting of the debits and credits and the net amount
will be brought imo account from when the change of the method . akes
effect ™ There will by provisions relating (v where & company receives &
payment of interest in respect of which tax has been deducted and the
company hat brought into aecount a credit in tespegt of that interest for an
sccounting period ending more than twe years before receipt of the pavment

in these circumstances, (he interest will be taben Mo sccoumt far the purposes
of corpuration tax in the aegounting pering in which the interest is received ™
A clainy may not be make under this prosision at aay time after the lder of two

dates  The first s [wo years after the end of the accounting period in which
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redemplion values and deep discount bonds with uncertain redetption dates
An example of such a bond s a limited prive index bond  Such a bond may
offer investors inflation-prooting up 1 a ceiling of, sav. 5% per annum  This
tvp~ of ot would conditute 2 deep gain security  The effect of such an sue
would be that issuers wotld not be entitled 1o dedint the inflation-prooting
element in the return Second, the rules did not encourage the development of
an official srips market in gilts  Such & market provides the opportunity for

interest payments to be traded separately from the underlving gilt or bond ™

It was proposed that, in terms ol the new rules. corporate investors resident in
the United Kingdom and Uniled Kingdom branches of noneresident companies
will be lisble to tax on the so-called “all-income” hasis  In other words, there
will be no distinction between capital and revenue profits and losses in respect

of yitts and bonds '™

Tax will be computed on an accruals or mark-tosrarket basis  Interest
received will be taxed on an accruals basis  1n celculnting profils and losses for
an sccounting pericd, a company may adopt three possible methods of
computstion.  First, the company mav reflect the value of the financial
instruments at the market value excluding the value of the acerued interest In
this situation, the inteest aeorning during the rkevamt period will be brought
imo gecount separately  Second, the company may reflect the value of the
financial instruments at the market value including the accrued interest  Third,
the company mav adopt un aceruals compugtation  This will invalve bringing
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complexity of the legislation  There was o demand for 2 simpltfication of the
lewislation The main reasons fiar this demand were that the existing legistation
inhibited the svolution of financial markets and the development of tew
finencial products. mvestors could incur fosses which were not claimable for
tax purposes. conversely, investon ~oukd make gains which were not taxable,
similar instruments could have receivedd different tax treatment as a result of
minor differences, the existing legisdation had the resulf that the tax tregiment
of financial instruments differed matenially from nomal accounting practice,
and finally. the legisiation provided scope for tax avoidance ™

As n result. Inland Revenue issued & consultative document on 28 May {993
on the taxation of gilts and bonds ™' In a press release issued by luland
Revenue an 10 July 1995, it wis announced that new rules would apply in
respect of the taxation of gilts and bonds  The new rules wuosld apply for
companies with effect from | April 1996, and for the {ew private investors
affected by the new rules with effect from 6 April 1996 ™ Sections 80 to 104
of the Finange Act of 1996 cover the legislative changes  These provisions
deal with the whole spectrum of loan relationshiy.«

The existing rules hindersd market development in two main respects  Fiiat,
they made it dificult w0 develop and market now tvpes of products For
example, an issuer of a deep gait security who was not tasable unde - wdule
3 case | was not entitled to a dedeetion ot his Rl costs in respeet of the issue
of the instrument  In addion, investors were nat entitled to tax relief in
respect of Josses incurred b them relating to their invesimenis in such

securities  Clearty, these nules discouraged the issug of bonds with uagertain
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The income element for an income period is determined secording to the

following formula

AxB -C

100

Where

A is the adjusted issue price of the security,
g is the vield 1o redsmption,

C is the interest if any pavable in respect of the income period '™

Where the periad of ownership includes only pant of an income perind, the
income element is detenmined on a pro rate basis '™ The total income slement
in the determination of the chargeable amount is the aggrepate of thw income
elements gnd partial incone eluments relating to the awnership peried in
guestion.'™ There are specific provisions dealing with desth.'” tramsactions
between connected persons'™ underwriting.'™ trustees.™  charitiex.
retirement beneflt schemes,'™ and stock fending ™' 1t is bevoud the scope of

this thesis to discuxs these previsions in detail

TAX RFFORM
Since the intraduction of legislaue dealing with the taxation of wills and

corporite s, the government received regular complaints voncerning the
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tax on the income element of the discount ds it acenies instead of on disposal

or redemption  This accrued incon is determined on the basis ofa formuda

The profit on the sale of & deep discount security hais twa slements. The first is
the chargeable portion of the discount in term of schedule [ case 1 or 1V
The second is & gain or loss resulting from fuctuations in market interest rales
of other related factory. Thix gain or foss is generally treated as betng of @

capitel nmture

Insofar as it is not covered by specitic Jugistation, the diwount on deep
discoun secutities is chargeable 1 tas as income of the lender wiven it is paid
on redemption

In 1985 measures were introduced to combat & tax planning device known as
coupon-siripping  This enabied an investor to defer his 1ax hability until the

relevan securitics matured

In 1989 legistation was introduced 1o Jevy an income charge under schedule D
cawe U or IV in .expect o & deep gain scunities  The charge arose on the
transiir or redemprion ol the security on the full amoumt of the gain reatived
In the vircumstances no o oe e capetal gaine tex grose The legislation
inchuded provisions covering the situatus whore a socurmy did mt constitute o
deep gain secutity ot the Tinw o wsie bt upon the ocourrence of subsequent

eventy, it was deened to be a doep ot securiiy

i



of the Income Tax Act that was inverted by » 201 ied of the Tncome Tax Act of
1990 T'he effect of this decision and the legislative amendnent to the
detinition of gross income was that the discounting profit accrued to the holder
of the fnancial instrument at the tinke when 1t way issued 10 him - Thus, prive
10 the enactment of s 241, the position in South Africa was in fiet worse than
the common law position in the United Kigdom  The effect in South Athiea
uf' 5 24) i5 10 apply an accruals basis to the taxation of discounting profit
except in the case of w corporate trader  In practios an investor will receive no
recognition of the fact thet his discounting profit is of a capited mature in ihe
accrual periods prier 1o that in whi b the instrurvent s tramsierned Therefore i
is submitted that the pusitiun in South Alrica in applving the accruals basis w
taxing discounting profits ana the lack of recognition of the capital nature of
the dicounting profits of an investor are incyuitable ' Whilst the conenon law
position i the Uniled Kingdom was mo entirely oguitable, & was more

equitabie then the poxition in South Aftica

In 1984 specitic logistation wan passed dealing with deep discount secunties

A doep discount security is 4 redeemable seourity that a company issues at
discount of gither more than 1%°0 of its redempiion sahue of more than ' Py
per year over the term of the security The discout is treated as income snd
accrues on 4 compuound basis 18 is Taxable when the secarity i disposed of or

rodected There ae ctcutintunices m wineh the hokder of a sevutios s hgble to
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profit arising from the indexation of the prinvipal is of & carital nare Omee
apain the South Aftican approach is perhaps inequitalie ds such increased
profh resulting from the indexation of the principal rolates (o the preservation
of the underlying capital vaiue and. as such, should be of'a capital nature

The weneral rules gave rise fu certain probloms in the vase of deep discount
securities The main prooksn was that, in the case of imosory thete was

uncertainty as to when there was i discount

Thia applied particularly if' a security was soki and not redeemed  In thewe
circumsiances, the investor would argue that he had not received a discont
but & capital giin 1t was, i all slages, accepied that if any portion of the profit
wis taxable, lishility arose on the realizetion basis In the case of » financial
dealer, &l profite were of a revenue nature wixd herefore tanable Rovemie
atesed that such profhs wore tuxable on the acerual hasixs Willingake held that
discuuinting  peofits should be tasable on the reslization basis  Raverxie's
resporie (0 this judgiment was {o inteepret it nartowly and only fo permil
tnancia! deslers to be taxed on the realization basis i certain conditions wire
met  This sue is also ¢ fackor i South Afhicg It i submitied thei a
tealization bass of taamg diwounts i gquiiable as the tax on the profit s
pavabde at a sme when e taspaver actually rveives of beeosies enhtied 10
recen e the Profit. Pt to the cnaciment of s 240 i South Afhicy the postion
wits determsined by the Appellate Disison decinion s CIR + Peophe's Stores
(WWatves Hay) (P Lad and the o 1o the detimition of gross imcome in s |
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probably be presumed o be interest However, if the instrument imvohved is @
proimissory note and the transaction is clearhy, one of disgounting. the protit will
clearly be & discount  This type of transaction wortld be regarded 8s ahitt to a
loan in South Aficg  As stated sbove. this approach has the atirsction ot

reflecting the substance of the transaction

The next situstion s that in which B ixsues A with a posi-dated promissory
note with & fhoe value of £120, an issie price of £100 and & reasonsble
commercial rate of interest payable on the fiwe valse  Depending upon the
circumsiances and periicularly the peniod to the date of maturnity of the note.
the £20 could represent & taxable discount, or it could represent o capital gain
to compensgte foi & capital rish  The position in South Afhica ts by o fwans
certain It is arguable that the £20 is of & capitel nature  However, on the
other hand, as an original issue discount is akin 10 x tramaction of kan in
St Aftica the discotrz would probably be treated s interest und would be
texable s w revence profll  Whilst one can understand the approach adopied
in South Afhica, the position in the United Kingdom is more vquitsble aa the

£20 repre-onts & pEvimenk to reward the imvestor o the risk of 2 capital los

Whete the face value of a pust-dated promissery note is adex inked and
reasonable commercial tate of interest 11 charpeaile o the face value of the
note, I is possible thal, whete the increased protit anising from the indexation
of the principal is not pant of the revipiont’s trade. sich profit may be of &
vaptial natare  In South Alrica it would he duticult to angue that the increased
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beet oriicized In spite of this critivisn this classitication represcats the cament
law  Thin gpproach is ditforems From that which las been adopted in South
Affica where an ordgital isse discount is reirded as a transaction of luan, and
the discount s shin 1o interest The approach tx smufar i the case of the
purchase at sale of 2 financial instrument I this o, the discounting proti
i troated as o (racding profit in both countries 11 is submutted that the spproach
adopted in South Afiica 1o the clasification of a disountiog profit s
preferable as it p.cords with the substantive position

Discosinds are chargosble to income tax in the Utod Ronekor under othet
scheciule I3 case [ of schedule [ cane | Schedule 1) case 11 spplics in rexpect
of anrasl profits oF gains accruing to residents of the United Kingdom in
reapect of &l discounts Howeves, where the annugl prafits or gains thom
dincounis arise of ACCTUE 10 BNy person rewding I the United Kingdom from
Eny tracke carvied on in the United Kingdom, then schedule D case 1 applies
Nu distinetion is made between the s of & post-ditted hil. note or ond o «
discourd on s thoe value and the purchase and sale of a bill, note or bond
price to maturity date Protits ftom both of these types of tramactions gre

charyenble 1o tex under swhedule [ vase Tor HL as the vase may e

A namber of differs i situatsons can asise 115 A advanees 13 £500 on conditon
that 13 wall pay A S0 aBer one sear. all she crommsianees of The case need to
be examined i ordes o detenmow the nature of e iwscrenwent of £100 3§ is

ot chsar o the contrict what s the nature of the ransaction, the profit will
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was acquired for £1 000, #t had a8 market value off £900 at transition date and
was subsequently redeemed fiw £1 000 If one applied  kink test. the taxable
guin on redemption would be ndl  The reason for this is that the bond was
redeemed & the taxpayer's acquisition cost [l one did not apply & kink test.
there would be & tauwble gain of £100 under the new rules *** Inisnd Revenue
has indicated thet it is contimnng discussions regarding the most appropriste
way of dealing with the transition **

CONCLUSION

Discount has been deftvad as meaning the deduction made fm the amount of
& bill. note or bond by & parson whe. gives value for it before it is due This
definition covers both the issue of 2 posi-dated bill. note or bond a1 a discount
on its feor valus snd the purchase and sale of such an instrument prior to
maturity date

1t hats boen held ihat discounts are distinguishable from imerest  The purchase
and stle of & pust-dated bill, note or hond at 2 discount on its feee valwe hus
been held 10 be a purchase snd sale wxd not & comireet of ken The

classification of an original issue discount as a discount and not interest has
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At this stage it is not clea how a sops marker in corporate borkds would
operate However. it was considered that the proposed retorms woutld remoe
some of the tax constramts which coukl inhibit the develupment of such &

market

Transitional arrangements are discussed in the consultative document ™ It is
proponed that laxpayers should be sble fo mark-to-market their existing
holdings at (he date of commencement of the new nules  111hey slect (o adop
the sccruals basis of taxation, they shoukd be abie to sart using this basis from
tha dae  Gains and fosses relating to the period prior o the commencement
date would be tremted in accordatve with the current rukes Where (his
resulted in taxable pains and losses. swch gais and losses would ool be
brought 10 account on the subsequent dispusal of the bond or gilt *'

One of the issues 1o consider is how 1o smplith the trensiton to the new rules
If there ix no realistic and readity available price at which bondholders can
convert their bonds at the date of commencenment of the nev rules, ia there any
way in which hondholders can bring their bonds o aecount without marking
them tu market at the date of implementation of the new rulex? Theee is a
discussion of the we-calked kit wost” i the vonsultative docutent ™ These
a5 2 wt of rales atined at ehsurny Hat taspasers dilg it taned ot mote garms
o rebioved on more Tosses Than woukl vy been tiwe case Tt thes held the
bond over the Tl penod Lo iy matunn, inchading the period covered by the

transition A simple evample thastrating this tost i i one assatmes that @ bond
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coupon sirips and corresponding coupon payments o be (reated under the
rules for deduction of tax at source  Rules i quarterly accounting will be
introduced **

There are certain problems relating to & wilt strips market  Under the present
rubes the holder of a yilt in stripped form falling under the rules relating 1o deep
discourt bonds will have a tax deferrel benetlt which outweiphs most non-tax
coneiderations  Whilst this could be mitigated, there would siill be strong tax
incentives 1o hold or avoid strips as the corresponding unstripped wilt moved
shove or below par  In addition, sirips denived from the same gili. but created
at different times. would have different discounts &t dates of issue  They

would nox, therefbre, be mutually funible ™

One option would be fix United Kingdom corpurate hoklers 1o aceount for the
maturity procesds of the coupon srips in the quarterly acvuunling
arangements  Alternatively,  strippable  wilts could be exempt  from
withholding tux  Imerest on sirippable gilts would be paid gross and would be
excluded from querterly sccounting  This would apply regardiess ol whether
the gilts were held in a aripped or wustripped form ™" | ntrippable gilts
would remain subject 1o withhokding tax or quanerly scooumting where
appropriate **7 1 s been dovided that srippable wilts should be exempt ttom
the withholding tax and quarteriy sccounting arrangemenis beiny introduved in

connection with gilt repos ™

AL



he taxable on the (il amount of their profits  No special rules will apply to

indexation element ™

Limited price indvx bosds give inflation protection up (o cerain limits o
bondholders They may take different forms  For examiple, they may wipulate
that there are no interest payments in the Srst few vears of the bund  These
bonds would be classitiod as deep pain securities under the prosent rules
Thue, the current position is that the issuer will not be able to deduct the costs
relating 1o the indexation and imvestors will not be entithed 10 tax relier in
respect of any lowes incured by them The proposal is that such bonds shoukd
be fllly covered by the new rules  Thus issers wolkd be entitled to deduct e

cost of the limited indexation in the computation of their profits ™'

Al present there is & distinction between securities and other forms of debxt
sich as overdrafia, trade debts and loans 10 is proposed that this distingtion

will remain  Thus the new rules will not apphy to such other forms of debt

Options, warrants, fiures and other derivatives w witts and boids will be
covered by the new rules  Protits and losses relating 1o such derivalives will be
Ireated as being of an income nature  Corporate holdees will aceount for tax

purposes an a mark-lo-imarket of seceptable aceruals hasis

Ui new rules will apph 1o stopped s Therelone, returns will be brought

b Bovou oft an avetudls oF markto-pnghed basis  1E will by necessany lor

K



In the case of mdesed bonds. i1 couid be wrpued that where the redemption
price is linked to an official price index the tax treatmaent should be wmilar to
that -=nlying to indexed gits  The issue which arisex is whether it is
appropriate for bands linked to share indices 10 be treated differently from
shares which remein within the capital gains rules  Apunt sfhom this issue, in
analyzing the siiuation in respeet of corporate bonds, one must consider the
position of the issuer as well as the position of the investor I one makes an
sdjustmert in the hands of 2 bondhaolder for the indexation of' 8 bund, it should
be appreciated that one must maeke g corresponding adjusiment o the
deduction cleimable by the isasuer of the bond  The experies.ce has been that
where the tax positions of issuers and invesiors have been symmetrical,
indexed bonds appear to heve hed little atiraction  The types of situstions
which have mede indexed bonds attractive ane those in which the investor is
not texed on the indexation and the issuer is (ax exempt or has a 1ax Joss, or
the issuer is able to deduct the costs of indesation in two circumsiances  The
first is where the costs are deductible vither under the rules of & foreign iax
oude and the second is where the issuer is g financial trader chargeable 1o tex
under schadule D case | If indexed bonds were treated in the sume way an
indexed gilta, nancial 1raders isming such botds woukl mo Jonger be entithed
i deduet the costs of indesation  Huowesver, oppuortunitios fur tax srbitrage
wottld still exist where issuers are subjeet o fireign (ax jutisditions and not
subjest [0 tax in the United Kingdom ™ it has been decided that issuers of

indexed bonds will receive Tull tas rebiel for thair coste and that investors will

_‘.q‘!



In addition to the types of instruments referred o above, there sre other non-
equity shares which could 1all within the new rules  In theory, the dividing
line should be that shares which give the holder a proprictorial interest m the
company should fill outside the new rules and shares which do not should be
covered by the new nules  In practice. the dividing line is ool always a0

i

clear

It has been decided that the new rules will not gpply 1o two types of bonds

The Arst i bonds which, at the time of issue. there ix a genuine possibiliny of
future coaversion or exchange into equity The secund is bonds wives
redemption velue is linked to share or commodity values  Where these fypes
of bonds are hekd by companies. the interest, discounts and premiums epplving
to them will be taxed on the accruals basis ™™ 11 has also been decided 1hal the
new tules will not epply to non-equity shares, including £ero coupon
preforence shares  However, if' this results in distortions, the position will be

reviewed ™"

IF the rew rules were o apply 1o indexed wilts, holders of existing gilts would
wifer substatial losses  The reason for this is that new isetes would require
higher pre=tax yields  The effactiveness of inflation-hedging would be alTected
by taxation [t has, theretore, been devided thiat the nesw ndes will not apply

these types of gilts

hal 1)



new rules The security should represent a creditor relationship of the
company, and the rights attaching 1o it should include the option of the
conpany s becoming entitled 1o acyuire any shares in a company  The extent
to which the shares may be acquired shoutd not be determined by using 2
specifled cash value or be ascertainable by reference to the termy of these
provisions  The security should not be a relevant discount seeurity dand, at the
time of its creation, there should have been little Bkelibood that the rght to
acquire the shares would be exercised 10 a significan extent.  Finafly, the
socurities, particulardy when sokl, should not form an integral pant of the
company's trade.”™ The amounts which will be . Hor in termis of the
new rules will be those relating (o interest ' This wis be determined by
applying an authorized secruals basis of accounting ™ The cunsideration for
any acquisition or disposal of such a security shall be taken into account in
determining the interest S0 much as relates 1o interest or acerued interest will
be treated as nol forming part of the consideration for the purposes of the

rules ”

The case of bonds which are convertible into shares and which differ from
those described above is more ditfivult to wsohve On the one hand. where the
price of the bond is closely linked to that of the dssociated share, one could
argue that it should fall vutside the new rules  On the uther hand, whers it is
unhikely that the bords will be conserted 1o shares, their salue sl be sinilar (o

oo ertible bonds **

i
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at less than its noninat salue minwy N Thus Wadton t argued that, m the
example given, the profit camed by the holder at maturity of the note was mo

wholls gs & result of the oniginal discoumn

Loamax (HM Inspector of Taxes) v Peter Dison & Son Lid, The National
Providem Instiution v Brown. Lord Howard de Walden + Buch (HM

Inspector of Taxes) 23 TC 384, Bennett v Ogston

Willingale v International Commercial Bank Limited. Diwchiield v Sharp &
others

Willingale v Imtetnational Commersigl Bank § imited

Lomax v Peter Dixon & Son Lid To iflustrate the type of contract in which
compensation wus given for capilal sk, 1.ord Greene MR gave as an example
the contracts of loan that used {0 be given on a golkd basis when the currency
had left, or was gbout to lexve, the gold uandard In such cortracts the
rmount to be repaid was tixed to the price of gold at repayment Thus, i the
surrency depreciaied, there was an increase in the amount of verding 1o he

repaid ot maturity

Inland Revente press release 28 June 1982 Simon's Taves 3 rey od (1983 vol

1 part 135 at para § 207

See The Tax Treatmwnt of Capital Market Instrunwents Worldwide { September
1871 0=7 A bond s not stibyest to capital wains tax undess it is a quahtving

corporate botd A quahiiving corparate bond i a secunin that s quoted on a

1733
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56

57

at 360

i 1a?

1982 5TC 124

nt 12930

at 130-1  Section 10%2) of the Income end Coeporation Taxes Act of 1970
has now been re-snacted as s 1803} of the Icome and Corporation Tases Act

of 1988

w130

a 129-34

at 131

a [l

(1921)8 TC 57

Ditchileld v Sharp & ofhers ar 1123

VWalton J was bound by the decision in The Sational Provident Institution v
Brown, but was of the view that the low wan unsatisfactony In order 10
ilfustrate the weakness i thit doeosion the leurmed judpe gine an example of a
noneinterest-bearing promissory note isswed at & discount of' X when interest
rates are fow 1 the interest rates subsoquently increase, the market value of

the pote rodiwes 10 at thit stage. a person acquires the note, he will seguire it

1
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3% TC 383 This decision was tollowed in Davies v Prenver Imesiments Co
Tid 27 TC 27 The decision m Lomax (1M Inspector of Taves) « Peles
Dixon & Son Lid 2% TC 263 contains an wopontant review of the law relatrw
o discounta There are & number of cases that bave dealt with the distinction
between annuilies and instalments of capital Where there huve beent pavments
which do nol consittule anmaties. st cases vy deteriined whether there
was &1 income lement in the pavmentx and whether these constituted interest

See glso JRC v Ramsy 20 TC 79 180 v Wesleyan & Gueneral Assurame
Socigty 30 TC 11, Camplefi + IRC 48 70 427, Ridye Soviarttes L1d v IR 34
TCITL Yestey v IRC 0 TC 1120 IRC  Chugeh Commissiongts For Haggland
1976 STC 339, IRC v Plumpwrer 1979 8TC 793, Parrin « Dachson 14 10 o8,
Chwdwick v Pearl Life Insrance Co (190%) 2 KB 507, Rushin Investments
Lidy Copemap 28 TC 187, Scobde v Secretary of Stage for ludia 4 TC 478 |k
in, however, beyond the scape of This thesis 1o oxanming these cases s they are

not cirectiy rebevant (o the discussron an discoutiis

Lemax (HM Inapoctor of Taxes) s Peter Dixon & Son 'l d at 184.7

at 156.7

at 157-00

at Joid

& 108

at 3687

LR I



k3]

3

KR

M

1%

10

17

n

See Berywy v Oyston 18 ¢ 37441 37

Willingstle v Imernational Commercial Banh imited at 77

1978 Bntish Tax Review o)

Witlingale v intermationat Consmerciat Bank Limited w77 and K1

aTH

(187920 LR 107 Ch D)

8TC N

a SB.6%

&t 6870

a 7i-Kl

& ¥1-100

et 81

a1 87

alvs

2TC 1R

af F8]
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al 77.8% and 258

&t 77, 8] and 87

af 30-1

al 81

Soe 'Curretl Notenr Wrong Apain Willingade + Intetsational Commescial

Bank | imited” 1974 BTR 09 a1 047

Y Hiigale v Internations! Contwrcial Bank Limited at 78 801 and 87

ibid

o1 &0 and Bo-?

® 40 and 87

a 82 and 87

1978 Batish Tax Review oo

Sew, for indatwe Nt of Cases A Matter of Interest Willingale s

Intermatonal Uommwtvial Bank muted” 1ITRITR 240
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FOOTNOTES

United Kingdom means Creat Britain (Foghand, Wakes and Scotland) and

Northern Irefand  See sch | of The Interpretation Act of VTR

s [8(1) of the Income and Corporation Taxes Act of 1088

s T80 of the Ingome s Corporation Taves Agt of §9%N

See the defluition of discount in 11 W Fowler & F G Fowler The Concise

Oxtord Dictionary $ od (1966) See also Torrens v IRC 18 TC 202 ot 207

See Willingale (bupsstor of Taxes) v Internationsl Commpreial Bank 1id
1978 STC 79 The courts have held that the profit on the sale of
interent-buaring sscurities pricr 1o the date of pavment of interest ix not uf an
ittterest nature See Wignore (HM Inspecion of Taxes v Thomas Sumimerson
& Sons Lid O TC $77 and JRC v Qakley 9 TC 477, in which it wax held that
where interesl-boaring secunitios are sold shorthy belore pavment of the
interest. the Hall amount « "ihe interest is tanable in the hands of the purchaser
of the securities As repands seourities wenesally, sw The National Brovident

Institation v Brown R TC 7, Dachileld v Sharp & others 1982 810 7
JOMSTC 78

at T8-88



noe distinetion should be made hetween distribntions and excess icome The
full coupon should be treated as skin 1o interest 11 is Rurther submitted that the
treatment of preference sharcs &» Joan instruments has the advantage of ghing
effect to the substantive nature of this tvpe of share and it has a vertain amount
of merit  Prefenence shares are treated as equsty nstrumests in & 24) in South
Aftica and are not therefire taxabie m torms of this section  Possibly the
South Aftican spproach should be revivwed av it is wubrnitted that the T ited
Kingdom approach is preferable  Such an approach shxwild also be 1aken in the
case of conventible securities  Effect shouid be given to the substanine natute
of the instrument 117t is likely to be converted (o an equity security, it shoukl
be trested ma an ordinary share In Suath Athica the approach should be
similer to thal edopted in the United Kingdom  Shanes that give the holder o
proprietorial interes! in the company should not be covered by » 24) and shares
which do no should b covered by « 24)

Finvefly. it is clear that there are certain gspects of the new nules in the nited
Kingdom that have merit and highlight arcas thet could be applied in Sauth
Aftica in order to improve some of the deflciencies that exist in v 24} I
addition, there are espocts of « 24) which could be adopted in the {nited
Kingdom which could make the new nules simpler and nxore equiitable



Both the {'nited Kingdom and South Attican rules enable the development of
o sirips market  The ndes in the United Kingdom have specitic sules covering
wirips whereas the general rules contained in s 24J would apply to strips in
South Afhica [t is important that there is adeuate texililit i the nules fiv
the development of such a market  This Hexibility evisix in the kegislation

both counsries

The new rules in the United Kingdom deal specifivatly with centamn types of
instruments such as thowe creafing manufactured inferest and deep pain
secutities [ is submitted thet once spocifle types of instruments are covered in
the ke Jalation this has the etfect of making the rukes more conples and cuild
lead to amendments as schemws are developed tu take advanage of the
distinctions contained in the legislation 1n this regard. the approach adopied
i 8 245 is preferable in that 1t does net distinguish between differet ivpes of

inmruments

The rules in the United Kingdom apply (o bonds and various hipes of huan
instruments  They also apply (o nor-equity shares such ax certain types of
building society and preference shares  The effiect of these rules insofar as they
Bpphy 10 preforence shanes is thut wains and dosses relutitg to them are treated
as being of an meonw nature Tasaers man dodint am coupon relating 1o the
shares subtevt 1 the e that any eveess ovet 3 nomal comseteial retum is
uealed s & distibution 1t is subimitted tar preference shares shotld either be

treated as loan or equity instruawass 18 they e treated as foan mstiuments.,

Ui



that the South Altican baws of valuing trading stovk is a preferable basis 1o

apply in the vase of trading stoch consisting of fingncial instnanents

The distinction in the United Kingdom between corporate and non-vorpotate
holders of financial instruments has the advantage of' being practical and
realistic  Noh-corporate holders below 3 certain threshold continue Lo pay tas
on interest o the current basis  This approach is preferable to that applicable
in South Affics where the rules contained in s 244 apph 1o all holders
Corporste traders have the advantnge in South Athea of being able to account
for irading stock in the normal manner and el o the aceruaks basis  Apan
from this distinction and the fact that an incaime instiument can only be held Iy
numscorporate holders, there is o distinction in s 241 beiweent corpotate and
notecarporate holders 1t in submiied that tiw United Kingdom approach
should be sdopied in South Atfiica so that the smaller non-corporate holders

&re not faced with the complex provisions of s 24)

The new rules in the Uniled Kingdom give revognition to indexed wlts and
Toah refationships linked to the value of churgeable assets For example, in the
case of an index-linked gift the adjustnwent prosides Tor the credits and dubits
are accounted {0r as non-trading senss o such distinetion s made i 3245 of
the South Afbean Ivonwe Tax At The approach adopied in the United
Kingdom is certainly equitable in that f has the effect of not asing wtlationany

watins but on the uther hand it dues make the rules more complex

(S (1



In fermy of the pew nules s is computed on an acoruals or matk-to-mathet
basis  [nterest received v taned on an acoruals hasis [ principle this
approach is similar 1o that adopted in Sowth Africa with the promufyation of «

24) snd cannot be criticized

in urder 1o caleulate the profits and fosses a company mav adopt three
methods of computation  These are reflecting the market value of the
instrument without taking aceount of the interest and sccounting for the
intorest separately, reflecting the market vakie of the intrument inchuding
intereat end. Instly, adopting an accruals busiy of computation  The approach
taken is £ 24) in South Athica is not dissimilar  Companies which are teading in
financial instruments may sccount for the inmruments ax trading slock and
reflect the value of the instruments &l their cost or market value, whichever is
the lower In effoct, the tax is payable in this stuation on the sl or
redemption of the instrument 1t i submitted that this approach is equitable as
the taxpayer will have received or will be entitled 1o recen e the proveeds From
the sale of the instrument at the tinw when the liability for peyment of the 1ax
arises  [n the United Kingdom the "kwer of cost ur net realisable value' is not
acceplable  However, where debt ix avquired at per. the eflect of these rules iy
simitar 1o the 'lower of cost or net realisable vakie” busds Tor accounting for the
instruments 11 is submitted that, in the interests of simplicity, there should not
be a distingtion between the accounting of ordinany trading stock and financiaf

instruments beld amd sl disposed of By @ tader Theretore, it is submitied

LA



The amount of the income tas charge is the fesser ot the amount obtained on
transter o redemption or the total income clement in the discount for the
period of the ownership  Where there s no incomw tax charge the normal

capital gains tax rules apply

The legislative rules in the United Kingdom covering discounting iransgctions
were unduly complex.  Conseguently they inhibited the evolution of financial
markets and the development of new fnancial produets snd resulted in
inequiteble discrepancies in the lax treatment of certain types of discounting
profits and losses. From a South Afhican viewpoint these rules fllustrate wwo
fects Firat, if the legisiation covering the taxation of discounting 1ransactions
hecames too complex it can inhibit the development of the Anancial markets
In view of the developments in the linancial markets, particularly the
development of & s~ps murket, and the creation of new types ol financial
instruments, #t is important that there is fexibility in the system 10 allow such
developments Second, i the leislation covering thess types of transgctions s
too complex, it can resull in the fegislation becoming oven more complex as
schemes gre develaped 1o circuinent fie n Despre its complexity,

the legislation may still nol achieve the object’s » that the legislators intended

New rufes have been promulgated ot United Kingdom  They apply o
sompanies with effect from 1 Apnl (906 and 10 the prsate investors aflacted
by the rubes with etfect from o Aprl 1866 They dead with all tvpes o koan

trans.Hons

Lt



The events which save rise 10 a security boing deemed (0 be 2 deep gain

seeurity were

() the issue of further securitios under the same prosprctus as the origingl
¥eCHnty as a resuft that at any time more thait bt of the salue of the

security is issued under the prospecius constiluted deep pain securilies

(2)  the terms uf'a qualifving indexed security were varied by agreement so

that they were no longer excluded as deep gain securities, and

{3} an event took place after the issug of o qualitving convertible security

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

In 1990 lugislation was introduced in order to tax the discount element on a
transfer or carly redemption of a qualifving convertible security  Such 8
securily is one guoted on a recognized stock exchanye, grants the holder o
single optivn for early redemption. carries & tight 1o onvert the seeurity into
equity shares in the wauing company and would, Lut for the legslation,

constitule a deep discount or deep gaitt swunty

lncomee tax is chargsable aither where tne holder Iransfers e security a1 @ i
when at least one option fbr catdy redemplion is still open or where he redeems
his security by exercising an option for earh redemption  An incomse tax
charue arises where the sectnty is radeemed at masturn

wn”
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137

paca 203y of seh 11 o s 94 of the Finance Aot of 198 Paragraph 2014

sdiscussed inn 134 applies to this paragaph

para 24 of sch 11 o s 4 of the Finance Act of 1989 Pacsgiaph 2ti

discussed in n 134 applies

para 205 of sch 11 to s 94 of e Finance A of (989

Paragraph 2(9) provides that a redemption does not slude wy tedemption

which may be made prior to matu-ity only a the option of the tssuer

Parsgraph 2010} prosides that where the redeniption procesds of inlerest are
index finked for a nevonal period it place of o later actual perid (8 process
known as lagging) this conditan is treated as faltified if two tunthey conditions
are fulfilled  First, the notional pedod must stant et mote than eight months
heftwre the actual period starts and must end mor more than eight motths before
the actual period ends  Secund, the index applied for the toticisl perod must

e applied procisely and without restrction

Paragraph () 1) provides that where the redemption procesds are not Jess than
an amount stated in the terms of issue, this condition will <l be fulfitled i a
SCUTY wan Dnstred prios to 7 June 1989 aid the anwunt sated does pot

comstitute & deep gamn

Farsgraph 2011A) stipulites thit wheie the redemption proveeds are no b,
thim a specTied percentage of the issie powve. this provasion shadl not prevem

this condition beimg Reiilked o the spevitiod percentage s not wreaier than Hr,

(Y]
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para 1%}

pata 1)

para 1(7)

pars 202}

Paragraph 2(14) provides that when issows are handied v an agont or
underwriter, the tenms of issoe iwlude amy termis o which the agent or the

uiderwriter offers & secunity

Paragreph 2(8A) provides that if’ & security was issued before ¥ June 1989 and
was not quoted on a recognized stoch exchange at the time of issue, hul was
so guoted on B June 1989 for the purposes of the third category it is doomed

to fuve been quoted at the me it wan issued

Paragraph 2(8B) provides that i the secunty was maud on or atter 4 June
1989 and wan guoted on a recopnieed stoch vxchange atter st was issued bat
priof to the end of the qualifhing period, §w the purposes of thwe thied category,
it is dewned o have been quoted i the i it was vsid (e gualihng
periodd 1 the persad of one tionth bogming with the day o which the vecunty

was isapxd

i



120 para H3AY of sh 1 to 8 M of the Finatwe Act of 1989 This provivion does
pot &pply 10 & redemption made o pursitance of the exercise by the holder of

the security of an option

132 para JO3BMa) and 13ERG) of 2B T 1o 5 94 of the Finance Aot of [oR0
Parggruph 1{3C) and H3F) provides thai tlus conditnn i biiled 60 s
fultilled by reference 1o amy one potential holder iespective of whethey o i
fulfilbed by reforence to amy other potential holder

123 para {{IBXA) snd HOAEXA of sch H o x 94 of the Finawe Act ol V89 [n
terms of para HID) and }{a(i) whete the seenrity i one under which the
terma of issue can be converted inta of exchanged Tor & seourity of & diferent
kind and it fallx (0 be decided whether the conditions set out w subpares
{3BUA) or () and EXA) or (¢) are fultifled  The condition is not trested a»
Fafilled unless « iy HulBlled having regard onby to cirgumsances i whivh the

night to convert of exchanye are unlibely to (ahe place
{24 ihid
b uvigit My St dlen b ek B sian e e By i e e ——— A
1258 parn 108} anf 13EXA of weh [Tt s 94 of the Finance Act of 1989
{26 parw Hd}a)
127 para 10404)

IR para H4loa)

P20 wa LA
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121)

para 2023 of schi 4 1o s €7 of the Tconwe and Corporation Taxes Aet ol 1988

para X of sch 4 to s 87 of thw focome amd Corporation Tases Act ol 1988

para 240 of sch 3 10 s 57 of the Incomw and Corporation Taves Aet off 19RR
The comerson must be one t which & 132 of the Tasation of Chargeable
Ciains Act of 1992 applies and the exchange must be ong 10 winch ety

138y or 13001 ) of the Taxation of Chargeable Gains Act of 1992 apply

The Tax Treatment of Capital Market instruivents Workwide ar 82

ibid

1978 STC 74

See sch 1110 894 of the Finance Act of tuly

para 109) of sch 11 10 8 94 of the Firtwe Act of (989 {1 shoukd be mated
that para 10 provides that the amount pryaids ont redemption dix < not include

any amourt punbh b\ Wiy ul’mwesl

LErpreny -

pare 1(1) ol xch 11 to 94 of the Finance Act of 1989

park 129 of seh H to s 2 of e Finace Al of 1989 11 the sevurity is
cupabve of redemption on mwore than ose ocvasion, the gondsiton i fudlitied oo

i« fluliiiled as regards any ot o these secasions

para T4 ol seh T to s 94 of the Finamee At of 1989

para 1{3) of seh 1o o 93 of the Finance Act of (V8
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111

para 16 of sch 4 1 s 87 of the Bwome and Comporation Laxes Act of 1088

para 17 of wh 4 1o 8 87 of the Toconwe and Corporation Taxes Act of 1988

para 18 of'sch 4 10 x 87 of' the Inwome and Comporation Taves Act of 98B

para 118

pare 11{1}and ()

The Nationat Provident Institution » Brown at 80 and 8)

Simon's Taxes at para B4 4 14

para 3¢1) and (2) of sch 4 of the Fingnev Aet of 1984, now mcomporsted in
parg 2(1) and (2} of sch 4 1o 8 87 of the Income and Corporation Taxes Act of

19838

pera 2(1) of sch 4 10 8 57 ofthe Icome and Cotpuration Taxes Act of 1988

para 3(1) of sch 4 10 s 47 o' the Income and Comporation Taxes Act of 1988
Where the income pevied falls only parth prior 1o sequisition of the seeuniy,
there is provison for the incomw glement fiw that peciad (o be apportioned

para MIHb)

pard 2013 of sch 4 to s 87 o the Tncome and Corporation Taves vt ol 19R8
In terms of purg 207K & company holids assets i 11 has a beneticial interes! in

thern and seguires them 18 avguires sitch 4 mteres i them

para 206 o swh 4108 87 o the Tncome and Carporation Taves At of [URR
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where » perind is fess than an swonwe period. the meome clement By th
peri i

period is pro-rated

paragraph 401 3a) of sch 4 to s 57 of the Income and Corporation Taxes At

of |9RR

Simon's Taxes at para B3 414, ) Tiley (ed) Butesworths UK Tay Cande

{93,412 od ot para 9 80

paragraph 7(1) of s¢h 4 o « 87 of the Income and Corporation Tases Act of

1988

s 118(1){u) of the Taxation of Chargeable Cigins Act of 1992

8 381 13(M of the Taxation of Chargeshble Gains Agt of 1992

pare 7(2) of sch 4 10 ¢ 37 of the Income and Caporation Taxes Act ol 1988

parg 703) and (3) of soh 4 1o 8 57 o the Income and Corporation Taxes Act off

1988 Sec also sy 1RE(ING and (H). 12801 and 3B 1itb) of the Taxation of

(hargeable Guins Act of 1992
s 1 18(4) of the Tixation of Chargeable Gams Act ol (902

paras 9 and bl o E o s 87 o the Togome and Corporation Tuxes A of

{UBN

parg 14 of seh 4 o v 87 of the tocone and Corporation Tases Act of 198X

st 15 ofsch 4 to s €7 of the Incomwe aid Corporation Taaes Agt of 198N

A



31

13

s

securities is not later than that of the old securities  Second, no additional
consideration is ghven for the conversion or exchange other than the new
secutities  Upon the disposal of the new securities, the accrued inconw
artributable (n the period of ownership of the oki securities is added to that of

the new securitics

When a deep discount securily is disposed of or acquired under & coniract,
pira 8 atipulates that the date of disposs) or aequisition is vither the date the
cortract wes concluded or, il it is conditional, (he date of Rilfiiment of the
conditicn

Para 4(1)(a) of sch 4 10 5 57 of the Income and Corporation Texes Act of

1988

Para 42} of wch 4 10 5 87 of the Income and Comporation Taxes Avt of 1988

This reiates to deep discoum secunties issied after 1R March 1985 and
covered by para 2 of sch 4 1o & 57 of the incame and Comormtion Taxes At

of 1988 The provisions relate to coupon-siripping and sre discussed below

para H3) of seh o 10 3 57 of the Inwome and Corporation Taxes Act of 1988

An incomw peniod is defined i para 1UKD as anv vear eiwding inmodiately
befirre the anniversary of the date of e of the securits o any period which
s Jews than & vear and whoh beyins on the sewe date or its anniversary and

etwis on the date of redemption of the security  Paragraph 441 provides that

th



77
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para 1 1B) of wh 4 to s 87 of the Income and Comporation Laxes Actof’ 1988

para 21

The vield to maturity in refation to & security has been detined in para 1{1¢h)
of sch 1o 5 87 ol the Incoime and Corporation Faxes Act of 1988 It means a
rate such that if' @ sum equal to the isue price of the security were invested at
that rete, the value & redemption date would oqual the amount pryable on the
wocurity ai redemption dute  The rate must be compounded at the end of each
income period and interest sttnibutable to an income penod cannot be

deducted after applying the rate

pard H1)(a) of sch 4 to s 37 of the Inc» ¢ and Corporation Taxes Adl of
1988 A disposnl takes place when there would be a disposal under the rules
relgting 1o capital gains tax  See paragraph 701 of seh 410 8 87 of the Income
and Corporstion Taxes Act of 1988 There is a deemed dispossl by a
deceased immedistety prior fo death in terms of para 7(3)

Paragraph 7(3) provides that where deep discount securities are comented in
terma of which s 132 of the Taxation of Charyesbie Gains At of 1979 applies
o exchanged in circumstances in which « P38 of the Taxation of
Chargeable Gains Act of 1942 apphies. the beneticial vwawer of The sequnitios is
reyarded as having disposed o them immediately belore the comversion ot
ewehange 10 ferme o para 7060, when, o discout sovutities have been
comerad into or evchamead fiw othes deop diseount sevurtties, thwre i no

deennxd disposal if two comditions exist - First, the redemption date of the new



{iity  issued under a prospectus under which no securities were
issted betore 13 March 1989 it was ool an onginal e
under the prospectus and the original s related 10 poe

edged securities which were not deep discount securities

However, where the aggregate nominal valire of sevurities
issued under the prospecius which would otherwise e deep
discount securitios - coeds the agyurepate nominal value of
other sacurities, all securities issued under the prospectus will

be (reated as deep discount securities in terma of peragraph 19,

thy A wecurity which ix mot & slt-odgaed security and it was isued under
the same prospectus as another xecurity isseed prior to i which was

™R & deep discount sevurity

If the sgregate nominal value of socutities issued wnder the
proapectus which would otherwise be deep discount securities excoeds
the aggrogate nominal value of other securities, ell securities issued
under the prospectus will be trented as deep discount sxatities i

terms of para 20

A pilt-odyed security i one listed in sl 2 of the Capitad Gains Tax Act

of [9M

T pata AT of seh 4 v s €7 o the Ineome and Corporaton Tanes At of TORY



13

M

74

Sew para 1Koy and (D of the sch 4 to 857 of the Income and Corporation

Taxes Act of 198R

See paragraph 1(2} of the dth schedule 1o s 37 of the Income and Corporation
Taxes ‘ot of [988  The new securition will qualify as deep discount securities

it they rvore isvized by a company and

(®)  the old securities would have qualitied as deep disount securities Tud

they been issued after 13 March 1985,

() the tedemption date of the new securities is later than the redemption

date of the old securitics,

(v} the redemption proceeds uf the new securitivs excied those of the old

securities

Sew para 11 of sch 4 10 5 87 of the Income and Corporation Texes Act ut

w82

Sew para {1 Xk of sch 4 to 5 87 of the Income and Corpuration Taxes Al
of 1982 inserred by paragraph 2(2) uf sch 10 of' s 93 ol the Finame Act of
1989  The types of securities issued wixler two or more iranches under the
samme prospectus which are excluded from the definition are the fillowing
{u) A pilteedwesd sevurity -

{n instied before 14 Margh b,

iy issued aifer 1 March 19RO but under the samw prospectus as o

diliodud  wounty ssued Iwtore that dae
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74

7%

See para 1) and (o of the sch 4 1o 557 of the Invonw and Corporation

Faxes Act of tvgs

See paragraph 1(2) of the 4th schedule ta » 7 of (e Income and Corpuration
Taxes Act of 1988 The now securities will gualifv ax deep diseotnt secuntios

if' they were issued by a company and

{a}  the old securitivs weuld e o qualified as deep discoun securities bad

they boen issued afler £ March 190,

(b} the redemplion date of the pew securities 1s laler than the redemption

date of the old securities,

{¢)  the redemption proceeds of the new securities excond those uf the old

securities

Sce para 1(1)eh) of sch 4 to s 57 ol the Tnconwe sind Corporation Tases Act off

1982

See para 1{1)¢kh of seh 4 10 5 57 of the Inwome and Corporation Taxes Act
of 1982 inserted by paragraph 2(2) ot sch {0 oF s W3 of the Finance Act of
1989  The types of seurities msued under two o more tranches under the

same praspectus which are excluded trom tie definition are the lollowing

() A gilt-udued secunty -
(i) isstied before 14 Vach fosy,
{1} wvierd afler 14 Maech PRy byl gisdot 1h o e ETE TU T T

gilbedged vty isued betore i fae,

i
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United Kingdom stock exchange or issued by a United Kingdom quoted
company It must be a nomual commerenal toan and swuld be quoted in

sterling
Income 1ax ix chargeable in ferms of sch 1 case |
See The Tax Treatment of Capital Market Instrumens Worldwide ay o

EE J Henbrey "Practical Problems  Deoep Discount Bonds” 1982 BTR 74 and
*Current Notes Discoumts” 1982 British Tax Revigw 197 These bonds were
attractive to United States borrowers begause. or United States tex purposes,
the discount is tax deductible over the Bife of the bond Thus a butrower can
oblain & tax deduction without paying curent interest Conversely investors
are tasable in the [nited States over the dife of the bond  Thix did not affet
fssuey of bonds in the United States as many were purchasxt by tas exempt

funds

Willingale s Intemational Comnwreial Bank Limited, Ditchfield v Sharp &
s

See The Tas Tregiment of Capital Market Insinume imts Worldwide at 80
ihid
Willingale v Internationad Conunerciil Bank Limited

See The Tax Tregtoent of Capital Market Instruments Worldwide ar %)

T
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parg 313 of sob 13 of the Finance A ol 1W9o

para M2 of seh 13 of the Finance At of [90n

para 33 )-(4) of sch 11 of the Finance Act of 196 In rerms of para 1%,
tedemption does ool inchofe redempiion made betire muturiy othenvise
than at the option of the holder of the securty Where the seoutiy can be
redeemed at the option of the hulder prior to maturity, o is presumed that
the security will mature at the earliest date at which the helder may require

the security to be redeemed

Para 7 of sch 11 of the Finunwe Act of 1990

The Taxation of Gilts and Bonds at 12 Note that the tanation of eacess
retums as & distrbution is covered in s 20020 of the Ir ome and

Corporation Taxes Act of 1988

$ 92 (1) of the Fingnce Act of 1996

%92 (2) o' the Finance Act of 1996

8 9200 of the Finance Act of 1w

s 925 of the Finanve Avt of 19n Section 92061 provides that disposal
mgans it disporal within the meading of the Taxanon of Charyeable Gains
Act of 192 or g tratsacteon wiich would ve been a disposal but for o

2T ar e o afthat At

Uhe Taxation of Ghilts and Bonds a 13

i
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Paragraph 5 covers the position of comversion Where a secumty i
extinguished by comersion mita shares in @ compam or other secutitios,
this paragraph apphes 1o s stustion the sevurits s deemied 1o have
been redecined and the redemption proceeds are the market valos of the

shares or securities into which the securitios are being converted

Paragraph 6 covers the position of transters or redemptions by trustees and
personal representatives Parapraph 8 covers transfers hetween conweied
persons  In these sduations the 1raniers are deented 1o have boen effected

al market velugs

Paragraph © provides that where transters are made and the consideration
in not wholly or partly i money's worth, or the transfers are not at arm's
length, the translers will be deemed to have been made at the market vakue

of the securities

Parayraph 10 covers the issue of securities in separate tranches
carayraph 11 stipuiates that where a transfer tahes plave and s 7{6-728 of
the Income and Corporation Taxes Act of 1988 apply, the transior is ol
regarded as such for the purposes of sch 1Y Paragraph 12 «ipulates that
for the purposes of the fav avodoiee provisusn g discoutiting profit wil
b taken into eeount where the person toalizimg i s & mei-esdent of not
duiriled on the Uared Kingdom 1 as, howeser, besond the scope of

thns thesis 10 esamine these prosisions in detail

pata 2 of sch 1Y of the Finanee Agt of oo

B TE
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Yoction 86 (1) of the Finance Bil! 1996 See whwe para 1 of seh 13 of
the Finmuce Act of 190 Section 95(3} provides that reterences to smuarhel
values relate ke the values a1 the time of the exchange  Section 94(%) and
{6) covers the possibility of the treasury making regdations (o determine

the market aliey

pars 14¢d) of seh 1Y of the Finance Act of 1996 Paragraph F48) and
{6} provides fur the possibitity of the treasury mahing regulations relating

14 atrips and the manner of determiming thed yalues

% 9713 ul'the Finance Act of 1996

8 O ) of the Finance Act ol 1990

5 9NN of the Finarge Act of 1906 In terms of 5 WN(S) these provisions
will not apply where the manuthuinred interest is not trested as interest in

the hands of the recipient

pare 1{1} of wh 11 of the Finance Act of {#Ki

Para 1{2)=(4) of sch 12 of the Finance Act of 1996 Paragraph 4 cavers
the meaning of tiansfer  Tramsler includes ransier by way of wale,
exchange. pift or otherwise  Where & person entithd 10 8 relevant
discounted security dies. b is treated an tramsferning the  security
tumediately prioy (o his deatl to s persanal representatnes The transfor
ts deemed 1o have lahon plave at the market alue oF uw istranwent on

diste of tramier
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percentage change over the relevant penod  The change relates 1o the
value of the asset or in any index of the value of such asset  The relevant
perind means the period between the time of the ongingl loan and the
discharye of the debt  The penod may be a similar period which ditfers
from the origingl periad for valuation purposes  Section 92 10} provides
that an asset is a chargeable asset o any gain onats disposal on o aller |
April 1996 would be a chargeable gain for the purposes of the Taxation of
Chargeable Gains Act  This assumos that the asset is an asset of the
company and that chargeable gains that might accrue for the purposes off
the Taxation of Chargesble Guins Act  should be disregarded  Sevtion
93(12) siaen that g disposal of an asset is & disposal for the purposes of
the Texation of Chargeable Gains Act. or would he such a dispose! but for

the provisions of s 137 or 116{1t}) of that Agt
% 9% of the Finance Act of {906

Lawrence R Rosen Investing in Zero Coupon Bonds (1986) at 188 A
strip is deflned in 2 93(7) of the Finance Act of 1996 as anvthing which s 2
sitip of & gilt-edyed security, including & sirip  Paragraph 14¢1) ol sch 12
of the Finance Act of 1996 provides that every stiip will be treated as a

relevamt discounted security for the purposes of tiw schadule

s 9% (21 of the Finawe Wi of 1996 See abw paragraph 14 ¢2) of

whedule 12 ol the Finanve Bl oo

YN
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The Taxation of Gilly and Bonds &t 13 Sev alse s 81 of the Finance A

uf’ 199

The Tax. tion of Gilts and Bonds at 13

s B4 1 11%) of the Finanew Act of 1900 Section S410) provides that
percentage adjusiment is determined by refereme (o the difference
between the indices in the months in which the twe times el An indes-
linked gilt is defined in s S4(7) as any pilt determined wholly or parthy iw

reference to the retail price index

para 13 of sch 13 of the Finance Act of 1996 Paragraph | 310) specifies
that an assel is a chargeable ssset in relation 10 any sevurity i any yain
&CCTUing 10 any person on g disposal of that asset would be & chargeable
pain for the purposes of the Taxation of Chargesble Gains Act of (992
Parsgraph 13(7) ssipulntes that where it is being determined that the gam
wonild be & chargesbie gain, two assumpiions are (o be made  Firsl, that
the ssaet in &n asact of the persan in guestion  Second. the chargeable

pains thal might accrie under that Act should be disregarded

1 9} al' the Finanee Agt of 1990 Seciion 23(4) provides thel amounts
will be agcenunted for as i the Taxation of Chargeable Cains Act of 1w
Dad effect in relation to the asset reprosenting the relationship as 1t has in
reiation to an asset that does ot tepresent the loan relationship  Section
VX6 (71 and (8) stipulates that the reforence 1o a relevant percentage

change m the value of chargeable asses iy a reference o the amount ol the

337
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193

194

{24

{96
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The Tanglion of . .ol Bonds al 9 Sev also s 90 of the Finanve Act of
1996  There must be no inconsisteiey ot matetial difference between the
way in which any accounting method is applied as regards the same togn

relationship in successive accounting periods

s S1(1) und (2) of the Finange Act of 1996 Seetion 9t 3 stipulates that
in this type of wtuation every pasment of interest iv assumwd (o be o
payment it discharge of the varfiest outstanding liabitity to Jhat company in
respect of interest payeble under the reladonship  Section 2141 vovers the
identification of the earliest outsanding babslitv | must be identilied
sccording to the authorized accounting method most recently used in
respect of that relationship 11 the scerual method I used, it is By reference
to the time when the interest sccrued 1t is the mark-lo-market bada, it

will be the {ime when the intereat became due and pavable

8 81{t)

The Taxation of Gilta and Bonds at 9

The Taxauen of Gilts and Bonds press refease at 3

The Laxation of Gilts and Bonds a1 1011

Towe Taxation of Gilts and Bonds at 11

The Taxation of Gilts and Boods press release ar 2

The Fanation of Gifty and Bomds a1 3

'
LRIL)
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184

{85

186

IR7

18%

149

para 23

infand Revenue The Taxation of Gilts and Bonds a consulistive decumem

issued on 25 May 1995 at .0

The Taxation of Gilts and Bonds

Inlang Revenue The Taxation of (ilts and Bonds a press welease issed

on {0 July 1998

The Taxssion of Gilts and Bonds ar 7-%

The Taxation of Gills and Bonds a1 ¢ See alyo « 30 of the Fnance Act of
1996 Section 80 envisagens that the profits and gains and the deticits in
respect of luan relationships shall be troeated as profits and wains of the
company's Irade, and expenses ol the trade in computing the profits and
pains  Non-trading deticils are coverad i » 83 Such detlois may be
offset spaingt the company’s proflis i ether the deficit petod o cardicr
accounting perivds, or may be eligible for group roief or mav be varnied

forward and set agsinst nonsgrading profits {or the nest accounimg penod

The Taxation of Gilts and Bonds at 9 Section 6 of the Finame At off
1996 covers the apphication of acvountimy methods 1 eapect of logn
relationships  Sevtion B0 (5) provides By the svenials and mark-to-markot
basex of accounting  Seviton 87 deabs with the situation whwre there s a
comevtion between the vompany and the debtor o croditn as the viese

may Do 1 these circumstanees, the acotisbs basis ot vgdu: . <0 o
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(&) the period from the date of the wsue to the date of The first micerest

payment, aid

(b)  any period beginning with the day alter 1the first interest pavient date

and ending on the mext interest payient date

Where the security does not carny & it to mterest, each of the Tollowing 1s an
income period
{8}  the period from the dale of issue o the snnbversan date of she date of

issue, and

(b the period than the Gra anniversary date 1o the sevomnd snmivena v

date

pern 1504) and (3}

para |4

para |6

para 17

pars, 18

para v

para 2|

para 42

1y
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transter made on & comersion of & seeurity o ordingry shere capital in 3
comnpaty Where there is an agreement to transder 2 secuniy at a later date
and the transferee becomes entitted 1o the secunty when the aprcitient 1
made, the transfer takes place when the tramsdvree becomes entishd to ths

wecurity

Simon's Tases &t para B $ 429 1t should be noted that these transactions are

subject to capital gains tav, se at para C 2R3

pare 12(3) of schi 10 10 s S6 o the Finance Act of 193

para {c) and (e}

para 131) Paragraph 1312) provices that the amount oblgned on transler o
redemplion is the amount obtained by the transderor or the person entitled 1o
the secunity immudialely before redemption  In terms of para 133 wch &
person is regtrded &2 obtaining n respect of the transfer or redemption the
amoury he actually obtsing and any amount which he is entitlied 10 obtain but

does not

Paragraph 1314) provides has special provisions relating to death, rmsactions

betssoen conmseted persons and undens nters
part 20 af sh 11110 « f6 of the Tmwe Avt of 1900

para TS (20 and (3 Tl imonwe poriond is detined o pard 7 Where

LY carmies & right to mterest, cach of The follosng w an income perod
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160
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para 19}

pare M 10}

para A1)

para 3 1)

pare 3(2)

pare 4(1) and (2)

para 4(3), {2). (0)

para S(1) and (2)

pars 33} Note that in terms of pera S(36) a qualiBing provision Qv
redempiion is defined in para * wnd that para 1(A-(e) apply  Insofar as para
ANV i concemud, a refevant prospectus is defined in para 5(4) as a
prospecius under which the sscurity concerned was eused  Paragraph X4)
provides that connected companies are determined i govordate with para

of sch H 1o the Finange Act of 1988

para & 1) and (21 of seh 1 1« A7 of the Finanee Act of o

parg 6(1)-[6)

para 12(4%M

para 12011 and {2) 1o temv of pars 1O, transti i redabion o sweeunity means
transfer by wan of o sale eschange, st of atherwiwe 1 dives not include @

i3}

-
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147

{48

149
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181

P52

[BX

18

144

para $(2}4)

para % 1)

para 32)c) and ()

Simon’s Taxes at para B 8421

See, for example, paras S(A) 6-23 ol sch 11 to s 94 of the Finance Aot of

1989

Simon's Taxes a1 para 18 8425

para 2(1) of sch '+ 10 3 56 of the Finance Act of 1960

para 2(2) of sch 10 to s 86 of the Finance Adt of 1990

parg 2(3) of sch 10 1o & 536 of the Finance Act of 1990 insofar an the third
requirement is or cemed, the securly should nol have beon sssed n the
circumstances it which s M2} o the Income and Comoration Taxes A

uf 1988 apply

para 2{4) of sch 10 1o s 56 of the Finance Act of [

parRd(S)

para 26}

para 2tTH

para 2R}

i1t
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Paragraph 2(12) provides that the conditon i fultilled whete 3 suriny was
1ssued before 9 June 1989 and the redemption proceeds it certam qualitying

gircumstancass are neof less thas a stipulated amount

Paragraph 2(12A) applies similarh where the cedemption proceeds are

stipulated 1o be not maore than the ssu price

Paragraph 2013) lists the qualifiing cit.  nstances wiwh apply 1o para 2(12)
and 2(12n) The qualifving circumatances are, first, if there ix a fimdamental
change in the rubes governing the index then such change would be detrimental
10 the holders' interests, the index ceases 10 be published withoui being
repleced by & comperable index. where a security s isued before 12
November 1991, certgin citcunmtances which are cenain or likely 1o weeur,
whete a securily % issued on or affer 13 November DA, certain
circumistasices for redemption which may be made betore matunty are fulfithed
where socuritics ore issued on or afler (3 Nevember 1991 certuin
circumatances for redemption which may be made prior (v matudty at the
option of the holder of the security applies

It should be noted that para 2014) applies and is set out inn 124 abewe

para 26) of' sch 11t s 94 uithe Finanve Act of 1989

para ATy The qualifoing ciroumsiances are hsted mpara 2003 ) set out abes 0
para J81

para 1

LRI



This sttuation should have applied in the case of bath i short-term promissory

note and a long-term proimisson note - ach s i deep discount bond

The criterion to be used in detenmining whether expenditure has wiually been
incurred ix whether an absolute lishihiy as oppased 1o a contingent liability has
heen incurred "' 1 the ability to pay the Tace yalue of the bond was dependent
upon a fiture event or if the lisbility may have been reduced or ller away in
certain vircumstances, sach fishilitv wouki hase been contingent ™ I the
lighility is contingent. it will not have been actually incurred for the pumposes of
the yeneral deduction formula ™

The principle which has been esablished is that where a lishility is dependent
upon a fiure event, such Habilitv has not been incurred * The lisbility must be
absolute and vannot be conditional o subject to any contingency ™ This
principle has heen enunciated in various Appellute Division cases™ and applied
in & number ol judynents delivered in the special courts™  Whilst no purpose
would be served in discussing sl the special court decisions, it is appropriate 1o
refer 1o 1wo carly special coutt casew in order 1o illusrate the types of

silugtions that the courts Bave had to consider ™

In TTC 30" the tpier sty & company whivh carmed o 8 isiness of
letting properties and deating in land  Duning the course of its business it hud
purchased properties which it had subsdivided and sold under a hire-purchase

svatem Sales were effected througdt an agent on a comnission basis o terms



It x thus clear that a dovp dicount bond may be a promissory note * 1 s, i
is therefire, by delinstion, an unconditions] promise in witiog made by o
persont o amdher  Hois dgned by the maker  The maker undertales 1o pas a
sunt of money 8t @ fixed o determinable tme @ the filare to & apevified

person or his order of o bearer

Thus. a promisaony note and. mdeed. & bil! of exchange™ is an unconditional
liability invuired by the maker or paves 1o pav the face value of the note or il
&t maturity o should, however, be appreciated that where 2 document
Containing & promise fo pay money Sontiink terms and conditions relating to
the contract, the maker aun ot have incurred w1, unconditivaal labildy 1o pay
the face valuc of the note at maturity i this situstion the doament will not

constittiie 2 promissory dote

Certain types of so-called promssory notes issued it the United States contain
not only terms of payment of capital and interest but alse various guarantees ™
Such & document would probably not constitute a promissory note in South

African lsw ™'

Therefre, when g persun issues @ post=ated promissory tote at a discount on
ity fhaee value e is incurring #n unconditional hability 1o pay ity Gice value to
the hodder ¢ due counse ut maturity ™ In the vircumstances the discounting

o

expemes wold have been incuried by the maker at date of e o the note



of the ditferent tvpes of imtiuments ' A deep diseount bond. fin exampie.
miay be d tvpe of fong-terms promissory tofe  However. becanse the maturity
date of' a deep discount bond s normutly a date which is a longer period alter
Hs date of issuy shan is the matunty date of many promissory notes, the timing
dilference in the claiming of the deduction of the discounting expenses is more
material  For example. it on | Febnary 198R A isstwed |5 with 8 promissory
e at & discount on ity faog salue and the maturity date aas | April 1988, the
discount expenses may hive boen deductible at the varliest in the year of
assensment ending on 29 Febniary 1988 instead of the year of assessment
sading on 28 February 1989 Howmver, if on | February (988 A issied B
with a deep discount bond at a discount on its fiee value and the maturity date
wes | February 1994, not ondy would the discount have been micch greeter,
it the timing difference would have boen pregier A may have been able o
cisim the discounting expenses ax ¢ deduction at the carliest in the vear of
aasessment ending on 29 Feoruary 1988 instead of cither spremding the
deduction of the expenses in the vears of gaessment annually on 29 February
1988 and ending on 28 February 1994 or claiming the deduction of all the

expenses in the vear of avsesanent ending on 28 Febnury 1994

in order 1o determine whether the discounting expenses wete actually incurred
when g deep discount bond was issued, it is important to undersiand exactly
what is a deep discount bond 1t is o tvpe of proniissory note in tenns of which
the person issuing it undertakes o pav the bearer iy fice sadue on ntatity

date P maaurity date s notmathy a numbsa oF vears atber the sssee date ™

1%



Ihe place where *he expenditure ot foss i incurred s 8 factual enquiry
Where it is incurred otbvde South. Alrica, s THA of the Invome Tax Agt
applies  1n this event, there is deductible onby so much of expenditure o sses
as the Commissioner may allow '

The requirement in the weoeral doducton tormeda that expenditure should be
actually incurrexd during the vear of assessment is of particuiar impontance in
the case of & petson issting a deep discount bond  Assume A wishes 1o
borrow R 100 000 from B for a penod of thve years ot 4 fised interest rate of
14.5%, per annum A could borrow the R100 000, pay the interesl on an
ennual basis and repey the capitel & the end of the fve-year period

Alternatively, A cotld issue B with a deep discount bond with a thee value of
R20% S78 and a matunty date ve years later B would pav A RI00 000 for

the bund

It is imporiant to determine when A incurred his discounting expenses of Ri04
878 If he actually incurred them when the bond was issued then, provided the
vther requirements of the general deduction fomula have been mel, the

expenditure would have been deductible at the date of issee of the bond ™

It has boen shown that expendiure is actually incunved when a hability o pay
the expenditure has been imcired © The question is whether the Tability to
pay the fuce value on a bifl, note or bond, inch-ding a dvep discount bond, was

incurred when the instovment was issued The prineiples are simitar in the ¢se
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labilits, saxts. ' where there is mo legad labality fo ey the expenses. or where

there is merely & diminution in the sakie of assets ¥

The vourts have held that expenditure or Tosses are onhy deductible if mier
alia, thev are incurred during the vear of assesament * The remson For this i
that the basis of income tax is the assessment ol annual income and experses ¥
It is thus net possible 10 delay the pasyment of habilities and ther* - posipone
1o u later vear of assexsment the claim for deduction of the expenditure
incurred **  However, wiwre habilitios cannot be ascertained. they arc

deductible when fnally ascertained *

The basis of only permitting the deduction of vxpenditure incurred during a
vear of assessment is by no means clear  The regrirement is not speciffeally
lsidh dowan in the Income Tux At There is ampre autherity for the proposition
that expenditure does not have to be claimed only in the year of assessment in
which the income to which it nolates is reveived or has acerued ¥ 1t has,
however, been held that expenditure incurred in g vear of assessmient is bot
deductible in & Iater year of assewsment ™ Possibly, the basis for only
permitting the deduction of expenditure in the vear of ssaesament is that s
Pt refirs 1o expenditute incurred”, inconme tax is kevied o an anuad basts
and the date for caleulating a deduction s the last day of the yvear of

asseasnent

LY



73

Expenditure and Josses do not coses the mete dsmmution in she vishse ol an

asset ™ Inorder for there 1o be sy expemsditire o foss there must be an actual

expenditure vr oulyoing

Where A issues a bl note or borkd at a dicount on its fiee value e
undertakes to pay the holder of the hond its free value at mutunty  The
discouniing expenses will clearhy constitute expenditure incurred by A "
Where B soquires a bill, mote or bond at a discount on its face value and
negatiates € (o O who presents st o pavieni on due date, the discounting

expenditure by B and C clearly constiiute expenditure incurred by them

ACTUALLY INCURRED

In order that expenditure or kosses are deductible under the peneral deduction
formula, they should have been actunlly incured duning the vear of
assessment  The legisiation is concerned with actual expenditure and mot

' However, an oxpense actually incurred does not

necessary expenditure
mean ketually paid * Thus espenditure is duductible when the Rabitits o pay it
has been incurred ™ The hsbility to pay the expenditure must have boen
actually incurred 7 1t has thus been held that expenditure or Josses hove been
acluglly incurred where either momes hive been actualhe paid out or where
there is @ fegal Hability to pay monies ™ The emny of a sangial tramaction in

the taxpaver's books of acoount does not constitute the incurtig ol aeial

expenditure A dediietion nian not be climed wlwre onh a contingent



feld 10 include i boss of trading stock as @ tesult of s burglany.” business osses
meutted ax a result of the marafactne and sale of soft dinka " irrecoverable
advances by an insurtnee vampiss, 1o one ol its agents, ke resithing from
theft v emplovess” an expenditure o oulgeing which a (axpaver deducts
Hom his gross imconwe.” Josses resdlting trom the sale of imvestments,™
ivecoverable Josses. ' fosses incurred on supply contracts,” lossey in respect of
rental of premises,' ' losses tesulting from the sahe of shares, '’ stock Josses. "
fosses  resalting  from thetl.” imevoverable advances to employees,”
compensation pasd o damayges ™ and “osses.™ foretun exchang: Josses.”™
guarantee losses,”' trading losses.” Josses arising from the sale of businesses as

going concerns” . discounting losses,”! and osses resulting romt the sale of

propernty

The inclusion of losses may be unnecessary as they will generally be followed
by experditure ™ Where this is not the case. there are in cortain cases specitic
provisioas i the Icome Fax Act covening them Thus, for example. s 1 1)
pertttits (he deduction of « bad debts allowance, and n scrapping allowance is

covered i s e

It can be argued that the meaning of expetiture is o1 only testricted o/
voluntany paynrnt of money 7 There is 1o reason why goods having an
iscertainable mones vatlue should not be given to settle 4 hahility incurred ™ 1n

principhe this is nol different fiom settling the Hability by a cash pavienn ™

1



moteys claimeed as a deduction frem ineonie desived Gom trade, (o the extem

that strch toteys were not Jaid ot of expended For the purposes of trade

There is an examination of discounting expenditure and losses, not of' s cepital
nature. actually incuied in the production of income  This is Followed by a
brief discussion of the meaning of trade and s 23 Thereatter there is a
discussion of the trading stock prosisons contained in x 22 Substantini
changes to the tasation of discounting transactions were introduced in s 21 of
the Income Tax Act 21 of 1998 These were ingorpaated in & new  24)
These provisions are examined in detall in conunction with the exaaination of

the general deduction formula and » 22

EXPENDITURE AND LOSSES

The meaning of the word “loss’ in the general deduction furmula is not clear.
in Jolly & Co (Pty) Lig v CIR' the Appellate Idivision discussed its meaning
The court held that the word “loss” has several meanings and 1hat its meaning
in & 11{en) is obscure In a trading contest the count held that 1he word may
mean a denrivation, normally of an imoluntary nature, suffered by the loser
On the other hand expenditure nosmally means 2 voluntary payment of
money | The count iflustrated the diflicully of the meaning of the word by
taking, as an example, damages incurred fo a third party dunng trading
activitios The pavment made to settie the damages is a Toss, although vive the

pavinent has beent munde ity also be callod expenditore ' Loswes hine been

LN



There is an examination of the treatment ol this expenditure for inconwe tax
purposes  Expenditure s dedietible fion iconw i the requiremants Taid out
in the Income Tax Act' relating 1o the deduction of expenditere are fulfifled
In this reard, the relevant provisions (o consider are ss T, 108, 2300
ared A4 of the Income Tay Act  As far as the second and third situations
refirred (0 sbove are cuncerned. it is important (o examine s 241 and the wffect

of the treding stock provisions comained in s 22 of the Income Tax Act

Soctione 1162, 11(A) and 23(g) are commonly referred 10 as the general
deduction formula  Section 1) deals with expenditure of losses actually
incurved in South Africe whilst s 11tA) deals with expenditure or losses
actuall: incurred outside South Africa  Sections 1) and (A) set out the
positive requirements {or deductions, whitst s 23g@) sty 0wt the negative

requiremaits

In order 1o determine the taxable income derived by a person from canying on
any trade within South Alfica. x 11{¢) permits the deduction from income so
derived of expenditure and losses actually incurred in South Affica in the
production of the income  {t is provided that such expenditure and losses
should not be of a capital natwre  Section §HA) is sindlar to s 1), except
that it appiies 1o expenditure and fosses actually meurred outside South Alviee
and the deduction is fited 10 tht anoant of the expenditure as the

Commusioner may allow  Sechion 23 prohibits the deduction of any

3
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DEDUCTION OF DISCOUNTING EXPENSES

INTRODUCTION

There ix a discussion of the deductibility of discount expenditure in this
chapter In approaching this discussion, it should be appreciated that there are

three situations to consider

The first is where A issues a bill, note or bond 10 B with fiace value of R100 for
R6S At the date the insttument is issued A will receive R&S flom B A
undertakes 1o pav the holder of it R0 at the date of maturity, which may be
several vears after the date of issue A will thus incur expenditure of R3S in

the transaction

The second is where B, having acquired the instrument from A for ReS,
negotiates it 10 £ for R85 I the receipt of R8BS is of a revenue nature in B's
hands, he will want to cluim a deduction of' RoS being expenditure incurred in

the production of the RS

The final situation is where ( presents the insirument for paviner at maturity
date and regeives its fhce vithue of R100 € on twe same basis as B i the
secotd situation, would want to deduct R¥R Jlram the receipt off R100 i1 the

receipt were ol a revenue nature
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The learned judye stated that the lisbility 10 pay inlerest was subject 1o three
conditions These were that the foan was in existence, e interest was unpaid
at the date or dates of payment thereol and the halder of the mstrument was

able to establish title to it ™

in [TC {485 the court was concerned with the deduction of interest in respect
of NCDs  The conditions set out on the reverse side of the NCDs did not
create any suspensive conditions  They were made payable *to bearer” and did
not contain any conditions restricting the (vpe of person wix may be the
bearer '™ The NCDs not only evidenced the deposits and their terms, but
conatituted negotia Je instruments '™ They could be used by the depositors, if
they 50 wished, to secure pavment in advance of due dates by negotiation to

third parties '

It is not entirely clear whether the NCDs constituted promissory notes  Whilst
they do not contain the express words ‘| promise’ or ‘1 undertake’, it s been
held that these express words are unnecessary in a promissory note ' It is.
however, submitted that, in view of the fac! that they contain conditions, they
cannot be said 1o be unconditional promises 10 pav as envisaged in the
definition of @ promissary nute  In the citcumstances if is submitted that the

N constituted negatiable instruments =

LR



the time durng which the money is used s meunied und acerues from

day to day "'

No authorily is quoted to support this statement

In {TC 1484 Melamet J referred to the manner in which the taxpayer's auditors
had presented the schedules o the financial statements  Whilst accepting that
8 court should only be concened with permissible deductions in terms of the

Income Tax Act, he referred (o accounting practice to confirm -

‘the extend to which n presently existing contractual lisbility 10 be
discharged in another vear shaula be treated as an expenditure incurred in

the year ot income '™

Finglly, Melrmet J stated that, altthough the axpayer had undentaken to pay
interes! at 8 Fiture date or dates, ax the case may be. it does not follow that
interest wis incurred in the vear of assesshient in which the instrument was

issued  He indicated that this was contrary fo U inherent character of

intarest '

In eommenting on the afbresaid judgments of Melamet J, it i necessany v

gnatyse then in detail

i



condition is only Hififfed in a later vear of assessment, it is only deductible in

. . . ‘. i I
the vear of axsessment in which the condition is Ralfilled '

Melamet J found that the ability to pay interest was conditional upon, first the
Joan being in existence, second the interest being unpaid at the tine which was
stipulated for the paymem of interest, and third the holder of the instrument
being able to establish title to it '™ He went on to state that the loan could
have been discharged for some reason and that it is & prerequisite that the loan
was in existence at the time when the right 1o claim such interest arose '
imerestingly, he stated, '{l matters nol how unlikely the fulfilnent of the
condition is '™

Melamet J continued by sating that whilst the fnancial instrument may
evidence & cortractual lability (o pay imnterest, the actual lishility so to pay is
incurred when interest accrues an the outstanding loan '™ He then referred to
a quote from Halsbury The Laws of England'™ to the effect that interest
accrues on a daily basis, even if’ pavable at imtervals, and must be apportioned
in respect of the time between borrower and lender ' He refirred to sections
in Words ond Phrases Logally Defined”” and The Soub Afticen Law of

Obligations™ " and then states the following

"Ineerest s an expemse o compesate # lender o the time perted duning

which the money is lent to a secoid party | cannot be ineurred prior o

‘"‘



In ITC 1496 the laxpaver execuled a promissory note in terms of which i
andertook to pay a sum of monev on @ speeilied date The sum payable
ichuded two elements  The first was the capital sum advanced by the bank,
and the second was the discounting profit or {ixed interest for the period
ending on the redemption date  The pramissory ante contained no additional

conditions ™™

In both UTC 1438 and TC 1496 Melamet J found that the interey which was
included in the financial instruments unvelved could not e regarded in the
hands of the taxpayers involved as "expenditie  actually incurred’ in terms of
s 1) i the year of assessment in which the instruments were issued or

made. as the case may be  His reasons wese simitar in both cavex "™

Melamet J accepted that. in order to be deductible in terms of' s 11{«), there
must be an shsolule and unconditional legal obligation 1o pay such
expenditure '™ It is et necessary for the expenditure Lo be discharged in the
vour of sxsesument in question ' The authorities quoted by Melamet J in
spport of his statenient were Caltex O and Nasionale Pers ™' It i
respectiully submitted that Melamet 1 was correct in mahing sech statements

and that it ix a correct interpretation of The authorities cited by him

He then correctly vited Fdgars Stores”™ as authoriy for tiwe fact that i a

conditionat obigation is incwrred in g particudr voar of asmessment, ad such



An NCD is a fixed deposit receipt issued by a bank or bulding society ™ 1t is
negotiable in the secondary market which exists for such financial instruments
Tiw issuer normally undertakes 19 pas the amount of the depasit to the holder
on the maturity date  When an NCD is issued for 8 period of less than one
vear, interest is normally payable at the maturity date Wi an NCD is issued
for longer than one vear, interes! may be pavable her at maturity date or,

({4 ]

more comenonty, six montkly in arrears

In [TC 1485 most of the NCDs which were issued provided for the payment
of half-vearly interest puvable in accordance with the interest expenses which
were atiached (0 (he centificates  Three NCDs provided that the amount
borrowed togeiher with interest was payable to besrer on the maturity date
The face of the NCDs contained information normelly found on such
mstruments such as the taxpayer's name, issue dates. maturity dates amounts
deposited and annual rates of interest  The conditions contained un the revense
side of the NCDs related to the terms of their ixsue and nogotiation The
conditions did not in anv way creale suspensive conditions relating to the

x U

payment of capital and interest

A proniissory note is defined us an uncondivonal promise in writing made by
ane person [ anather sigied by the maker, and agreeing to pay on demand or
at a fixed o aeterminable future date. & sum cenain in money, to a specified

perset or his order, of to bearer '



The jsstie before the court was whether the interest pavable on the NCs
issued during the relevant year of assessment ways deductible by the laxpayer in
terms of's [1(e) In this regard. it should be noted that the greater portion of
the interest reflected on the NCDs was shown as being payable in instalments

on dates fafling in fiture yoars of assessment

In 1TC 1496™ the tuxpaver borrowed & sum of money from a bank  The
capital borrowed, together with accrued intetest. was repayable afler a period
of five vears.  {n order (o secure the repayment of the capital and part of th
interest, the taxpaver executed a promtissory note in terms of which it
undertook to pay the bank a sum of money on the due date  The amount
nzyahie on due date represented the capital bormrowed together with sccrued
interest calculsied at the rate of 15%s per annum for the relevant period ™

One of the issues which the court considersd was whether the interest payable
in terms of the promissory note was deductible by the taxpayer in the vear of
assessment in which the note wax tssued  In this regard the courl was
concerned with the mesning of "expenditure  actually incurred” ins i ™

HH

In both cases Melamet J found in favour of the Commissioner ™' The ssctions

uf his judgments dealing with the deductibility o' interest are virtually identical

In 110 B8 the tapaver issued NCIN™ and it FUC 149 the taxpaver issued

i promissaty toge ™

)



assessment in question. It means expenditure it respect of which the taxpayer
has incurred an unconditional legal obligation to pay during the year of
assessment |t is not necessary that the liability tas been discharged during the

ver in question ™

Expenditure may onfy be deducted in the vear in which it was incurred ™ 1t is
not necessary for expenditure to be due and pavable for it to have been
incurred  There must simply be an unconditional legal liability to effect

payment

Whilst the principies enunciated above are clear, there have baen two decisions
recently delivered by Malamet J in the Transvaal Special Court which warrent
spacific attention ™ The reasans are that these decisions are directly concerned
with the meaning of 'expenditure  actually incurred’ as it relates to original

issue discount expenses

In 1TC 1485™ the taxpayer was n banking company and carried on all Eusiness
related to banking The taxpayer's business wes finded from interest earned
o certain statulory investments lrom loans from its holding company and its
subidinries and from deposit accounts beld with “he taxpayer  The taxpayer
wits obliged 1o pay interest on the numes received  The deposit sccounts
consisted of monies on {ixed deposits and monies ads anced agains the issue of
negutieble cenifivates of deposit (or, as they are referred 10, NCDy) by the

taxpayer
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Corbett JA, who dulivered the majorty judgment.™ stated that expenditure is
ontly deductible in termis of s 1100 i) imer alia, the taxpayer has incurred an
unconditional fegal obligation during the vear of assessment in question e
pointed out that such obligation could be uncwditional at the vutset, or,
although initiglly conditional, the condition could be fulfilled during the
relevant vear of assessment  [lowever, il a conditional obligation is initielly
incurred and the condition is only fuitilled in a later year of assessment, the

expenditure may only be deductible in such kiter year ¥

The leamed judge drew a distitiction between expenditure which is subject 1o a
condition which remains unfidfiiled @ the end of the relevant vear of
assessment. and expenditure in respect of which no condition attaches but
which cannot bt quantitied until a later year of assessment  In the latter
situation, the expenditure is not disallowable because the expenditure cannot

be quantified at the end of the year of assessment ™

On the lacts of the case, Corbett JA found that the obligation o pay the
turnover rental was contingent until the tumover fur the 12-month periods of
the lease agreements was determined at the end ol such perids  Thus, the
expenditure was nol actually incurred m a vear of assessment which ended

prior to the termination of the relevant lease period ™

1t i vhear that the expression "expenditure  actually uwurred” in s § Hen of the

Income Tax Act does not mean expenditure actually pad dunng the year of

14X



judgment, made it clear that expenditure was only deductible in terms of s
11(en) if the taxpaver has incurred an unconditional obligation in respect of it

during the yer of assessment in question ™'

The Appeflate Division awain considered the meaning of “expenditure
actually incurred’ in s 1 H{a) of the Income Tax Act in CIR v Edgars Siores

ld ®

The fhets were. briefly, that the taxpaver conducted its retail clothing business
throughout Southem Aftica in leased premizes  The annual leases pravided for
a basic rental and a tumover remal  The wmover rental was besed upon the
lessee’s turmover, as defined, for o 12-month period. The period commenced
from either the date of commencement of the lease, or its anniversary. In the
circumstances, such tnover rental wan only ascertainable afler the lest day of

the taxpayer's vear of assessment *'

The court was required lo delermine the application of the words
"expenditure  actually incurred” in ¢ 1) in 50 lir as they related to the
turnover rental which could only be determined after the end of the wxpayer's
years of assessment in question™ In a majurity decision the court held that
such expenditure had not been incurred. and 1he taxpayer's appeal was
dismissed *
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Ini its financial statements as at 31 March of the same years, the taxpayer
included as an expense hall’ of the anticipated bonus pavable  The
Commissioner lisallowed such expenditure  In the Appellate Divison the
taxpayer contended thal the expendilure was not limited to a panticular
emplovee, but (o all emplovess, and fhat such expenditure was an ingvitable
commercial reality  The taxpaver's obliation w pay the bonus was subject to
a resolutive condition  The obligation to pay the pro rata portion ol the bonus
arose al the end of each month and ceased oniyv if the employee's senvice

rerminated ™

The court held that the taxpaver had concluded contracts with its emplovees
individualty The court held further (hat il was unnecessary 1o refer to the
conditions as resplutive or suspensive  The fact was that at 31 March it was
not possible to determine which emplovess would remain in the taxpayer's
emplovment as a1 31 October of the same calendar vear  In the circummslances,

the taxpayer’s uppeal was dismissed ™

On the facts. this judgment is consistent with an application of the meaning of
expenditure  actually incurred” as discussed above  The axpaver had not
actually incurred the relevant ponion of the bonux as al the end wf its financial
vear The reasan was that the pavment of such bonus s dependent upon the
emplovee's remaining in the taspaver’s employ as af the end of the following
October  Therefore, @t the end of s Hoancial vear, i coudd naon e said that

such expenditure had been actually incurred Hoesier 1A, who defivered the
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equipment would become pledged (o the customer as security for the due and
proper performance of the vontract  Thus, the company's liability to incur the
repatiation expenses of the vessels and equipment was contingent upon its
performance under the coniraet  Accordingly, the court held that the

repatnation expenses had not been actually incurred by the company ™

There have been some recent Appellate Division decisions concering the
meaning of "expenditure actually incurred” It is appropriate to refer briefly to
these cases

in Nasivnale Pers Bpk v XBI™ the facts were that, prior to the tax yea.s in
question, the taxpaver paid s stail bonuses on a discretionary basis No
specific policy applied to such payment  During the first vesr i question the
taxpayer alterad its conditions of emplayment by introducing provision for an
annual bonus which would be payable to employees who had completed & full
vear's service The amount ol'the bonus was equivalent (o one month’s salary

A pro rata reduction applied in the case ol shorter service 1t was provided
that the borus was payable to employees in the taxpayer's employ on 31

October of the relevant tax vear  The full amount of the bonus would be
reclaimed from any employee who. after receipt of the bonus, gave notice ol
intention 1o resign before 31 October of the relevant tax veur  Subject 1o this

stipulation bunuses were paid on 30 September of the years in question ™
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of the ageney agreement the company retained hall ol the commission earned
by the agent until complition of the sale I the event of a sake falling through
the company debited the agent with the ull amount of the commission
originally credited to him  The company sought to deduct the full amount of

the commission which it had vriginaliv credited to the agent

The court held that expenditure is actually incurred where monies are actually
paid out or swhere an ubligaton to pay money has been incurred ™ The count
found on the facts that the company was under no leual liability to pay the
bulance of the cammission to the agent  The agency agreement pravided that
in the event of the sales falling through, the agent would have been obliged to
refund to ibe company the hall of the commissions received in respect of these

sales ™

ITC 380 tllustrates the tvpe of situation in which & contingent liability may
arise. Another example is 1TC 969 ™ In this case the appellant comparnty was
2 subsidiary of' & Dutch company 11 had been formed in Scuth West Aftica to
tercler for and carry out a contract in that territory  In order to complete the
confract, the company entered into an agreement with its holding company for
the hire and transport to South West Alfica ol vessels and equipment required
for the contract  The company sought, inter alia, 1 claim the deduction of the
estimated cost of the refum Lo the Netherlands of tre vessels and equipment
The court found that, in terms of the main contraet in South West Aftiva, i the

company Hailed to R all of ity werms awd conditions the vessels and
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The matter was considered by the Ger rab Commissioners of Income Ta. who
confirmed the assessment  The taxpayer's appeal was discussed by Goulding J
in the Chancery Division ™ The taxpayer. boing dissatisfied with this decision,
took the matter ont appeal to the Court of Appeal where the judgment was
delivered by Shaw LJ ™

The court referred. with approval, to the judgment of Rowlatt J in Wigmere ™!
Although the court in Wigmore considered the position from the peint of view
of the vendor and Schatfer considered the position from the point of view of
the purchaser. the court in_Sghaffer did not consider that the primviple was
different "™ Accordingly. the court dismissed the taxpayer's appeal "™

It is, therefure, clear that the gpportionment of interest concept referred 1o by
Halsbury does not apply when capital market instruments such as [oen stock
are beir.g traded in England  Thus. it is not only incormect (o apply the English
principle of apportionment of interes{ to capital market (ransactions in
England, but it is incomrect to refer to this principle as authority for its

application in South Affica

Fourth, and in any event. English law draws a distinetion between interest and
discourt ™ The issue of 2 promissory note a1 a discount on s lace value will
b regardud in Fnpleb faw ax o discounting transaction  Thus the prolit made
by the person advancing the funds is trested as a diwounting profit The

siniicance oF this is the, i Engdish Taw. o Tas ween held that a discount does
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Not surprisingly, Rowlatt J found in favour of the taxpaver  He described as
*ahsurd’ the iden that a person would pay 8 sum R ¢ interest which sum would

only be recerved a Few months later  He went on to state

“Tne truth of the matter is that the seier does not receive “interest™ and
“interest” is the sublect matter of the texation  He receives the price ol the

1

expectancy of interest

It is interesting to note that. u~'ke Malamet J. even counsel for Revenue in
Wigmore did not contend that. where there is contimuous ownership of the

instrumant, the principle of apportionment should apply

A further example of the limitation ol the principle of apportionment in the
case of capital market instruments is Schaffer v Caiermole Unspestor of
Taxesl.'™ The fucts were that the taxpayer purchased certair 6'4% Tressury
Loan Stock The interest on the siuck was paid half yearly The purchase
price paid by the taxpayer for the stuck included accrued interest for the period
from the dale that interest was Tast paid in respect of the stock and the date
when the texpaver purchased the stock  Thereafler taxpayer received uiterest
payments in respect of the stock in the normal manter  He was assessed
income tax on this imterest He argued that be was only liable 1o income wx on

that part of interest accruing to him after the date of purchase of the stock ™
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For example, in Wigmore (HM Inspeetor of Taxes) v Thomas Summerson &
Sons £.4d"™ the taxpaver sold @ holding of 5« wa. stock  The stock was sold
with interest rights and the sale price was incteased (o tahe into account the
fact that the sele had taken effect during an interest period and the purchaser
benefited fom this because inerest had, in effiect, accrued on the stock in the
periad between the date when interest on the siock was last paid and the dae

of sale '™

The taxpaver was assewsed (0 &y on the interest that was Jeerad to have
accrued on the stock from the date when interest was last paid and the date of
sale  The matier was considered hy the Commissioners for the General
Purposes of the Income Tax Acts who found in favour of tne taxpayer

ThereaRer, it came befare Rowlatt J in the King's Bench Division '™

When the matter was argued before Rowlatt 1. counsel for Revenue limited
himself’ in certain imporient respects  First, he did not contend thit the
principle ol apportionment should apply where income was taxed by
deduction  In other words, he argued that apportionment should apply to
interest ot taxed by deduction. but net (o imerest taxed by deduction
Second, he cunceded that even where interest is not taxed by deduction. the
rule ol apportionment does not apply where the holder of an instrument holds
it continuously from year (o vear  Third, he did not seek 1o apply the principle
af apportionment when the change in ownership wis not in consequence of' y
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It is therefore clear that the okd Duich authorities were of the view that Dutch
law did not apply an automaiic rule of apportiomnment to interest  This
approsch was referred to with approval by the South African eourts, including
the Appellate Division Accordingly, the old Fnglish rule of apportionment
has not been followed in South Affica

Second, the reference to }Halsbury and the authorities quoted therein is 1o the
accrual of fterest and noi the incurning ol interest experliture ™ The tests
used to determine whether there is & receipt or sccrual in terms of this
definition of gross income in s | of the Income Tax Act are clearly differemt
trom those used to determine  whether expenditure is deductible in terms of s

ey ™

Third, the English authorilies referred to were considering different
logiiation ™ The only possible vafue that they could have would be
persuesive value "' They centazinly cannot be used in preference to South
Aftican Appellate Division decisions bv which Melamet | should have been

bound in terms of the doctrine of stare decisis '™
In any event. it would appear that the apportionment of inerest concept

referred 1o by Halsbury has limited application, panticularly with regard to

capital market instruments '
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The Dutch authorities on this issue were referred 1o i Kelly v Holmes Hros by

De Villiers JP ™' He stated that

‘It ia sulficient For the purpose ol this case to say that by the Roman.
IXitch iaw a Rature daie fixed S e paymest of money is cutisidered to be
stipulated tor the henefit of the debtor, so that he may waive that benefit
'nd pav before the dave fixed. unless it appesrs fom the express words of
the ¢ mract o {presumtably § from other admisable conmderations. that the
time stipulatict was made fur the benelit of the creditor as well as the
debtor, or of the creditor sbove ™™

The issue was considered by the Appellate Division in Bemitz v Eavraed ™
Wrtermeyer AUJ, who delivered the judament of the court. set out the law

more concisely as folk, ve

‘1t is & well-recognised principle of our law that where a future date has
boen fixed for payment of & debt, & presumption arises that such fisture
date was fixed for the beneflt of the debtor, and consequently he can
anticipate the date of payment  To this rule there are exceptions, one of
which vecurs when the fiture date has been fixed partly for the benefit of
the creditor, and in that case the debior canmnet pay belore the agreed date

ut bess, possibly, he pays interest up to the aureed date as welt ™
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benefit, the borrower canmot repay the deht earfier than the agreed repayment
defe unless he is prepared to pay additional interest to cover the perind
between the date of payment snd the later agreed date ™

in & later passage, Voet stated

‘Moreover any person who fakes money on loan for » yesr, and hes
promised {hat be will resum the principal sum with interest when a year has
passed, cannot repay the principal sum sooner. except with the sddition to
it at the ssme time of inferest for the whole vesr  He cannot be released by
prying it in proportion to the time during which he has used the principal
sum  The attaching of a day to money hald &t usury appears. at any rate if
you look at the start of the matter, (o have been made {or the sake of the
creditor, contrariwise o what wy should have (o say in the case of'a gram

of the gratuitous use of money '

Van der [Kecasel referred (0 the transaction of & loan of money whene interest
zecrues on the outmanding capitel  He stated that & debtor is not entitled to
anticipate the repayment date and thereby escape libility for interest  \an der
Keeasel was ol the opinion that the ' «an ol money un interedt is normally made

for 1he henefit of the creditor end the debtor ™



anticipates the agreed paviment schedule and to sertle his fidt mdebtedness at an

carlier date than that stipulated in the dgreement betseen the parties

The questions (o be answered are whether the deblor is entitled to setthe the
debt in this menner and whether he is only liable for interest to the date of

peyment of the outstanding dubt or for the interest for a longer period ™

Van Leeuwen stated (hat where a repayment date has been fixed, a debtor may
repay the debt on the agreed date or he may anticipate such date  Thus he
may, sgainst the creditor's wishes. repay the debt earlier than the agreed
repsyment date  The reason for this is that the deferral of the repayment date
is for the debtor's benefit  However, this rule will not apply where the
repayment cate has been agreed o for the benetht of the creditor and # has
been specifically stipulated that the debtor cannol repay the debi earlier than
the egrved date ™

Voot sdopted a similar approach to Van Leeuwen  He stated that a loan can
be repuid earlier than the agreed repavment date if the date has been fixed for
the benefit af the debtor  However, if' it has boen fixed for the benefll of the
creditor, the date for repayment cannot be anticipated  Thus, where a
repayment date is fixed for the benetit of the borrower, in order to enable him
tes have additional time to collect the money required 1o fepay the loan, he can
compel the fomder to gecept an earlier settfement of his mdebitedness On the

vther hand, where the repaviment date has been prewribed for the lenders
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As authority for his ¢ontention that interest is incurred from day 1o day.
Melamet J referred 1o Halshury,"' Words and Phrases fogally Defined’™ and

[ee & Honore '™

The reference Lo these authorities by the leamed judge is open 1o criticism for a

number of reasons

Firs, iff one has regard 1o the authorities cited by Adelamet J, it will be noted
that they refer (o English athority  Halsbury covers the laws of England

Words and Phrases Legslly Defined is an English lewsl dictionaty  The
reference (o Lee & Honore is ‘ts first edition published in 19580, The passage
referred {0 is based on English law 1t stated that, inter alin. *in the absence of
any suthority to the contrary *  the ancient Eng’ 1 rule of apportionment”

might well be followed in South Aftica "’

This passage way not repeated in the sevand edition of Tee & Honore

published in 1978 '™ Thete is, in fact. Suuth Affican authority to the contrary

The type of situation in which this izsue has been considered by South Aftican
lewal autharities is where a creditor is owed ey by 4 debtor and the panties
have agreed to conditions relating to the repayment of the debt  Such
conditions include, for example, interest on the outstanding debt and the terms

of pavment of capital and fnerest The isae arises where the debtor

tia ]
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As there was o evidence in either of the cases to support the keamed judue's
assertion that the actual fiability is incurred when the interest acenues on the
oustanding loan, one must assume that the learned judge considered that his
propositicon was founded on a legal basis - With the greatext respect, this does
not seem o be the case  As has been stated, the linancial instruments created
utconditional lizhilities and the rights to enforce the obligations in underlying
contracts on which the insiruments were based were suspended '™ In any
event. the leamed judge. having referted 10 Caltex Q'™ earlier in his
judgmenis, appears to have ignored the pnngiples enunciated in that case In
Caltee Qil Botha AJA stated

"We are not concemed with the case where the devaluation occurs in a
subsecjuent year before the liability is discharged In the Intter case the
quantification for the purpose of s | 1a), at the end of the tax vear, of the
experditure actually incurred during that vear. is not affected by the

subsequent devaiuation of the fureign currency "'

The same rensoning with respect. applies to [[C (488" and ITC 1490 "
The liability for interest was incurred during the vears of assessment in
question and the leamed judge should not have been concerned with unlikely
events that he considered coubd, voneeivably, arise in subsequent vears of

Assessment
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title to it, but this does not create a condition suspending the liability to pay

interest

A further point to consider in respect of the leamed judue’s nssertion that the
interest limbility was conditional ix the position of a holder in due course ¥ If
the promissory note in question was negotiated to a holder in dug course, he
would have scquired the instrument free from any defect in the title of prior
parties as well as from personal defences available to prior parties among
themaetves '

The maker of & promissory note is liable to pay it according to its tenor and is
precluded from denying to & holder in due course the existenve of the payes
and his then capecity to indorse ***

In the circumstances, it is difficult to accept that the taxpayer's lighility under
the note in 1TC 1496' was conditional in respect of & possible claim by a

person holding the note as a holder in due course.

The next point raised by Melamet J wax that whilst the financial instrument
may evidence a contractual obligation to pay interest, the actual liability is
incurred when the interee accrues on the outstanding Joan " He then refarred
to various authorities in an attepl to justify the proposition that interest is
deductible on a daily by over the period of the loan, as it is incurred and

accrues from day to day
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It must be accepted that an NCD reflects in underlving contract between the
issuer and the depositor and & promissory note reflects such a4 contract
between the maker and the pavee '™ The underlying contract is the causa for
the contract on the instrument '™ The obligation in the underlving contract
and the obligation arising from the instrument both exist ™' They are
interdependent  Where there are two such obligations in respect of the same
performance, the creditor does not have a free election to enforce the
obligation relating to the underlying contract  Once the creditor accepts the
negotiable instrument, the right to enlorce the obligation in respect of the
underlying contract is suspended until maiurity of the instrument.  When the
crediior claims payment of the obligation relating to the underlvinu contract he

must account for the negotiable instrument '

Thus, if’ the credilor were Lo negotiate the instrument, the debtor cannot be
sued by the holder of the instrument as holder, and by the creditor on the bagis
of the obligation created by the underlving contract. In this situation the
holder is subject to the same resirictions in relation 1o the ~hi 1 the
underlying contract s the creditor was prior o negotiatior of this

instrument. "

In the circumstances, it cannot be argued that the ligbiliy 1o pay interest
contained in the instruments was subject to the existence ol the underlying
contract or the imterest i respeet of the undetiving contract's heing unpaid at

pavment date  Cleardy the holder of this instument should be able 1o establish
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A aegotiable instrument is a document which is by custom and trade usage
lransferable in the same way as cash '™ 10 is transterable by delivery and is

capable of being sued upon by the holder '

In ITC 1496 the court considered the deductibility of discounting expenses or
interest contained in a promissory nole A promussory hole, by definition,
constitutes an unconditional ligbility of the maker 1o pay the fsce value of the

note at maturity date. '™

In ITC_ 1485 and [TC 1496 the slated facts do not indicate that the persons
who deposited or advanced the monies in question did so subject to the three
conditions referred to ahove be Melamet J '™ [t therelore follows that the only
basis upon which Melamet | could have found that these conditions existed
was i these conditions arose by virtue of the nature of the instruments
themselvas  [n other words, {he issue of an NCD or promissory note will

antomatically resull in the creation of these conditions

With the greatest respect o the learned judge, this cannot be correct  in the
case of & promissory nate, one cannot create an unconditional Hability which is
subject to conditions  The instrument itsedl, whethot it is an NCD or g
promissory note, is the document which evidences and  embodies the

contractual rights and ils possession is vssential in enforcing these rights
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This frmula raisey a puntber of issues which have been discussed in chaptor

31 is however, necessany to refer o them brietly

First. accrual is determined for an aecrual period  The accrual periods must be
applied consistently until the maturity of the instrument  There are two
possible bases for determining such perivds, and in hoth cases the period may
not exceed 12 months  One ix where the instrument provides for regulsr
payments at equal intervals  The accrual period will be the period between
such payments The other is the period elected by the holder or issuer, #s the

cese may be *!

Second, the yield to maturity is comprehensively defined. 11 is the rate of
compound interest in each accrual perind at which the present value of all
amounts receivable under the instrument by the holder equals the issue or
transfer price. as the case may be ' A holder is defined sz any person who
has bscome entitled to av income under the instrument I the instrument
provides that any inferest is payable, the person who is entitled to receive

payment is also regarded as a holder ™

There are certain vircumstances in which the vield o maturity should be
recalculated or redetermined  Where the instrunrent 1s inked 1o a vanable rate
of interest, e rate of compowund mierest is caleulisted i respect ol the rate

applicable when the compound itterest s caleulated  This rate applies in
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amendment was effecied by x 14 of the Income Tax Act 36 of 1996 [t
arovides that & 24) applies to all instruments issued on or before 15 March
1905 and which were unredeemed on 14 March (900 The application of
retrospective legislation to these instrunents is unforfunate and government

should be discouraged from continuing this practice

Special provisions apply, insofir as they refate to holders, to instruments which
were issued on or before 15 March 1995 and which were unrudeemed on 14
March 1996 The difference between all amounts which have accrued for tax
purposes and the gmount which would have accrued until 13 March 1996, had
the proposed measures been applicable, are. for tax puiposes. accounted for

on the date of Lhe instrument '« ransfer or maturity, whichever is the earlier

Section 24J not only applies 1o the ac.ual vl'income but also (o the incunal of
expenditure  In this section consideration will only be given to the question of
the incurrel of expenditure The issue of the accrual of income has been

discussed in chapter 3.

Interest is defined ax including the gross amoun of interest, related Anance
charges, discount or premium receivable as g oresult of & linancial
arrangement " The amount which accrues to the holder of a financial
instrument in an accrual period is determined by mulnplying the vield

maturity by the adjusted initial amount ™
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SECTION 244

As hay been indicated, further leptslation has recently been miroduced in order
to regrulate the taxation of financial instruments, such s deep discount bonds
The leqislation is contained in @ new » 241 of the [ncome Tax Act 1t was
enscted in terms of's 21 of the Ingome Tax At 21 of 1995 Section 21(2) of
the latrer Act sets oyt the application of the new section  Section 24J applies
to three broad circumstances The first is 1o any instrument issued after 14
March 1995 In these circumstanoes. (he instrument is deemed (5 bave come
inlo operation on 16 March {495 and « 24J applies to any instrument issued on
or after that date. The second is 10 =y instrument issued on ur before 13
March 1995 where, after that date. cither the term is extended or the terms and
conditions are materially varied In these circumstances, s 24 is desined to
have come imo operstion from the date of such extension or varation in
relation to that instrument  The third is to eny transfer on or after 19 July 1994
of any instrument issued on or before 13 March 1195 In these circumstences,
s 24] applies to any instrument transfrred on or after that date with effect
from the date of transier It i therefore clear that, based on the amending
legislation brought inte effect by 8 21 of the Income Tax Act 21 of 1998 and
apart from the circumstances set ot above, s 24) did not ghtvor insuuments
issued on or before 18 March 1995 Hlowever, in his budger speech of’ 1996,
the Minister of Fingiwe announced 2 Hirther amendiment 1o these transitory
provision. Details of these amendments are contained o section $ 31 S of'the

Buduet Review issted by the Department of Finanee on 13 March 1990 The

e,
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the Hoal maturity date. the taxpaver was shill Bable for the fll amount of the
finance charges  The taxpuaver sought to deduet the full amuant of the finance
charges in the verr of assessment in which the agreement was signed and the

RS million was advanced ™

The Commissioner refitsed 1o allow the deduction claimed on the grounds that
interest could not be incurred prior to the use of the capital ient. the interest
was incurred and accrued from day to dav and the liability to pay interest wis
conditionsl upon the loan heing in existence when the interesi payments
became due ™ It was argued on beball of the Commissioner that the
evistence of an unconditional legal fability wan nol enough o establish
whather expenditure hus been actually incurred 1t should also relute 1o & past
evert  In addition, the capital involved should be usad or employed in
incurring the expenditure in question  Van Zyl ] rejecied these arguments  He
referred 10 [TC 1485 and [TC 1496 ax well as the judgment of Van Dijkhorst J
in ITC_1387 and sgreed with the criticism by Van Dikhorst J of the
judgments of Melamet J in ITC 1485 and {TC 1496  In the circumsiances, he

allowed the taxpayer's appeal ™'’

The judgments of Van Difkhorst Jin ITC 1587 and Van Zv1) in [TC 188 are
impartent because thev reject the proposition regarding the accrual of interest
advanced by Melamet 1o ITC 188 and 1TC 149%  The juduments of
Mulamet J have been eriticized above, and the juduments of Van Dijkhorst J

and Van /v ) reinfores these enticians
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available to the borrower, no right (o interest goerues Van Dijkborst J agreed
with this reasoning A loan agreetient gives rise 1o reciprocal obligations A
lailure by the lender to perform disentities nim Lo claim performance from the
borrower  The learned judge then correctly pointed owl the difficulty in

reconeiling this reasoning with that in 1TC 1485 and 1TC 1496 ™

*n the circumslances Van Dikhorst ) did not accept the principle that. as a
general rule, interest accrues from day to day  This principle was too widely
stated and was incorrect  Accordingly. he found that the discount charges
constitufed expenditure unconditionally incurred by the taxpayer on 15
September 1988 and these expenses were deductible in the taxpayer’s yeer of

b1}

assessment ending on 30 September 1988

In [TC 1588™" the facts were that the taxpaver was 8 public company which
had been liquidated 1t sought to deduct certain expenditure relating 1o o year
of assessment prior to its liquidation The expenditure related to a loan
agreement concluded betwoen the taxpayer and A. a subsidiary company of
the B group of companies In terms of the agreemens, a sum « 1 R® million
was advanced and naid over to the taxpaver  The aureement provided that the
faxpayer incurred an unconditional liahility to pay the finance charyes There
was provision for A, alter the final maturity date. to calculate interest on the
facility at the prime rate over the period o' the loan B sueh anwunt exconded
the original finance charges. the laxpaver aiced to pany A the ditferenee The

agreement provided that in the event of the capiad lent bring repaid prior to
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“the actual liability to pay™  The liahility to pay the amount due on & note
on due date arises upon issue thereol Tt s in its nature contractual s
ectual in (he sense that it ix veal. it exiss, 1 is not contingent  The inferesl
was not separately specified on the promissory note and the debt payable
on maturity could met be split ex ficie the note into capital and inferes
There was no way in which earlier payment ol the note than on due date
could bring sbout a reduction of interest unilaterally The unlikely
possibility of a laler agreement 1o grant & reduction of inlerest upon eariier
redemption of the note cannot atfect the original unconditional neture of

the transaction "™

Imerestingly, V'an Dijkhorst J referred to the unreported case of X Investments
(Piy). Ligd (case no 9680} in which Melamet ] delivered the judgment In this
judgment, Melamet ) siated that the terms of a loan ayreement defe.ming when
the lender of money becomes entitled to the interest on the cadital fent In
considering the nature of the agreement in question, the interest was only
payable al the end of the perind of the loan  The lender’s entitlement to
intereat was conditional upon hiv willingness and abifity (v make the money
available 1o the homuwer for the periced of the ko In the circumstances,
Melamet J stated that the interest lid mat acenue 1o he Tender until the end of
the period of the loan, unless the contract specified otherwise ™ In discinsing
this judyment. Van Dikhorst J stated that the accrual of in‘erest was
dependent upon the terms of the contract I the periad of the loan is fixed and

the money is paid over, the interest accrues 10 the money ix not made
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The learned judge referred to the suthornities relied upon by Melamet J to
substantiate his conclusion that itterest acerues from day 1o day and sated that
he did not consider them birding upan kim He went on to state that the fill
terms and conditions were not set out in the judgment in IT( 1485 1t was
not, therefore, clear whether the finding of Melamet J that the NCDs were not
unconditione! was solely based on the (act that, in his opinion. interest socrues
on a daily basis However Van Dijkhorst J indicated that this was the view
held by Melamet J when one considers his judgment in ITC 149%™ In

considering [ TC 1496, he stated

'If there were no unconventional terma and conditions ~tached to the
promissory nole concemmed we respectiilly fiil to see how the mere
possibility that the parties may in flture decide (o cancel the note before
due date can make the note conditional That contingency exisis in thy
case of !l coniracts (even holy matrimony) but this does not detract from
the finglity of the agreement  Neither can it be said that & note is
conditional hecause the holder must establish his tithe thereio  The promise
to pay is unconditional in favour of whaever ix (he holder of the note  This
i inherent in the concepl of 4 promissory nole  Section 87(1), Biils of

Exchange Act 34 of (964

We respectfully do not go along with the leamed judwe's distinction

between "a contractual liability o pav inferest at sonmwe flture date”™ and
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deductibility of the discount chiarges  He stated that expenditure is incurred in
the tax year in which an unconditional Hability Ror the expenditure is incurred
amd not in the tax year in which it is paid He reiterated that expenditure is
only deductible in the vear i which it is incurred  Accordingly, he found that
on |5 September 1988 the taxpayer incurred a legal liability to pay the fage
value of the notes when they matured  The lisbility was unconditional, and it

inchuded the discount charges ™

The learned judge then referred to [TC 1485 and ITC ]49%  With regard to
ITC 1485, he siated that the proposition that interest cannot be incurred prior
to the use of the capital and that it accrues from day o day was too broadly

statedd. He went on to state the following

*“Nothing prevents parties (o calculate the inerest. which i compensation
1or moaey kent, not on & daily basis bui on 8 weekly or monthiy basis or
just in & fump sum  In facl 2 borrower who has borrowed a lump sum for
A yesr &t @ specified interest cannot under our common law unilaterany
reduce the sum of interest by a acoelerated payment of capital Voet
22 19, Voot 12100, Bemilz v Euvrard (943 AD 898 at 602 1f on tive
other hand the capiial is repavable a1 will and the interest is calculuted on a
daily basis the abovessigted proposition thal the inferost acerues from day

10 day is correet "™
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canstituted a sake of an asset  The loss incurred was of a capital nature and

was not, therefore, deductible from the taxpayet's wross income '

Van Dijkhorst J then examined the nature of the transaction and concluded
that it could not be regarded as the sale of promissory notes. He examined the
difference between the discounting of a bill and the lending of money  He
steted that in a discounting tra.saction the seller of the bl does not under~ ¢
to repey it on due date  Th. signatories to the hill have those obligations  1f
the seller is » signatory to the bill, his Hability arises as & result of this fact and
not because he is the seller "™ Where a bill is sold by way of discount, the bill
itsedl has an inherent value  On the vther hand, where a person offers his own
promissory note, 8 discount house is mirely obtaining the maker's written
promise The strength of the note is dependent on the maker's wonth  Sucha
transaction could not be regarded as & sale  The fect that the person who
negotintes the note endorses it would nol change the naiure of the transaction.
Acvordingly, he rejected the argument that the tran sction was a sale of
promissory notes with @ prepeyment of costs  He found that there wes no
loss If the difference beiween the discounted and face values of the notes
were to be regarded as a loss, such loss would not be regarded as being of &

capitel nature

Van Dijkharst J found that the ransaction was a loan of maney raised on the
money market by the taspaver 13 acted {br the taxpaver and B's commission

and stamp duties were immediate costs ™ e then considered  the
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drawn by the taxpayer in favour of B3 or order, endorsed by B and discounted

in the markey ™

On 15 September 1988 the taxpaver issued promissory notes with a face value
of R3S million and a redemption date of 15 December 1988 B accepted the
noles on 1S September 1988  No monev chanued hands on this day B
retnined the monies received in terms of the arrangement with the (axpayer

The transactions were reflected in the books of account of the taxpayer '™

The taxpayer argued thay the discount charges, commission and stamp duty
constituted an expense incurred un 15 September 1988  The taxpayer's
financial yesr ended on 30 September 1988 1l was common cause that the
commission ard stamp duty were deductible  The issue was whether the
discount charges were deductible  The taxpayer argued that as the discount
charges were incurred on |5 September 1988, these expenses were incumred

during its nancial year ended on 30 September (uss ™

Counsel for the Commissioner argued that the discount charges were not
incurred in the taxpayer's tinancial vear ended on 30 September 1988 as the
taxpayer was only legally liable to pay these expenses on 18 Degentber 1988
It was further contended that, fullowing the decision in [TC 1488, discoun
charges should be treated as inferext and should be caleulated de die in diem
(n this basis, most of e expenses would @l inga the tollowing financial year

Alternatively, counsel for the Comaussioner contencded that the transaetion
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ignoring the Fnglish law on discounts and the distinction drawn between

interest and discounting by the 1louse of Lords

After these cases, the issue of the deductibility of discount charges was
considered by different judges in the Special Courts The first of “ese cases
was considered by Van Dijkhorst J in ITC J587 ™' The facts were that ihe
taxpayer carried on the business of full maintenance leasing. 1ts issued shares
were held, directly or indireetly. by A and B equally Qriginally, the taxpayer
leased vehicles from B and on-leased them 1o ils customers under full
maintenance leases  Subsequently, the taxpaver and B agresd thet Anance
costs could be reduced by raising money i the money market by way of
banker's acceptances and similar instruments  The taxpayer would issue
promissory notes and these notes would be discounted in 1le money market by
B. ihe rates would be below the bank overdraft rute The cost io the
texpaver would be the endorsement commission, stamp duty and & discount
charge. These Anancing arrangements were implemented by the parties. The
funds raised in this manner were lent to B at rates which were similar to those
charged under the fnancial leases.  The terms upon which B discounted the
notes were standard terms applicable to this type of financing  Minor
variations were set out in a letter of credit advising of the special terms and
coritions  These terms included those dealing with the secunty, the fagility
and its cost The acceplance commission. discount charges and stemd Jdaly

hecame pavable whenever a hill was accepled  The promissony notes were
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not accrue uitil matonty 1t therefore differs {fom interest in that inerest
acerues from day to day or at fixed intervals wherens a discount does not ™
Thus, particularly in [TC 1496,™ it was, with respect. inappropiiate for
Melamat J 1o seek the analogy of inferest in English law in order 1o justify his

contention that discountir g expenditure is deductible on an an~1al basis

In ITC 148%™ Melamet ) referred to accounting practice in order 1o confim
the treatment of expenditure which has been incurred but which will only be
paid in & later vear of assessrent  Once again, having referred to Caliex Qil™
earlier in his judgment.”" Melamet ] chose to ignore thix Appeliate Division
decision which dealt with the same issue In this resnrd, il is sufficient simply

10 refer to the following portion of the judgment of Batha AJA in Caltex Q1

“The court is only concerned wills deductions permissible according to the
language of the Income Tax Act and not debits made in a taxpayer's books
of account for deduction even though considered proper from an

accountant's point of view '™

The final comment that can be made on these two judgnents of Melamet | is
that it is regrettable that. on such an important issue, a judge in a Special
Income Tax Court should arrive at an erroneous conclusion and ignore Romen
and Roman-Dutch law, decisions of' the Appelfate Division of the Supreme

Court, and selectively guote from certain authorities on English law completely
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tavable income  Tnus, where inferest is deemed 0 bove deductible by the
issuer of an instrunsent in terms of s 24J{2), the issuer may not also deduct the
discoun expenses o interest actually incurred or paid by him in termw of the
instrument " Where the tenm of an instrument issued on or before 15 March
1998 is extended or its terms or conditions are materially aitered after that date
the instrument is deemed lo have been issued afler that date  In these
circumaignces, the provisions of s 244 apply (o the instrument from the dete of
the extension or varistion of the instrument ' The importance of this
provision has mostty fallen away with the minisier’'s announcement in the
budget speech of 1996 with regard to the introduction of retroactive legisiation
concerning the commencement of the application of' s <4 and the enactment
of s 14 of the Income Tax Act 36 of 1966 """ Section 24J5A) provides that
any amount which has heen deemed to have heen incurned by a person in terms
of s 24 shall not be deducted more than orce from the income of that person

as & resuli of an application of s 24J

Where there is more than one issuer in relation (o an instrument, one nwst
exclude all amounte paid or pavable, or received or receivable by othe: issuers
af the mstrument when cakulating the accrunl amount of the holder ™
Where the holder of an instruiment is emtitled to any interest in termis of the
instrument ane’, at the sanw time, is also liable 1w pay interest in terms of the
instrument, he will not be a bolder and issuer of the instrument at the same
time [ the interest receivable by bim enceeds the interest pavable by him, he

will be regarded ax the holder of the strument  Conversely, iF the inferest
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(Once the total amount has been determined. the second part of the caleulation
is to determine tve adjusted gain  This gain constifutes the extemt o which the
total amount exceeds the sum of the (rahsler price or redemption pavment in
guestion and any payments made by the issuer in terns of the instrument
during the accrual period *™  An example of the calculation of such a wain
where an alternative method of caloulating interest has not been applied by the
issuer is given in the Explanatory Memorandum™ and has been discussed in

chapter 3.

Section J4)(4){a) provides that an adjusted gain on transier or redemplion of
an instrument ia deemed to have sccrued to such person in the year of
assessmient it which the transfer or redemption tekes place  Where such gain
includes an accrual amount or an amount determined in accordance with an
alternative method. and such amourt has been allowed as a deduction tfom the
income of such issuer during the vear of pssessment in which the instrument is
transferred or redeemad or in & previous year, s 24J(3A)b) provides that such
amount must be included in the issuer’s income i the year of assesament in

which the instrument is transferrad or redeemed

The adjusted loss incurred by the issuer i calculated by fing determining a
total amount Where an altertative method of caleuluting interest in respect of
the, instrument has nof been applied by the issuer, this is determined by adding
the transfer price of redemiption pavmient atid am paviments made by the issuer

i respoct of the instrament darig the acernad pertod . The kws constitutes the
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R1000 000 on 31 December 1995 An amount of R1 300 000 is repavable on
31 December 1997 The taxpayer's financial vear ends on 28 February  The
yield to maturity assuming an annual accrual period is 14.01784% per period
The cash flows relating to the fAnancial instrument are sel out in the table

below

Month R
3 December [99% 1 000 000
3] December 1996
0
31 December 1997 {1 300 000}
1300 000)

Based on these cash flows. the incurral of interest by the taspayer is set out

in the table below
Tax yeur | Perdod ATM (R} | Nate Yield [acurral (R)
1w M Feb [wa {1 X000 ] NIRRT FRET
joe? 1 Deg 1996 | |t 3 TRTTRANS 171
LY MEgh 1997 [ {du 18 § L LpTAS JERA
et JAEchIval 1130 [ 4 IR Rt KRR L

SO— vk
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) T Thicthed [ 1998 1998
Yeur (R) Year (R)
(n) Welghted capital 412,90 105,10
Ditference o YiM 41503 {43,00)
[ Difference as %o of itersst 8.7 B
(8.7%)
(y) Straighi-line 259,00 259,00
Difference to YIM (108.87) 108.87
Difterence a3 % of imtorest {21.0P3) 218
{¢) Calculated 1679 150,10
Difference 1o YIM 0,03 {0.03)
Dilference as %, of imerest 0.0 0,8
(d) Yield te Maturity (YM) 367.87 150,13

In cunsidering this table. it is appropriate to exumine the alternative methods of

calculating the accruals in more detail

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

lormula

Total interest x Monthly balangys

Totsl montids balances

The detailed caleuluiion is as (oflows

g



in respent of all such instruments held and not disposed of or not redeemed by
it at the end of such year of assessment 1 is necessary to take into account
interest which would have heen taken into account had these provisions not
have been applicable in prior vears of assessment  In addition. account musi
he taken of &, income included in the compam s gross income in prior years

137

of assessmen;

The Expianatory Memorandum contains & discussion and example on the
ghiermative methods of reflecting the spread of interewt for accounting
purposes ** In the example, it is assumed that the taxpayer borrows the sum
of R10 000 on 3] May 1998 at an interest rate of 17.5%% per annum  The
logn agreement provides that the loan is repavable within six months by way of
monthly instalments of R1 783 The taxpayer’s financial year end is 11
August  The interest payable over the period of the loan is RSI8  The
calculation of the interest using various methods of caculation are st out in

the table below
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pavable by him exceeds the interest recenvable by him in respect of the

instrament, be will be regarded as the issuer

A company whose husiness consists ol dealing in instruments may elect 2
different basis for it 10 be taxed on its interest ™ The basix on which the
company will be taved will be to apply a market valuation v respect of the
instruments.  The company must make the election in writing and must submit
a statement sefting out in detail the methodology that the company will apply
in determining the market vahwe of the instruments  The elecion shall not teke
effect unless the Commissioner hax, subject to any conditions that he might
impose. approved of the methodulogy and the manner in which the market
value of the instruments is laken into account in determining the company's
texable income.  The election will be binding on the company in respect of all
such instruments during the vear of assesameni in which the election tekes
etfect and in all subssquent vears of assessment  Where the company has
made such an eloction any instrument 1@ which the election applies will be so
deslt with umtil the instrument is either sold or redeemed  The Commissioner
may withdraw his approval if it was obtained by faud or ax & result of o
misrepresentation or failure o disclose & material fuct by the company  The
Commissioner nust, of course, be satisfied (hat, having regard 1o the Al facts,
the approval should ot have been granted  Where a compary no longer
complies with the provisions of & 2409) the approval granted byt
Commisstonet is deemed to have been withdrawi with effeet trom suel, vodr

of assessment An adjustment mist be nurde 1o the comtpam s laxable meome
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redemplion procesds, as the case may be, wid any other pavments received by

the holder during the accrual petiod in question

Where an alternative method has been appued. the loss is deterrmned by
adding the adjusted initial amount in refation o the instrument and all amounts
determined by applving the alternative method and any other payvments made
by the hokder in terms of the instrument during the period ffom acquisition to
the date that the instrument is transferred or redeemed  There must be
deducted from this amount the transfer price or redemption proceeds, as the
case may be, and any other payments received by the holder during the accrual
periad in question

In termy of & 24)(Ixb) any such loss on wwnsfer or redemption of the
instrument is deemed 10 have been incurred in the vear of assessinent in which
the instrument is transferred or redeemed  Section 24H(dA)e) stipulstes that
where such loss relates to an income instrument representing an eccrual
amount of an amount determined according to an alternative method and
where such amount has been included in the holdet's income in a previous vear
of asseasment, such amount is allowable as a deduction flom the haolder's
income in the vear of assessmont in wihich the instniment ix transfermed or

redsemed.

Where s 247 applies, any intetest paid by a person in i of 2n instrument is

pot taken mito sccount £ the parposes of & 1 i calcubting such person’s

Y



extent to which this amount exceds the initial amount of the instrument. the
accrual amounts in relation {o previous accrual periods and the current periad.
and any other payments received by the issuer kess any payments made by the
issuer in previous accrual perickis  Where an alternative method of calculating
interest in reapect of the instrument has been applied by the issuer. this is
determined by adding the transfer price or redemption psyment and any
payrenis made by the issuer in respect of the instrument during the period
from the date of issue or acquisition of the instrument by the issuer until the
issuer transfers or redeems the instrument The loss constitutes the extent to
which the total amount exceeds the initisl amount of the instrument, all
amounts determined in sccordance with such ahemative method and any other
pavments re vived by the isser during the period from the date of issue or
acquisition of the instr  mt by the issuer until the issuer transfers or redeems

Jui

the instrument ~

The definition of "adjusted loss un iransfer or redemption of an instrument’
contaimed in 8 24J(1) also covers the situation from the viewpoint of the holder

of an income instnument

Where an alternative method has not been applied, the loss is determined by
adding the adjusted initial amount in relation to the instrument and the accrual
amaun! in respeet of the accrual period i which the instrument is transferred

or red med  There must be deducted ffom this amount the fransfer price or

1B



R0 000 x 0, 1401784 x 300/300

[0 ]

R1000 000 x 0,401 7584 ¥ 306/3060
3 RIT40 175 x D,1401784 x 597308

4 RI 140 175 x 0,1401754 « 300/3065

Where an issuer makes a profit of luss on the sale or redemiption of an
instrument, the adjusted profit of loss, as the case may he, is deemed to have
accrued to him or have been incurred by him. as the case may be. in such vear

of assessment 7

The adjusied gain from Lhe issuer's perspective is determined by firy
determining & total amount Where an alternatinve method off caloulating
interesi in respew, of the instrument has not been applied by the iasuer the total
amount is delermined by adding the initiel &mount, the scerual amounts in
relation to previous accrual periods and any pavments received by the issuer
less any payments made in previous accrual periods  There is added 1o the
adjusted initial amaount any pavments received by the issuer in the relevant
gecrual period Where an alternative method of caleulating interest in reemt
of the instrument has been apptiod by the issuer the total amount s determined
by adding the initial amoun, aind all amounts determined in accordance with
the alternative method and any other pavinents received by the issuer Fom the
date of issue or aeq isition wntil the ranster or reduetnption o e instianken

by the issuet
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Having considered the issues arising from the formala, it is now necessary
10 consider the application of the formula to the issuer of an instrument  There
is deemed (0 have been incurred by the tasuer an amount of'interest  There are
two bases for calculating the interest that is deemed to bave been incurred by
the issuer The first basis is 0 determine the sum of the accrual amounts in
respect of all accrual pericds falling wathin the vear of assessiment  This applies
not only 1o complete accrual periods, but also to any part of an accrual period
falling in the yenr of asssasment  The accrual amounts are determined by
applying the formula.  The second basis is Lo caleulaie the interest by applying
an alternative method ' The meaning of alternative method is defined 1tisa
method of caleulating interest in refation to any class of instrument 1L must,
Rowever, conform with generally accepted accounting practics, be consistently
epplied in respect of all instruments for il financial reporting purposes and he
result in respect of the acerval of income and the incuming of expenditure
should not differ materially from that resulting from an application of the
formuln **  In the Explanatory Memarandum three ahternative methods are
referred to. These are those based on the weighted outstanding capital and
interest and on a wraight-line spreading ol interest and that calculated by

applying the rate and instalments in terms of the relevant agresmen **

An example on the ineurral of interest is given in the Explanalon
Memorandum which will be discussed ax it wives one & better underganding of
the application of the formala contained in s 2407 1a the example the

taxpayer enters inlo an agreement in terms of which e raceives an amou of
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March {995 The definition ol an imsfrument contuins a general definition,
certain inclusions and certain exclusions  The general delinition covers any
form of interest-begring arrangement  An wstrument includes stogks, bonds,
debertures, bills. promissory notes, certificates and similar arrangements it
includex vardous forms of bank deposits and loans as well as repurchase and
resale agresments  Where (here is a right to receive interest o an obligation to
pay imterest in terms of such an instrument and the right r obligation is
acquired or disposed of. the acquisition or disposal will also constitute an
instrument  There is excluded from .ie definition of instrument = lcase
pgresment and any agreement in which the holder would qualify for an
allowarnce under 5 24(2) of the Income Tax Act ™ 1t should be noted that the
definition of an instrument does not include s share 1t could be argued that
cerisin types of short-term redeemable preference shares should be included in
the definition of instrument as such types of shares have certr.’ - rights that are
similar (o those reliing to certati types of bonds  Conversely, bonds which
are convertible into shares are covered by the legislation. The values of these
types of bonds vary in relation 1o the price af the associated shares 1t could.
therefore, be argued that these types of bonds should not be covered by this
legilation as they are similar (o the associated shares and should not be treated
differently A similar argument could be advanced in respect ol bonds that are
linked to an official price index 1t is submitied that the approach adopted in
the United Kingdom has merit. Securities that give the holder a propristorial
inierest in & company should not be covered by » 247 and securities which do

ot should be covered by s 24)
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caleulaling amounts regeivable aller the date when the caleulation s made
I the variable rate changes the rate of compound interest st be
redetermined  In redetermining the rate of compound interest, reference must
be made to the adjusted initial amount at the end of the previous accrual period
or year of assessment In additiom, the vanable rate at the date of
redetermination must be used *'*  Where the terms and conditions of an
instrumert are varied aad this results in a change in the rate of compound
interest relating (o the instrument. the compound interest must be
redstermined *"  Where there is a variation or alteration of the rights or
interests of e holder in respect of the instrument, the raie of compound interest

reluting to the instrument must be redetermined ~

The third issue arising from the formula is the meaning of the adjusted
initial amount  Insofar as an issuer is concerned, it is the sum of the issue
price, the sccrusl amounts from previous sccrual periods and any other
payments received by the issirer in previous sccrual periods less any payments

made by him in respect of the instrument ™!

The fourth issue refates to the 1wvpe of instrument covered by the formula
When considering the pusition of an issuer, the Tormula applies 10 instruments
This is difterent fram the case of a holder where the formula applies (o income
instrumenis. The instrument must bave been issued atter 15 March 1995 or on
or before that date and transterred on or giler 19 July 1995, o, insolir ax it

relates 1o its Dolder, sued on o Detore 1% Mareh amd umredeemed on 14
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produce income ™' There must. thervivre, be a factor linking experditure 10
incotne 50 that it mauy be established that the expenditure has been incurred in

the production of ingome ™

The most important factor thul the courts have to take into account is the
purpose of the uct which resulted in the incurrisg of the expenditure ™' 17 the
act 18 performed with the purpose of eaming income, expenditure attendant
upon it is deductible ™ When considering the deductibility of interest, for
examiple, the ultimate use or destination of the money botrowed is not a

decisive factor ¥

The act entailing the expenditure must have l:een incurred with the purpose of
earning income 1t does not matter whether the income will be camed in 2
vear of assessment after that in which the expenditure is incurred ™ The
income roferred 1o is income as defined in s | of the Income Tax Act, namely,
gross income less exempt income ™ Therefore, expenditure incurred in order
lo produce income which is nol from & South Afean source is not
d@mﬁm ol

The expenditure must not be incurred as a scheme 1o improve the fnancial
appeerance of the business™ nor 1o ensble & company 1o nurchase its own
shares. ™ nor to be utitieed for noneproductive purposes ™ However. if! for
example. money is barrowed 1o fund working capital, the interest incurted on

the loan is deductible ™
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BTy of the Hills of Exchange Act 34 of 1964 as an unconditiona] Hability of
the isstier to pay the face value of the note 1o the note's hokder in due course at
the nole's maturity is 8 factor against an application of the law of reciptocal
obligations to the stuation in which a promissary note is bsued 1 this
interpretation did not epply. the definition uf a promissory note woukd be

ineffective

Having vvamined the situation where A ssues 2 bill. note of bond to B &t a
discount on .y fage value, i is necessary Lo discuss the situation where B
negotintes the instrument to ¢ who presents il for peyvment e maturity  The
issue 10 be considered i al what stave do B and C actually incut ther
expenditure relating to the transactions  If onc applies the general principles
relating to the incurming of expenditure as discussed above, it is clear that both
B «id C will have incurred their expenditure when they incurred sn absolute

liebility to pay for the instrument

IN THE PRODUCTION OF INCOME

1t is nent enough merely to extablish that expenditure and losses are deductible
if incurred in the vear of assessmient ™ The expenditure and losses must be
connected with the eaming of profits and nol be incidental 10 the businesa
heing conducted ™' Thus, expenditure and Jusses must have been incurred in

the production ul'income ™ Generally, expenditure and losses do not directly
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The court considensd whethet the taxpaver iwurted an sbsolte and
utsqualified legal lighility i rospeet of the dediction sougin by it The coun
found that, on the evidence, the taxpayer was only required to pay the
purchinae price in respect of the contracts againgd receipt of the bills of lading
and relevar? invoies  The court found thet the taxpayer did not incur an
unconditional liabitity to effect payment prior to receipt of the documents “*

The count referred 1o ESE Finciat Services (Pty) Lid v Cramer™’ covering
the principle of reciprocal obligations and held that the taxpmver had
incurred an unconditional Lishility in the vear of assessment in question
Accordirgly, the court dismissed the 1axpayers sppeal **

In [TC 1444 the principle of reciprocal obligations spplied in that the Hability
of the taxpayer lo pay the purchese price wea conditional upon the
performance of tender of performance by the seller “ Clearly, the ficts of this
case were somewhal unusual in that the contract was only concluded when
peyment for the materials bought was effected 1t i submitted that, on the
facts of the case. toae court correctly applied the principle of reciprocal

obligations

In considering the epplication of this principle to the issue of & bill, note or
bond, it could posskibly be argued that the liakility of the issuer to pay the face
vitlue on the instrument ix conditional upon the holder presenting it to him fir

pavment Tt is, however, submitied that the definition of i promisson note in s
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b distinguisbed from that in which obligations metelv need to be perfornmd

comsecutively Y

The question arose for consideration in 1TC 1447 In this case the taxpayer
sought 10 deduct an @mount in respect of commitments for product.on
materigls The laxpaver imported certain production materials used in its
process of manyfacture  The price of these matenials in the world markiet was
volatile  The taxpaver sought 1o protect itself’ trom these price fluctuations It
did 8o by entering into certain arrangements with the overseas companies  The
{atier, acting &» sgents of the laxpaver. entered into contracts (o purchase the
production materials  The production materials were menufictured from
certain raw materigls.  The contracis for the purchase of the raw materials
were such that &t no time did the taxpayer setually acquire the raw malenials
for which the contracts were concluded The Laxpayer merely soquired the
right to purchese supplies of the production materinls  [n addition. the
comtracts provided a method for determining the price of the production

malerials *H

The amount which the taxpaver sought to dedict was that relating 1o the
purchase of future supplies of the production materials  The defivery of the
rsnterials was effected in later vears of assessment  The count accepied that
the price of the matenals was either fixed or determinable and that in each case

there was a binding and enforeeuble vontract
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it seceptable  This raises the issue whether a basds of vakution should be
aeceptable in cortain circumstances and not aceoplable in ofher circumsiznces
It is submitted that it is mut desirsble for a basis of valuation 1o only be
acceptable in certain circumatances as this keads to uncertainty A basis of
valugtion should either be acceptable or md It is submitted thal there m wo
valid reason wity the straight-line basis of valuation should ot be accepteble in
all circurnsiances, and the legislgtion should be changed sccordinglv

In the circumstances, it is submitted that the definition of alternative method in
£ 24J( 1) of the Income Tax Act should specify the extent to which the result of
en application of an ahternative method may vary  from that echieved by an
spplication of the yield o maturity basis before such aliemative method
becomes unaccepteble  In sddition, the section should aiso clanfy whether one

methnd may be acceptable in certain circumsiances and not in others

The final question to consider in whether the incurring of a lisbility in respect
of & bill, note or bond is affected by the law relating to reciprocal obligations
The general principle relating to reciprocal obligations is discussed in chapter 3
10 the extent that it affects the sccrual of gross income 1t will be recalled (hat
reciprocal obligations apply in bilateral contracts where one party cannot call
upon the tiber party lo perform his vbligations under the contract unless he
himself” hes thlflled his obligatons or is ready (o perform his part of the
contract **' In other words, a person's right to perturmance is conditional on

his re-performance of & -eciprocal obligation ™' This tvpe of contract shoukd
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Year | Actanl | Weighted capital | Stenight-line
1 i 0,40 0,24
i 4] 047 022
3 0 147 .20
4 0 048 617
5 0 1,48 o148
6 0 049 0.12
ki 0 049 0,08
8 0 .50 15,04
9 0 0,51 {3.00
10 0 0,52 0,08
11 0 0,53 0,10
12 0 0,54 -0.16
13 0 0.55 0,23
4 0 .57 0,30
18 0 -7.08 0,18

It ix cheaar from the second example thal gnnual variations to the vield to
maturity of the annual accruals apphving the weighted capital method of
valustion are wreater than the variations applving the straightding bas.s of
vitluation  This raises the question whether the straight-line basix of alugtion
is acceptable in this situation 1t is submitted that, applying the second

esample, it would be difficult to argoe that the straight-line basts of valuation is
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Year Amigung Yield v Actual Strnight- Yeighted
{Rands) maturity line capitnl

i RARAKRY
1 T OINNT | IR o7 Tj0z128
1 FO00000 T B TR T10%46

3 TO000 JORRT | toniaa rTrs) 1170204
4 TILLy TOVRRGR | 11WRAGR HO0067 TTi4v%
5 TO0000 VKR | todvion 1060007 20237
& XKy {IH254 X218 1060647 HBI2Y
v T00000 1083967 | 108397 T00Rwee? 1132691
8 TR0 I TY) T Tt T
v T 06673 | 66788 T7R] 1148184
1t XN K FFERY: 0606067 s
1 Fon0o lOR2874 | 1oR3NY TO0HDhT T16718]
12 Hooono N1 | 19331 10007 11762
13 7T TI02H0G | 1]02Rg0 H066007 TCIEET
i TOexNRx: JRREEL) 1] it d HMtHGT s

B THIXKN TERAZ TN TEEEET Tietion? 3

The following table illustrates the percontage of total interest of the variations

of the cifferent methods of calculation with the vield to maturity basis of

caleulation
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has vegard to the example above  The straight-line basis of valuation was not
acceptable 1o the Commissionet at the vear ond as discussed in the
LExplanatory  Memorandum 1 the example piven in the Explanatory
Memoaorandum, the vear ended at the end of the third month At that stage the
vanation with the yield to maturity basis was <1099, [T the vesr had erced at
the end of the first month, the variation would Fave been -00%0  The guestion
arises whether, in these circumstances, the straight-line basis would have been
acceptable. In this regard. it should be noted that in the example given in the
Explanatory Memorandum, the weighted capital method was acceptable to the
Commissioner At the end of the third month the variance of the weighted

capital method was 45%

The second issue follows on from the first issue I one has regard (o the
weighted capital method in the above example, it will be noted thai, apsrt from
the last month, he variation was between 25%: and 458%¢  Clearly it 45% vas
acceptable to the Commissioner, the lower percentage vaniations were also
acceptable. However, it is not clear how high the percentage variation should

be before it becomes unacceptable

The points raised in the two issues discussed above are reinforced when one
considers & further example  Assunwe that & 1 5-vear bond is issued  The isste
price is RY millivn and the

redemptior. price is RIO million  The annual coupon rate is 1P The

acenuls are set oul in the table below
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1t is stated in the Fxplanatory Memorandum that the weighied capital method
and the caloulation by applying the rate an! instalments in (erms of the
ggresment are acceplable as methods of caloulation  However, it is also stated
that the streight-line method of caleulation is mot accepiable ™ The authority
for this statement is. presumably, contained in the deflnition of the allemative
method in s 241(1) of the income Tax Act  Paragraph (v} of the definition
stipulates that the method should aclieve a result in relation (o the timing of
the accrusl and the incurrel of interest that does not differ significanily from the
yield 10 maturity besis of caleulation [t ix respectfully submitied thet this
definition is not sufficiently clear Paragraph (¢) of the definition of alternative
method slipadates that the result of an application of an aliemative mathod
should not differ significently’ from that achieved by applying the yield 1
maturity basis of valuation 11 is not clear what would constitute a significant
differance In the example set ot sbove, which is given in the Explanatory
Memorardum, it will be noted that. apert from the sixth manth, the cumulative
percentage variation with the yield to maturity basis of caleulation varied from
60% (o -109%  On the basis of the comments in the Explanatory
Memorandum, the siraight-line basis is not acceptable tu Reverue  In the
opinion of the Commissioner, these perceniage variations clearly constitute
significant differences Lo the results achieved by applying the yield to maturity

basis of valustion. This raises two issues

The fusi issue is whether one baxis of caleulation is acceptable in some

vircumstances and not scceptable in other circumstanees  Fon example, if one

L



The table befuw sets ouf the monthly variagions of the different mwethods off

caletlation with the vield to maturity basis

Month { Actual Weighted Strilghts |
capital line 4,
1 0 {7 41
2 0 1% -36 i
3 0 12 30 w
4 0 9 32 |
[ 0 5 12
] 0 0 0

The variations as percentages of the tolal interest are ag follows:

Month | Actual | Welglted cagital | Steaight-tine
1 0 28 60
2 0 | -6
3 0 48 109
4 0 d0 1
L 0 28 61
6 0 0 0
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The straight-lie method of caleulaving the accruals involves an wjual
allocation of the interest over the period involved  The table befow sets owt

the nionthly aceruals in the above example

Month | Moathly accrunl | Cumutative accrual

{ Ho 14 86,34
2 86,34 172,64
3 LURE | 259,013
4 86,34 14538
& 36,34 431,72
& LIRS 518,07

£18.07 A18,07

The actusl interest caleulation and the calculation based on the yield to

maturity have the same results  The table below sets out the detailed accruals

based on these methods
Month | Payment | Interest/Acerual

i 1763 48

2 1783 123

3 1753 Y

4 1753 78

5 1753 50

6 [7€3 a5 ]
10818 £18
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Capitat | Payment | Interest | Balance
1 100060 {783 146 #iu3
2 8303 | 1742 i3 6702 |
3 6762 1783 % 5109
4 107 1753 75 3434
8 3428 1753 50 1728
6 1728 1753 25 0

Based on the above figures, the 1olal inferest fr the period is R, and the
total of the outstanding balances at the end ol ¢ach month is R28 424 The

accruals are, therefore, as follows

Mont Cumudative Monthy
h Accruaf Accrual
{ 171 1
2 309 138
3 413 104
4 JR3 70
] S1R 15
6 518 ]
518 Sis
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to give a precise and comprehensive delfinition of expendiure of a cepital
nature " I CIR v George Forest Timber Co Lid™" and New State Areas Jad
v _CIRY a yeneral distinction was drawn between capital and revenue

expenditure ™

The word *capital® must be given its ordinary meaning * Capital expenditure
includes money and all forms of property which are used or capable of being
used to produce income or wealth. This is the type uf capital that is referred to

s 3

in the phrase 'cxpenditure of a capital nature

The facts of each situat ¢ 1 should be examined to determine whether the
expenditure in question is of 1 capital or revenue nature ™' The true nature of
each transaction must be examined in arder 10 determine whether the
expenditure relating to it is capital or revenue "’ However, the determination
as to the capital or revenue nature of expenditure is not always a question of
tact. "' The court must examine all the facts including the purpose of the
expenditure  Afier the factunl situation has been esiablished. the court must
determine whether the payment is parl of the income producing oparations or
squipping the income producing machine or structure ' A recurring payment
can still be of a capital nawwre ™ The purpose of the expenditure is an
important factor ' Generally, expenditure is of .. Lapital nature it'it is incurred
in creating or acquiring an income producing cone ', & source of profit ur a

capital asset ' On the other hund expenditurs is of o revenue nature it it is

part of the cost incidental o the performance of the memme produding
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In the former type of case, where a person borrows a sum of money and
applies it for a purpose which does not produce income, and it is not directly
connected with the income eaming part ol his business, the interest retating to

the Juan will not have been incurred in the production of income

The approach is different where, for example, B acquires a post-dated
promissory note made by A with a face value of R100 for R%4 and negoliates
it for R95 to ¢ who presents it 1o A for payment at maturity date  The
transactions between B and (' and C and A are. in effect. sales ™ Thus the R2
profit eamed by B in respect of his sale of the note to C, and the R4 profit
earned by C on his sale of the note (o A, do not constitute interest earned '
The issue whether the expenditure incurred by B and C is incurred in the
production of income  dependent upon the nature of the profit earned by
both of them *" If' the receipts from the disposals of the note by B and C are
of & capital neture, then obviously the expenditure incurred by them in
acquiring the note does not constitute expenses incurred in the production of

R

income = On the ather hand, {f’ the receipts are of a revenue nafure, then the

costs of acquiring the note are expenses incurred in the production of

iﬂ some L)

NOT OF A CAPITAL NATURE

in urder to be deductible under the general deduction formula, expenditure or

losses must not be of a capital nature ! 1t ix both impossible and impractical
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in approaching this issue, it must be appreciated that ane is concerned with the
situation where a person borrows a specilic sum of money and applies it to an
identifiable purpose which subsequently changes The original purpose of the
application of the logn is to produce taxable income whereas the latter purpose

does not result in the earning of taxable income

‘Where & loan is repsyable at the instance of the borrower, it can be argued that
the interest is not deductible after the change in the original purpose of the loan
on the basis that the interest is no longer incurred in the production of income
One would have to sccept the reasoning of Melamet J in 1TC 1500 and the
decisions in ITC 953 and [TC 1171 One would, therefore, take the view that

the decision in [TC 1013 was incorrect

A similar argument coulr be advanced where the loan is for a fixed period
The position is, however, nol certain a3 there is no direct authority on this

question "

it is submitted that the principles applicable 10 the issue whether interest is
incurred in the production of' income apply to discount expenses 1t should he
apprecinted thet onginal issue discoun fransactions generally relate 1o fxed
periods  The analogous situation with regard 1o isterest would be a loan for
fixed perice] of time  Thus the decisions in 1TC 983, FTC 20 and 1TC FS0)

would have limited application to original issus discounting transactions
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s The texpayer sought to deduct rental paid by him in the caleulation of his
taxable income. The Commissioner of Taxes disallowed the deduction and e

tuxpayer took the matter on appesl (o the Special Court

The main ixsue before the court was whether the termination o’ the partnership
precluded the rental from being an allowable deduction  As a paninership is
not 8 legal persons and the taxpayer continued to carry on his profisssion of
accountant, the court held that a dissolution of the partnership did not, per se,
affect the deductibility of the renial  The court was of the view that rental
would not have constituted expenditure incurred whally and exclusively for the
purpose of trade or in the production of incon.2 hed the taxpayer ceased
practising as an accountamt upon dissolution of the partnership  However, the
court held that us the taxpayer continued his profession after the partnership
waz dissolved, there was a continuity of gction sufficient 1o warrant the
siatement that the obligations were incurred for the purpose of trade

Accordingly. the iaxpayer's appeal was allowed "

A loan and 2 leuse can have wimilar income tax consequences in that the
borrower and lessee nommally hiave the obligations to pay interest and rents
respectively on a regular basis '’ Thux, it is appropriate to compare the
decision in ITC 1013 with those in TTC 983 and TTC 1300 and 1o accept that

they are in conflict



ETC 1013™ which coutd be referred to support the argument that the original

purpose of the expenditure should prevail

Financier and Producer could be distingushed on the basis that they %l with
the latter type of case discussed above. namely. the finds were horrowed
generally in order to fund the taxpayer's foating capital {17 726 could be
distinguishied on the grounds that the court was primarily concerned with
whether the taxpayer was carrying on & trade and the specilic provision in the
Income Tax Act covering the deduction of the payment of annuities to former
emplovess. [TC 1029 could be distinguished on the basis that the Kability for

the expenditure aroge prior to the ceusation by the taxpayer of his practice

However, [TC (013 is suthorily against the propuosition edvanced by Melamet
] The fets of the cose were that the taxpaver had cerried on an eccounting
practice n partnership with another person. Duning the exisience of the
partnership, the partners signed o five-vear lease in terms of which they reined
cerikin rooma  The rooms which were surplus (o their requirements were

sitblet at g profil

When the pertnership dissulved the taxpayer moved out ol the premises and
joined another irm  The taxpayer’s former parther remained on the premises
and used as much of the accommuadation as be required  The taxpayer and his
former pariner remained linbie to the lessor of the premisex  They were able to

sublet the vacant roem for a few months Thereatler they were unable (o do

1



He touk e proposition Rirther

*Even where a loan is fixed for a certain period a change in the application
of the proceeds of the loan may alter the deductibility of the interest

a8

expenditure attaching to that loan *

He referred to [TC 953" in support of this latter proposition

The decision in [TC_ 1500 was st a.ide by the Appellate Division in CIR v
Guiganns Brollo Properties (Pty) Lig *" In that case, Nicholas AJA stated
that the enguiry relates mainly to the purposs of the bortowing. The ultimate
use of the funds may sometimes be relevant  On the fects, the count found that
the funds were not borrowed in order to produce income nor did the loan
incrense the taxpayer's capacity to produce income The court found that
there was not a variation of the original loan and that there was a connection

between the interest expenditure and the original dividend debt.

The Appellaie Division did not specifically refer to JTC 1171 and TS
113" [TC 1135 was primarily concerned with the fict that the texpayer had
censcd trading end is not direct muthority for the proposition propounded by
Melamet ] ITC ]17] is more supportive of the approach adopted by Melamet
Jex it wan concerned with the reults of the cessation of trade and the
incurring of expenditure in the production ul’ income  Melamet ] omitted o

refer to cases such as Finaneier,™ Producer, ITC 729" 11C 1029 and
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This situation should be distinguished (rom that in which there is a cessation of
trade  Whilst it is beyond the scape of this thesis to discuss this matter in
detail. it should be noted that the interest will nol be deductible where a trade
has ceased unless it can he established thar the person has continued his (rade
or profession or that the expenditure was incurred 9riot fo cessation of the

trade and there is a fink between the businiess and the expenditure incurred

It has been argued that, in the case of interest, where there is 2 change in the
origingl purpaae of the borrowing the ultimate purpose may determine whether

the interest has been incurred in order to produce income ™

This approach was taken further in ITC_1500™ in which Melamet J applied
principles applicable 1o the cessation of & trade to those relating to the
production of income and stated

‘Where o loan is reised for one specific purpoae but, subsequently, the
procaeds of the loan are diverted to another use then, when the loan is not
for & fixed period, but is repavable on demand, the deductibility of the
interest expenditure must be tested by reference (o the purpuse of
minimising the interest expenditure, dav by day, as n ligbility to pay
interest s incurred  The onginal purpose of the borrawing does nt
continug to govern the question of the deductitility of the interest

expendilure "™
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borrowing effects ™ In doing so, one musi assess the closeness of the

connection hetween the borrowing and the incoine earming operations ™

It may be necessary to distinguish between the situation where a person
borrows a wpecific sum of money and applies it to an identifieble purpose and
that where s perzon borrows money generally and on a large scals in order to
fund the foating cepital of his business ™

In the former type of case it is possible to identify a clear causal connection
between the purposs of the borrowing and what il sctually effects 1n the latter
type of caae it is not possible to determine exactly what & specific borrowing
effects. It iz only posaible to state that the barrowing was effected in order to
provids the person with money to run his business. 1t is not possible to link the
borrowing with specific ways in which the capitel is employed in the

business. *”

Converssly, where & person borraws a sum of money for use in his busingss in
order to produce income, the interest relating to the loan will have been
incurred in the production of income ™  If. subseuently. in pursuing a
legitimate business purpose he invests the money in an investment which does
not vield visble income. the interest relating (o the loan will still be deductible
for income tax purposes ™" The test applied is the purpose for which (he

muney wax borrowed ™

4



Tax Act ™ Thus. iff A issues the bill, note or hond, he should do so with the
intention of utilizing the proceeds thervot it his income-vaming operations ™
In this situation it i4 clear that the act entailing the expenditure is incurred for
the purpose of eaming income Therel e, the expenses attendant upon the

issue ol the bill, note or bond are deductible

The question which then arises is whether the discounting expenses are
deductible. it is ustablished that it is necessary for A to issue the bill, nute or
bond &t a discount on its face value and if the issue of e bill. note or bond at &
discount ig & necessary concomitant of’ A's husiness operation, the discounting
expense should be deductible, provided the other reguirements of the genersl

deduction formula are met ™

The situetion should be no different, in pritciple, fram that in which interest is
incurred in respect of money borrowed ** Where the money borrowed is used
for the purposes of B business, the discounting expenses should constitute
expenditure aciually incurred in the production of the income of the
business ™' This should be the case whether (he money was barrowed for the

acquisition of fixed ot Nuating capital ™

Thus, it is clear that in applving the purpose test to expendilure on interest one
mus! determine the purposs of the borrowing (o which the interest relates ™
If the loan is obtained i the production of income, this test in the general

deduction formula will be satistied 1t is also anponant 10 determine what the
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business ™ Where a sum is borrowed lor a specific purpose, there will be a
cinse causal connection between 1he purpose of the expenditure and what it
effects ™ On the other hand. where money is borrowed enerally in order to
raise floating capital one cannut say (hat expenditure was incurred in order to
achieve a particular effect This applies particularly in the case of an institution
such as a bank {n this situation it is only possible to state that funds are
borrowed to provide capital for the business 1t is not possible to link

particular flnds with certain specilic types of expenditure ™

In order to delermine whether expenditure has been incurred in respect of
receipts or accruals which do not constilute income u3 defined in s | of the
Incone Tax Act, the court must assess the closeness of the connection
between the expenditure incurred and the income concerned ™' In doing so,
the court must take into sccount the purpose of the expenditure and what it
actually effects ™ Where this spproach lends to the finding that expenditure
was incurred for a dual purpose. the une to produce income as defined in the
Income Tax Act, aud the other 10 produce income which is exernpt from tax,

the expenditure should be apportionsd ™

Where A issues a bill, note or bond to B at a discount on its {ace value he is, in
eifect, incurring a discounting expense in order 10 oldain the consideration
received by him from B The act entailing the expenditure is the issuing of the
bill, note or bond at a discount ™ In order 16 be deductible. the mstrument

must have been issued in order to carn inconw as defined in s 1 ol 1l Ingome
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exercise of tie taxpayer's energy and wbility Thus imerest paid on moneys
borrowed to acquire the shares was not deductible as the shares had not
produced income. There must be a close link hetween the expenditure and the

production of incorne ™

However, where expenditure is incurred tor two purposes, the dominant

'y

purpose will be the main factor ™ (I the dominant purpose is 10 produce
income and the incidental purpose is nut (o praduce income, the latter purpose
will be 100 remote from the expenditure to affect its allowance ™ Thus in CIR
v Denkensberg Garden Hotel (Pry) Lid™” the income from rent and business
profits was held 1o be closely connected with the interest expenditure. The
imerest was incurred for the main purpose of producing the income  The

interest was glso incurred for the incidental purpose of producing dividend

income. This did not affect the deductibility of the interest

The purpose for which expenditure is incurred and the closeness of the
connaction between the expenditure and the income earning operations are
both interrelated ™ Therefore in exumining the closeness of the connection
between expenditure and income earning operations ane should have regard to

the pumpose and effect of the expenditure *™

I certain circumstances it 1s necessary 1o distinguish between the case where a
person bormows & specific sum of money for a specitied purpose and the case

whaere moeney is borrowed generally in order to raise Qoating capital for the
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Difficulties may arise where money is borrowed for the purpose of eaming
income and, subsequently, when profits have been accumulated, such profits
are utitized for a purpose that does not eamn ingome ™ The purpose of the
expendilure should be the main factar™ although, where the non-productive
income s matenial, the counts have permitted the deduction of only a ponion

of the expenditure ™

Once it has been established that an act is performed with the purpose of
earning income, it is necc - sary to decide what expenditure is attendant upon it
and is therefore deductible ™ There are three types of expenses which

deductible*™ The first is expenses which are necessary for the performance of
the buginess operation The second is expenses which are attached (o the
performarce of the business operation by chance. The tinal type of expenses is
those which are bona fide incurred for the more efficient performance of such
business operations. These types of expenditure are dedustible provided they
are 30 closely connected with the perfonmance of the business operation that it
would be ressonable to regard them as pant of the cost performing the

operation””’ o & necessary concomitant of the operation "

The "closeness of connection’ testis+ <ty applisd by the counts.™" In CIR v
Shapire the taxpayer was required to hold certain shares in order to hold office
as a director  The shares did not produce income  The court held that
although the shareholding was a sine qua non 1o his directorship, it was net the

shareholding that produced the income  The mcome was eamed by the
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capital emploved coeses 10 be Hxed capital and becoines cireuliting capital or

stock in trade

The courl referred to Amumonis Soda ' In this case it was held that fixed
capital is that which a company retains in the form of assets. The assets either
themselves produce ingome or are relained by the company and made use of 1
produce income. Circulating capital is a portion of the subscribed capital used
by being temporarily parted with and circulated in the business. It may teke
the form of mongy, goods or other assets. it is intended that this form of
capital return to the company with an increment and that it is used in this way
on & continuous basis. Thus, where a banker lends money to a customer he
parts with it The money circulates and the bankwr hopes to receive it back

with interest *"*

The court in Salishury Board of Executors held that the appellant company
had not established that it had changed its intertion to carry on tha business of
& lender of money  The loss sustained by it was therefore a loss of a capital

nature and was nol deductible '’

This type of situation is different fram that in which B and C have acquired
claims against third parties and have disposed of them for a profit  [n cases
like Sahsbury Board of Executors money was lent 1o third parties in order to
sarn interest  The money represented fixed capital retained by the taxpaver in

oder 0 earn interest In the vase of B and €. the capital was wilized by them
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The first comtention of the appellant company was that the company had one
business, that of administering estates and general agency. and that the fending
of money was an adjunct and ancillary to the business * The court found that

the facts did not show this to be the case '™

The court found that it was part of the business of the company to invest its
capital However, any losses incurred in respect of such investments would
not necessarily be deductible "' Lusses of capital would not be deductible,
whereas ¢ loss ir 3 business of banking or moneylending would be of &
reveruie naturs and 1herefore deductible

The court stated that the fact that investments changed from time to time did
not necessarily show that iosses ingurred were not of o capital nature  In this
respect. the intention of the company was an important factor  The appellant
tompeny's memorandum was fhirly restrict ¢ and  indicated that the
company's abject was 10 deal with the capital by way of investment in the strict

sense '

The court then considered whether anv other factor had v ervened to change
the company’s intention *'* The court fuund that the system of the company's
receiving its money back in instalments enabled 1 to invest in fresh securities
Whilst this indicated w svstem of moneviending it was pot in isell sufficient 1o
estabdish thut such a system entsted - Where a foan o part of a loan 1 repaid in

a refatively short time, a moneviending business can onlhy be established i the
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which time he presenied it to A for payment made a profit on the
transaction  Mthough these situation, * are different, they will be deall with

together

Essentially B had a claim against A which he sold 10 C € purchased the claim
from B end recovered the amount of the claim from A when it became due **
Cases which have dealt with the deductibility of claime™ have generally
involved taxpayers lending money to delwors in circumatances in which the
dubts became irrecoverable  The taxpayers sought to deduct the losses on the

basis thet they fell within the requirements of the general deduction formula **

A good example of this type of case is that of Sglisbuty Boerd of Executors
Wy COT ™ Inthis case the main business of the appellant company was the
administration of estates, representation of sbsentees and general agency. It
sarned commissions and other revenue ffom the remainder of ity business

Most of its issued capital was raised for the purpose of investmient or loan

The cepitel was [ent and the appellant company earmed raising fees and imerest
in respect of the loans  This part of the appellant company's businass brought
in work for other pars of its business  In the course of it business the
appellant company advanced a sum of noney to a deblor who died insolvent
The appellant company suflered a loss as & result and sought 10 write it oY as a

bad debt **
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He argued that he had incurred & loss of circulating capital which he employed

in the production of iis income ™"

The main issue was whether the promissry note formed part ol the taxpaver's
trading stock  The court examined the difference hetween fixed and
circulating capital There was no evidence before the court showing that the
taxpayer traded in promissory notes  Accotdingly, the court found that the
transaction was an ordinary losn of money on the security of an interest-
bearing promissory note  Thus, the capital invested by the texpayer

constituted Axed capital and the loss was of a capitel nature *¥

This should apply. it is submitted, even though the flnds nre used to acquire &

capital asset

Hav'ng examined the situation whers A issues a post-dated note with a fhce
value of, say, RI00 to B for R4, it is now necessary to consider the other
circumstances relating to the discounting of & negotiable instrument ™' The
transactions fo be considersd are those in which B acquires the note from A
for R94 and negotiates it for R96 to * who presents it to A for payment at its

face value of R100

The puositions of B and C are sliahtly Siferent B lent money to A and
received a promissory note fom A He then sold the promissory note to C ot

aprofit O acquired the note from B He held it unil the matariny date at
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found that the interest was niol so closely connocted with the capital assets that

L3

it was of a capital nature

If one scorpts the reasoning in 1TC 1124, #t is difficult 10 conceive of a

situstion in which inferest can be expenditure of a capilal nature

In view of the fht thet interest is of a revenue nature and is deductible if the
other requirements leid down in the general deduction formuls ere met, it has
boen srgued hat inferest is sui geoeris andd therefore warmants special
trestment 7 The question then arises whether the position i different if the
soquasition of the capiial aseet is funded out uf the issue of a bill, note or bond
st & discount on its face value. There is, in principle. no reason why origingl
issum discwing expensss should be treated differently Lo interest payment ™ In
the circumsiances, where fnds are rised by the issue of a bill. note or bond at
a discount and used for the purposes of trade and in the production of'it.. ame,
the discounting expenses shoukd be allowed as & deduction in the celculation of
the botrower's taxable income ™

This approach is supported by the judgment in [TC 257 *" in that cose the
trxpayer, who had retired from business, earned income ffom director's fees,
inferes: and rentals  One of the ways in which he eamed income was by
lerding money by issuing short-term nost-duied promissory notes  The
taxpayer suffered @ loss an a loan made by way of the issie of a promissory

mote  He soaght to deduct this loss in the determination of his taxable iwone
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have been botrowed and used [or business purposes constitute expenditure
incurred in the production of income ™ The court raised, but did not decide.
the question whether interest could be capilal expenditure because of its

LL]]

associntion with the fixed vapital into which the loan is converted

tn [T 1124 the appellant company had borowed monies in onder 1o
scquire shares in (wo companies which owned timber plantations The
purpose of acquiring the shares was 10 hold them as capital invesiments and to
ensurc & cominued supply of timber (o a saw milling company in the group to
which 1t belonged The effiect of the purchase waa that the appeliant company
woukl receive dividend income from the two subsidiary companies Such
dividend income would be exempt ftom tax in its hands The eppellom
compeny sought 10 deduct from its income the interest incurred by it on the
koan which it tock out to acquire the shares of the two companies ™'

The court found that the interest expendilure was nol incurred in the
production of income and judgmemt was given in favour of the
Commissioner "' However, the court stated that where money is barrowed
for » capital purpose it does not necessarily follow that the interest paid on the
lon is &lso of » capital na. wre ™ The count held that. on the facts, the interest
was not intended to and did not improve, augment or preserve capital assets
Nor did the interest form part of or add to the cost of acquiring capital assels

Neither did the interest enhanes the value of the capital assets Thus, the count



Because each case should be treuted on its merits. it is possible that a cerain
type of expenditure could he capital in the hands of one person and revenue in
the hands of another ™ Whilst the tests have been set out clearly and precisely,
the main difficulty remains in endeavouring to apply the tests 10 the facts of

particular cases ™

It is necessary to examine all the circumstances surrounding the transaction

where A issues 5 bill, note or bond (o B at & discount on its face value

IT one applies the purpose tew, then if the expenditure is part of the cosls
incidental to the performance of the income producing operations, it is of a
revenue nature and is deductible ™ This would apply where, for example. the
flinds reised by A were used to find work, service, activities or operations of e

business

However, the posilion is not so clear where the funds wene used 1o acquire a
capital asset vsed in @ business If loan cupitel were used to fund the
acquisition, the inferest peid on the loan would probably be an allowsbie
deduction if’ all the other requirements of the general deduction formule were

"

met. T If the purpose (et were sirictly applied, @t could be argued that the

interest payment was capital expenditure and not dedugtible ™

The question whether interest payvinents ate capitel or revenue expenditure is

by oo means clear  In Genn the court held that interest paid on monies which

I



a mine was held to have been an enduring benefit. ™ It should be appreciated
that phrases such as ‘enduring benefit’ are exsentially descriptive rather than
definitive '™ In addition. there have been cases in the United Kinudom where
lump-sum payments have been held to be reverue expenditure in

circumstances where they were securing lesting benefits ™

For example, the enduring benefit test did not apply to advances paid ngainst
anticipated commissions '™ Expenditure on the improvement of knowledge
end technical axpertise has been held 1o be of erduring benefit and, therefore.
of 2 capital neture ™ However, where expendiiure is incurred in acquining
knowledge and product knowledge which is shortelived and continually
changing, it cannut be siated that the expenditure is of an enduring or lasting
charecter  In thess circumsiences 1t may be poasible to establish thar the
expenditure is closely and directly related (o the taxpever's income ekming
operations and is, therefors, of a revenue nature ™ Leyel expenses incurred in
unsuccessiully opposing an application for un interdict preventing the taxpayer
from inftinging & copyright have been held to be of'a revenue nature '

The temt is of limited application [t only applies where a payment is made
‘ance and for all’ 1t does nat cover the sitwation where recurrent pavments
are of'a capital nature ™ The real test i between expenditure which is made

to meel a continuous demand rather than a payment made once and for all ™

1



Examples of circulnting capital are the trading stock of' a trading company and
money lent to g customer by a banker during the normal course of hanking

wt

business " An example of fixed capital is a loan or logny made by & person

who is not camving on the business of & moneylender

Tests derived from United Kingdom authorities have been used to asaist in
determining whether expenditure is capital or revenue ™’ One such test is
where & peyment is made unce and for all it is capital sxpenditure and where it
s recurrent it is revenue expenditure “* This test applies only to the form and
not the substance of a trensaction ' Thus, it is of no essistance where &
capitel gaset is paid in instalments or where revenue expenditure is commuted

L3}

and paid in ome lump surn T This test was nol. however, intended to be

decisive in every caze and it has not been gensrally applied in South Aftica '™

A further test derived from United Kingdom suthonitics is that expenditure is
capital where it is made not only once and for all but with & view to bringing
into existence an asset or an advautage for the enduring beneflt of v trade '~
By ‘enduring’ is meant enduring in the way that fixed capital endures ' ‘There
is & certain amount of difficulty in applying this test because it is not clear how
long an asset or advaniage should endure in order to constitute capital
expenditure 7 1t has been held that phrases such as “enduring benefi’ were
only introduced in order to make it clear thas the *asset’ or ‘right” acquired had
enough durability in order to justify its being rewarded as & capital asset

Thus. for example, a payment to seeure an advamage Ko the productive lites of

424



hay been lost, the loss is of g capital nature, and if ficating capital has been lost,

. ' &
ihe loxg ix 0f A revenue nature '

When the capital employed in & business changes frequently, from money 10
goods and vice versa, and this is done in order to make a profit. the capital
employed in this manner is floating capital *

The distinction berween fixed and foating capital is that floating capitel is
consumed or disappesrs in the process of production wherens fixed capital
remains intget ' Fixed capital constitutes assets which produce incoms ™!
The assets may produce income without further action by the company or they
may be made use of by the company to produce income * Fixed capital is not
consumed in the process of producing income  In & situstion where & loan of
money constitutes fixed capital the lender does not retain ownership of the
sctugl money lent  However, in an economic and acecounting sense, it remains
his capital. The money returns to the lender upon termination of the loan  The
interest paid to the lender by the borrower for the use of the capital is the
lender’s consideration  The interest is not the augmented proceeds of the
capital lent and the capital has not disappeared in the process ' Where a
person camies on the business of banking or moneylending. loan losses
resulting fivan the carrying on ol his business are of & revenue nature and

therefore dyductible **
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with the taxpayer's income garning operations that the court regarded it as part
of'the cost of earning the profits ™ In the circumstances, the expenditure was

found 10 be & revenue nature ™’

Where an amount is paid for the cancellation of an agreement, the question
which must be asked is whether the cancellation results in the reduction or
svoidance of & financial disability or whether it results in the establishment of' a
new income producing structure. ' Examples of cancellation payments made
which did not affect the income sarning structure are a payment by a landlord
to & tenant for the early termination of a lease; " and a payment by » principal
to an agent in order to terminate an onerous agency contract because of the
size of commissions paid 10 agents "' Examples of canceflation payments
which affected the income e.ming structure are & terminstion payment made
to & tenaat in order for the landlord to abtain accupation of the leased premises
and an adjoining premises which provided a new income producing
structure,’™ 2 payment made in order to secure the earlier completion of &
building which would result in ihe earlier recein of 1. nd a payment
by & franchiser to n franchisee to cancel the franchise agrecnient and take over

the franchisee's business for its own account **
Where & taxpayer (s carrying on & business, such as a moneylending business

and where the capital advanced by it hax become irrecoverable, it is necessary

to determine whether fixed or floating capital has been Tost ™ 11 fived capital
3 cap
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operation.’™  Thus, money spent in acquiting a source of profit is capital

1}

expenditure whereas money spent in operating it is revenue expenditure  in
ascertaining the nature of expenditure, the court must assess the closeness of
the connection between the expense and the income earning operations '
The closeness of the conrection is not defined. ™' The court must consider
whether it would be proper, natural or reasonable to regard the expenses as so

linked in the circumstances being considered '** 1t must consider the purpose

and effect of he expense. ™

Expenditure incurred in protecting the income earning structure would be
treated as capitel as there is not & sufficiently close link between the

expenditure and the income earning operation **

Payments made in terms of an agresment whereby the taxpayer acquired thy
right 10 prevent a competitor from competing with its main business for a
number of years were huld to be capital ™! The taxpayer’s income-roducing
structure included its goodwill The agreement not ouly presstved Lhe
goodwill but enhanced the possibility of its increase. The agreement conflerred
upon the taxpayer the advantage of eliminating a competitor ™ This case can
be distinguished from another case where expercliture was incurred in order to
prevent the registration by a competitor of 4 trade label which was similar w
that of the taxpayer ' The court found that the validity of the taxpayer's own
lebet was not in issue ™ The main purpose of the expenditure was (o progect

and increase the taxpayer's profits The expeaditure wits so clossdy connected
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actually incurred when there is an absolute liability to pay for the
instrument The issue whether the expenditure ix incurred in the production
of income will depend upon the nuture of the profit eamed on the disposat
of the instrument. 1T the profit is of a revenue nature then, clearly, the
expenditure will have been incurred in the production ol income (Fa
person acquires g negotisble instrument and the instrument forms part of
his trading stock and if' the proceeds from its sale will be of & revenue

ngture, then the cost of acquiring it will also be of a revenue nature

341



of the issue in the issuers income edrning operations [n these
circumsiances the act entailing the expenditure will have been incurred in
order to earn income Therefore, the expenses attendant upon Lhe ixsue of
the inatrument. such as discounting expenses, ere incurred in the

production of incoms.

The liscounting expenses will be of @ revenue nature where the money
raised by the issuer is used as part of his working cepital or to fund
warking capitel The position is not so clear where the money raised from
the issue of the instrument is used fo scquire & capital nsset used in n
business. (f"the purpose test is strictly znplisd it could be argued that the
expense is of a capital nature and not deductible 1t can, however, be
strangly argued that discuunting expenses, like interest, ure nof intended to
and do not improve, augmeni or preserve capital assets Nor do they form
part of ar add to the cost of ecquiring capital assets Thus, it can be argued
thet discounting expenses, like interest, are nol 0 closely connected with
capital asuets that they are of a capital nature [[one pccapts this argument
then, effectively, discounting expenses and interest are trented in 8 similar

manner to rentel paid

In the case of the sale of & negotiable instrument. where the transagtion is
part of a profit-making business overation jt will ¢loarly  involve
expenditure incurred in the cerrving on of a trade The cont of scquiring an

instrument will constitute expenditure and the expenditure will have been

41



maturity bass of valuation 1t is nat clear what would constitute a significant

difference.

There are a number of issues which arise as a result of applving an alternative
hasis of calculation The first msue is whether one hasis of calculation is
acceplable in some circumsiances and not acceptable in other circumstences

The second issue is thet it is not clear how high the percettaye variation should
be before it becomes unaccepisble to the Commissioner It is clear from the
examptles that annual variations to the yield to meturity of the annual accruals
wpplving the weighted capitel method of valuation are grester than the
varistions applying the siraight-line basis of valuation in -\ riain circumsiances.
This raises the question whether the straight-line basis of’ veluation is
acceplable in this situation [l {s submitted that, referring to some of the
examples, it would be difficult ta argus that the straight-ling basis of veluation
is not accepiable. This raises the isaue whether & basis of valuation should be
eccepiable in certain circumstances and not acceptable in other circumstances

It is submitted that it ia not desireble for a basis of valustion only 1o be
acceptable in certain circumstances as this leads to uncertainty A basis of
velugtion should eitnier be acceptable or not 14 i submitted that there is no
valid reason why the straight-line basis of valuation should not be acceptably in

all circumstances, and the legislation should be changed awaadingly

The discounting expenses will be incurred in the production of ingume

where the instrument is issued with the intention of utilizing the proceeds
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outstanding capital and interest and on a straight-line spreading of interest and
that calculated by applving the rate and instalments in terms of the relevant

apreement

The weighted capital method of calculation is an application of the following
formula’
Total intsrest x Monthly br'.sces

Total monthly balances
The straight-line method of calculating the accruals involves an equal
allocation of the interest over the pericd involved The actual interew
caiculation and the calculation based on the yield to maturity have the same
results. 11 is stated in the Explanatory Memorandum that the weighted capital
method &nd the calculation by applying the rale and instalments in terms of the
rgreement are scceptable as mathods of calculation  However, it is also siated
that the wraight-line method of calculation is not accepteble. The authority for
this stalement is. presumably, contgined in the defimtion of the alternarive
method in & 24} [} of the Incune Tax Act  Paragraph (¢} of the definition
stipulates *hat the method should achieve & result in relation to the timing of
the accrual and the incurral of interest that does not differ significantly from the
yiell to maturity basis of calculation It is respectfully submitted that this
definition is not sufficiently clear Paragraph (¢) of the definition of alternative
method stipulates that the result of an application of an alternative methad

should pot “differ significantly” from that achieved by applving the vield to
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liability to pay its face value on maturity date. This liability will theretore

be absolute provided no conditions are attached to it

There were twa decisions of the Special Court i which it was held thar
discounting expenditure is akin to interest 11 was held further that interest
accrues from day to day and that therefore the discount expenses were not
incurred when the bill, note or bond was issued These decisions are open
to criticism  Subsequently, there were two further decisions of the Special
Court which dealt with the same issue  These decisions were that the
discounting expenses were incurred when the instruments were issued |t

is respectfully submiited that these decisions were correct.

As a result of these conflicting decisions, s 24] was enacted. In effect. s
24] provices that discountling expenses should be deducted on an annusl
basis. The annual deductions are calculated on the amount incurred
annually on the basis of the sield to maturity The second basis is (o
calculate the interest by applying an alternative method  The meaning of
altemnative method is deflned. 1t is a method of caleulating interest in refation
to any class of instrument. [t must, however, conform with generslly aceepted
secounting practice, be consistently applied in respect of all instruments for alf
finencial reporting purposes and the result in respect of the accrual of income
ard the ingurring of expenditure should not ditfer materialty from that resulting
from an application of the formuta  In the Lsplmatory Memurandum three

siternative methods are referted 10 These are those based on the weighted
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In both types of transactions the deductibility of expenditure incurred is
governed by the general deduction formula The provisions of s 22 also

apply in the case of (he purchase and sale nf a negotiable instrumant

In the case of the issue of a negoti: e instrumtent at & discount, the
discount is akin to interest Thus. where such a (ransaction takes place
prior to the issuer’'s commencing ttade, the discounting expenses will be
deductible in terms of s 11{AA} of the Income Tax Act The discounting
expenses clearly constitute expenditure incurred by the issuer of the

insteurnent

The stage at which the discounting expenditure is incurred by the person
issuing the instrument is g fairly complicated issue There are advaniages
to the issuer il the expenses are incurred at the time of the making of the
instrument, particularly in the case of a deep discount bond If the
expenses are incurred at this stage then the financing costs which may
relute to the use of the money borrowed for a number of vears may be
deductibie at the outset The issue is dependent upon whether the making
of & deep discount bond has the effect of creating an abecute liability to
pay the face velue of the bond at maturity 1f so the lability to pay is
incurred at the outset [Fnot, then 2 mere contingent fiability is created aud
it cannot be said that the liability has been tuah ineurred tor the
purposes of the general deduction formula As o deep discount hond is 2

form of promissory aule, it constitutes, by defintion. an uncondilional
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77

to acquire cleims against third parties '™ The clains were acquired for resale

[Py

at a profit ™ They therefore constituted stock in trade ™ Thus, the capital

was utilized by B snd (" as circulating caphal **

In the circumstances it is clear £ 1t if B and C utilize the promissory notes
acquired by them as part of their trading stock and if the proceads from the
sele of the notes constitute income in their hands. the cost of acquiring the
notes should be of 8 revenue nature ** 1f the other requirements of the genwrl

deduction formuls are met, the cost of the note will be deductible. ™

CONCLUSION

In examining the deduction of expenditure incurred in discounting
transactions, two basic types of transactions must be examined The first is
sasentinally a transaction of loan. This arises where a post-dated bill, note or
bond is issued &1 a discount on its face value The person to whom the
instrument is issued iy, in effect, lending money to the issuer of the
instrument The discount constitutes the expenditure incurred by the issuer
of the instrument The second type of transaction is where the holder of'a
bill, note or bond negotiates it to a third party This (ransaction is one
purchase and sale The expenditure incurred by the hulder is ihe cost ol the

instrument and the sale proceeds should constitute gross ingome
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England 13 at para 824

Words and Phrases Logally Defined s v *Interest” at 564
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8 36(b) of the Bills of Exchange Act 34 of 1964
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Akban Khan v Atlar Singh at S49-56
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Hill x The Colonia] Banking & Trust Co 1937 TPD 138 at 148

ibidl

See s 87(1) of the Bills of Exchange Act 14 of 1964
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See L Tager Negotisble Instruments ( 1984) a1 para 2
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Laws of Englend 4 ed 33 at pary 524
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ITC 1485 (1990) 82 SATC 337, ITC 149 (1991 $3 SATC 229

The deduction of such expenditure is cleimed under s | 1{e} of the income Tax
Act 58 of 1962

(1990) 82 SATC 337

At 340

ibid

(1991) 53 SATC 229

at 246-7

at 248-9

JTC 1485 11990} 82 SATC A¥7at 343, and ITC 1496 (1991) 83 SATC 229 at

M

ITC. 1483 (1990) 52 SATC M7 rt 340

[TC 1496 1991) 83 SATU 220 st 247

Ses I B Falkena, L. ) Fourie & W ] Kok at 236

ibid

ITC 1485 (1990) 82 SATC 3374t V0.

See s 87(1) of the Bills of Exchange Act 34 of 1964
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ibvid

at 7o-3

at v

{1988} 50 SATC 81

at 93

al 94

at 93

at 86.93 The minority judgment was delivered by Nicholas AJA a1 93-8

TR

id

8l 93

Caliex Qi (SA) Lid v SIR. Nasionale Pers Bpk. v KBI. CIR v Edgars “tores
Lid

ITC 326 (193%) 8 SATC 282, Congentra (Pty) Lid v CIR,ITC 6OR (1945) 14
SATC 370, Sub-Nigel Ltd v CIR (1948 18 SATC 381, Calies OF(8A) Lid s

SIR

Nasiongle Pers Bpk v KBL 1 Vorster 'Unguantified and Deleasible Lxpenses

Incurred in the Production of Ingome” (1988 1 SAT) | at 89
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71

72
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Nasiongle Pers Bpk v KBI (1080) 48 SATC S, CIR v Edgars Stores Lid
(1988) 20 SATC & ITC 1408 ([991) 83 SATC 216, TTC 1516 (1992) 54

SATC (01

ibid

See Pyott Lad v CIR. . Nesionale Pers Bpk v KBL CIR v Lduars Siores Lad

See n 67 gbove

ITC 380 (1937)9 SATC 347 and 1T 969 (1961) 24 SATC 777

(1937)9 SATC 347

at 348

ibid. It could, possibly, be ergued that the deduction in respect of the
commission actually paid 1o the ngent had not been incurred by the company
until the sales had been completed. This argument assumes that a fisbility is
not actuslly incurred when payment is made  As the issue of & bond ot &
discount does not involve payment prior to the incurring of the lisbility to pay,

this question ix beyond the scope of this thesis

(1961) 24 SATC 777

a1 786-7

(1986} 48 SATC 38

at o8
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61
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See the definition of a bill of exchange in & 2 of the Bills of Exchange Act 34 of

to6d

Akbar [Chan v Attar Singh (1936) 2 AlLER S48 (PC) Seealso D V Cowen &
L. Gerring Cowen on the Law of Negotiable Instruments in . .uth Aftics 5§ ed

{1985) st 22530

thid

This follows if' one has regard to the definition of a promissory note in s 87(1)

of the Billz of Exchange Act 34 of |64

ibid.

See [TC 969 (1961) 24 SATC 777

ibid.

ibid

ITC 169 (1930) § SATC 162, ITC 183 (1930) § SATC 202, 1TC 320 (1938
8 SATC 252, [TC 380 (1937) 9 SATC 347, ITC 423 (1939} 10 SATC 135,
ITC 508 (1941) 12 SATC 160, {TC 208 (1941) 12 SATC 238, 1TC 537
(1942) 13 SATC 104, [TC 542 (1942) 13 SATC 116, [TC 8458 (1943} 13
SATC 193, Pyou Ltd v CIR (1945) 13 SATC 121, 11C 008 (1945) 14 SATC
370, 1TC 674 (1949) 16 SATC 238, FTC o84 (1940 [0 SATC 308, (TC
711 {1950) 17 SATC 332, ITC 830 (19873 21 SATC 424, 1T 969 11961)
24 SATC 777, ITC 1094 (19060) 28 SATC 275, 11C 117 (1968) 30 SATC
130, TFC 1120 (1968) 30 SATC 171 TC 106 (1981 44 SATC 3,
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53
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57
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ITC 564 (1944) 13 SATC 326, ITC obb (1948) 16 SATC 130, 1TC 696
{1950) 17 SATC 86, 1TC 780 (1954) 19 SATC 421, 1TC 1150 (1970) 13

SATC 131 TC 332 (1980) 43 SATC 87

See s {1{er). 11(h) ana 23{g) of the Income Tax Act 58 of 1962,

1TC 169 (1930) K SATC 162, Pont Elizabeth Electric Tramway Co Ltd v CIR.

ITC 380 (1937) 9 SATC 347, 1TC 842 (J941) 13 SATC 1o, ITC 674(1949)

ibid. For an averview of money market instruments see H G Falkena, L. )

Fourie & W J Kok The Mechanics of the Sowl Aftican Financial System 3 ed

(1989) a1 209 - 24%

A promissory niote is defined in « 87 of the Bills of Fxchange Act 34 of 1964
as an unconditional promise in writing, made by ore person 10 another. siyned
by the maker. and engaging 10 pay on demand or at a Hxed or determined
future time, & sum certain in mongy to . specitied person or his order, or to

besrer

ibid

See chapter & section 6 5 above

Particularly it one has regard 1o the definition of @ promissary note see n 84

abowe

See n 54 ubuve
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ITC 47 (1925) 2 SATC (20, Baxter v COT (19371 9 SATC . Concentra
Piya Ltdy CIR (19492 12 SATC 98, Caliex O (8A) Lad v SIR  This applies
it respect of the general deduction formula.  There are provisions in the
Income Tax Act which, in effect. constitute exceptions to this rule  See, for

example, s 22

ITC SOR (1941) 12 SATC 238, Congentra (Pty) Lid v CIR. Caltex Ol (5A)
Ltd v SIR.

ibid.

Concentra (Pry) Lid v CIR. ITC 1499 (1989) 53 SATC 260

Sub-Nigel Ltd v CIR (1948) 15 SATC 381, [T 1094 ( 1966) 28 SATC 275

[T€ 325 (1935) 8 SATC 252, Congentra (Pty) Lid v CIR. ITC 608 (1943) 14
SATC 370

Coltex QIL(SA) Lid v SIR  In Palabora Mining Co Ld v SIR the court
alowed the deduction of expenditure, part of which had been incurred in
previous years of assessment  This factor was nol, however, an issue raised

before the coun

See for example ITC 1332 (1980} 43 SATC 87 where, inter alia, the thetual

position was examined
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Smith & SIR (1968) 30 SATC 38 a1 40, 170 1400 (1985) 47 SATC 171 at

P74 0TC 1839 (1900) 84 SATC 104 at T TTC 1528 (1R SESATU 242

Smith v SIR a1 37, ITC 1401 (1084 47 SATC 17 Hat 174

New Siate Arews Lid v CIR. ITC 1198 (1973) 38 SATC 231 Solaglas
Eimencs Co (By) Ligds CIR

New State Areas Lid v CIR. ITC 946 (1961) 24 SATC 459 wt 62, Harry 8
Horking (Pvi} 14d v COT (1961) 24 SATC %94, SIR v Cades Lngineering
Works (Pry) Lid. [TC 1401 (1988) 47 SATC 171 ITC 1154 (1970) 33 SATC

159 81 160, ITC 1528 (19913 S4 SATC 243 a1 247

SIR x Cagdag Engineering Works Pyl L.td at 70
at 7., ITC 1370 (1982) 45 SATC 55 a1 %0.7
ITCOB (19271 13 SATC 247, ITC 343 (1918 9 SATC 82

Seen 33 above

CIR x Geotyge Forest Timber Co Ltd. New State Areas Lig v CIR. CiR v
Alficsn Oxygen Lid. COT + Rhodesia Congo Border Timber Co Lid (1981)
24 SATC 602, Nehanga Consolidated Copper Minss Lid v CQT (1962) 24
SATC 462, (1964) 26 SATC 27, Vin Leer Packaging (Rhsdesia) () Lig
COT (1971 33 SATC 19, 1TC 1066 (1964) 27 SATC 114, Atlantic Relining
Co of Africa (Py) Lad v CIR, 110 1063 (190d) 27 SATC &7 TTC 1184

(LH70) 3 SATC IS UTC 13 (IO 37 KA TC o 1122
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ITC 1013 (1001 28 SATC 32 ar 121 -2

at 124

Tager (1976) 93 SAL) 12 a2 234

ihid

See chapter 2

ibid

Pors Elizabeth Elretric Trarmwans Co Lid v CIR

s | 1(e) of the income Tex At

ibid

ibid

Sub-Nigst Jad v CIR. SIR v Crdas Lnginsering Works (Pry) Lid (19653 27
SATC o1, ClR v Africsn Oxyagen Lid

{1924) | SATC 20 Seeshso TLLid v COQT (iv61) 24 SATC [l0, Lambion v
CIR (194%) 14 SATC 87, ITC 389 (1936) @ SATE 182, [TC 1063 (1964) 27
SATC &7, Atlaniic Retlning Co of Aftica (Pty) Lid v CIR (1957) 21 SATC

203 at 208

{140} 14 SATC 1848

CIR v Afriven Oxygen 11d
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TIC 19 (1924) § SATC 12 TTC 411 (191 10 SATC 238, IT 90 (19d 1)
12 SATC 12, Producer v COT. TTC 729 (19811 18 SATC 96, 1TC 1013
{1963) 28 SATC 224, 1TC 1037 (1964) 26 SATC S, 110 1138 (1vew) 3

SATC 228 ITC HITT (197 M SATC 80

. Teger “The Deduction of Interewt Pavments lor Income Tax Purposes’

(1976) 93 SALJ 12 81 20

{1990) 83 SATC 2%

&t 280
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{1961) 24 SATC 882

(1992) A8 SATC 47

(1971) 34 SATC 80

(1969) 31 SATC 228
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(19dB) 18 SATC 408

(1081} 18 SATC %

(1964) 26 SATC 84
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This arises from an application of the principles vnunciated in Port Elizabeth

Electric Tramway Colid v CIR

Port Eljaabeth Flectric Tramway Co lad v CIR

The remson ibr thin is thal. in Sonh African law, the ixsue of g bill, note or

bond at & discount on its fkce value is akin to a loan  See chapfer 2

on. Elizgbeth Eleciric Tramwey Co Lid » CIR

1TC 174 ¢1920) $ SATC 177, CIR v Gemn & Co (Pry) Lad

Pont Elizebeth Electric Tramways Co Lid v CIR. CIR v Nemeim (P Lid w
266, CIR v Standard Bank of SA Lid at 194

CIR v Nemaiim (Pty} List et 194, CIR v Standaed Bank of SA Lid &t 1934,
ITC 1603 (1996} SATC 212 et 218

CIR v Standerd Bank of SA Lid it 196 See also Fipancler v CQT. ClR v

ibid

ITC 1138 (1969 31 SATC 228 @ 229 1TC 1171 (1975) 34 SATC RO at 82,

ITC 1800 (1990} 83 SATC 272 at 280

ibid
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In ITC 873 (19593 23 SATC BY there was more than one purpose, Iwit none
wis dominant  One of the purposes was 1o prikduce tax-free income The

court sccordingly disaltowed the expenditure

CIR v Allied Building Society, LTC 1310 (1979) 42 SATC (77
(1960) 23 SATC 281 See also [TC 1089 (1906) 28 SATC 208
CIR v Gemn & Co (Pty) Lid. [TC 1604 (1990) 58 SATC 261 a1 269
ibid

CIR.y Staodard Bank of SA (Pry) Lid st 196.7

fbid

ibid

CIR v.Nemojim (Py) Ltd. CIR v De Heers Holdings (Piy) Lid (1986) 47
SATC 229

inid
ibid

Ses Porl Elizabeth Electric Tramway Co Lid + CIR fir & discussion on the
process of determining expenditure incurred in the production of income

ibid
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Produger v COT

CIR v Gemn & Co (P lid

1TC 872 (104d) 13 SATC 401, [TC 983 (1961) 24 SATC §52, CIR

Nemxyim {Piy) Lid (1983) 45 SATC 241 at 2%

ITC 872 (1944} 11 SATC 461

Produger v COT. Finangier v.COT  In CIR v Allied Building Sogiety the
court found that the ultinmie use or destination of the money borrowed was

relevent but not decisive  See alsa [TC 1133 (1969) 31 SATC 204, 1TC 1) 10

(1968) 30 SATC %
Port Eligabeth Electric Tramway Co Lid v CIR

Port Elizabeth Electric Traway. Co ltd v CIR. CIR v Genn & Co (Pry) Lid.

Sagety

ibid.

Jdoffe & Co (Py)} Lid v CIR. ITC. 1321 (1974) 36 SATC 213

CIR v.Shapiro (1928) 4 SATC 39 Sec also [TC 128 (1928) 4 SATC 127,

FTC 277 (19333 7 SATC 244, 1TC 1120 (1968%) 31 SATC 111

CIR v Shapire  See also ITC 290 (1934) 7 SATC 383, JTC 484 (1941 11

SATE IS, ITC 1602 (1990 A8 SATC 20% a1
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ihid. Seealse |7C 345 (1938 9 SATC 40, FIC 300 (193739 SATC 72 1TC
K (193R) 10 SATC 226, ITC A28 (1038) 10 SATC 380, 11T Sov (19445 1)
SATC 447, [TC SBI (1945) 134 SATC FLE FIC 728 (1981) 18 SATC 204,

CIR v Siellenbosch Farmers” Winery (194%) 13 SATC IRLITC 781 (1983

19 SATC 407

Port Elizebeth Electric Tramway Co Lad v, CIR. Aftican Greyhound Recing
Assuciation (Piy} Lid v CIR (1645) 13 SATC 259 & 262, Producer v COT

v Ceno & Co (Pry) Lid (1955) 20 SATC 113, QR v Affican Cxygen Lid
£1963) 28 SATC 67, COT. v Rendle (1965) 26 SATC 326, CIR ¥ _Allied
Bullding Sosiety (1963) 28 SATC 343, CIR v Stardard Bank of SA_Lid

{1985) 48 SBATC 179

ibid

Port Elizabeth Electric Tranway Co Lid v CIR.

Sub-Nigel Lid v CIR

{TC 812 (1956) 21 SATC 320

ITC 786 (1954) 19 SATTC 421

{TC 1079 (19658) 28 SATC o

TTC 2234 (193116 SATC 186
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SA Crushers (Pty) Lid v Ransdass 1951 (2) SA S43 (N) at 540, Amold v

Viljoen at 331, Kamaludir v Gihwala 14956 (2) SA 323 (Clat 120

{1989) 81 SATC 1%

at 36-7

et 37

& 39

1973 (2) SA 805 (') at 808.4

ITC 1444 (1989) 8) SATC 388119 . 40

at 40

3 1 L{a) of the Income Tax Act 58 of 1962

See |TC 590 (1945} 14 SATC 133, [TC 1521 (1992) 84 SATC 178

s 1ite) Seealso [TC 1595 (1995) 87 SATC 321 at 329

Loghie Bros Lid v CIR at 181, Sub-Nigsl 1ad v CIR  The expenditure must
be made hona fide in the normal course of business to produce ingome.  See

ITC 1600 (1996) X8 SATC 131 at 138w
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Explanatory Memworanduns on the Incomwe Tax B3ill. 1998w 12

5 241(4)

$ 24J(1) s v "adjusted ga.a on transler or redemption of wt instrument”

Explanatory Memorandum on the Income Tax Bill, 1998 at 13-14

8 243(1) s v “adjusted loss on transfer or redemption of an instrument”

8 24(8)

s 24J(6)

section .3 | 4 of the Budgel Review issued by the Depariment of Finance

on 13 March 1998 and s 14 of Act 16 of 1996

s 247

g 24J(8)

s a:l(9).

ibid

Explanatory Memoizndum on the Income Tax Bill, 1998 at 17-18

ibid.

Hauman s Norgjieg 1914 AL 293 at 296

Arnold v Viljoen 193 (3) SA 322 (Crm 38
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ald $ 24(1) s v "reerual period”
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219 ibid
220 ibid.
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224 g 241011 s v alternative metlud’

228 Explanatory Memorandum on the Inconse Tax Bil', 198 a1 17
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197 ar toR.

{98 at 102-3 The learned judge referred to the cases of Tucker v Ginshery
1962 (2) SA 58 (W), Moser v Meiring 1931 OPD 74, Naidoo v Yon Gerard
and Chayman 1931 AD 374, and ITC 908 (1962) 24 SATC 728

199 1TC 1587 (1995) S7 SATC 97at 103

200 ibid

201 ot 1034

202 i 108
203 at 1056
204 o 106,
308 at 107
206 ibid

207 ibid

208 {1998) 87 SATC 148
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181 ibid
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8% arois

186 See Willingale v Interngtional Bank Ltd 1978 STC 78
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188 {1991) 53 SATC 229

189 {1990) 52 SATC 337 at 143

190 (1975) 37 SATC |

191 (1990} 52 SATC 337 at 341

192 Caltex Qi (SA) Lid v SIR at 341 See also Jolle & Co Lid v CIR. Sub-Nigel

Ltd v CIR. SIR v Eaton Hall {Pry) ad (1975) 37 SATC 343

143 {1998) 87 SAT( 97
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Third. there was indirect advertising obtained [tom general publicity
The taxpayver was always concerned about its public image. As a main
bourd member, Mr Ackerman helped to conceive the idea of raising
maney from the private sector by way of a self+imposed levy It was
then agreed that the taxpaver would make the donation provided there

was extensive publicity relating to the donation ™"

The majority judgment in the Appellate Division was given by Nicholas
AJA  ARer consider:ig the facts, he examined the various issues The
issue relevant to this chapter related to the wholly and exclusive
requirement contained in s 23y} He referred to three English cases,
Bentleys, Stokes & Lowless v Beeson (HM Inspector of Taxes),"
Bowden (HM Inspecior of Taxes) v Russell & Russell” and Mallatiew v
Rrummond {Inspector of Taxes).'' He quoted the following passage
from the judgment of Romer LJ in the case of Bentleys:

"The relevant words = -"wholly and exclusively leid out or
expended for the purposes of the . profession” - appear straight
forward enough it is conceded that the first adverb - “wholly™ « is
in reference 10 the quantum of the weney expended and has no
relevance (o the present case  The sale question is whether the
expenditure in question was “exclusively  leid out for business

purnoses, (hat is. What was the molive or obje | in the nund of the

R4



8.2

WHOLLY AND EXCLUSIVE REQUIREMENT IN S0U'TH
AFRICA

The Appeliate Division was required to interpret the provisions
contained in s 23(x) of the Income Tax Act in Pigk’n Pay” and
Solaglags.” The approach adopted in these cases is open to criticivm *

1 thig section there will be a discussion of these twu cases

In Pich'n Pay the taxpaver pledged to donate to the Urban Foundation
five equal annunl instalments otalling RS00 000 The laxpayer sought
to deduct the sum of R100 000 in cach of the first two years of
nssessment (o which the instutinents related in respect of the donations
The deductions were claimed as advenising expenses. The
Commissioner disallowed the taxpaver's claim and the metter was
considered by the Special Court where the taxpayer's sppeal was

allowed. The case was then considered by the Appeliate Division

The taxpayer catried on business operating supsrmarkets. Mr
Ackerman way its chairman end managing director. Al the relevant
time he held 30% of the issued share capital of the texpever He was
&lso o main board member of the Urban Foundation The taxpayver's
advertizing fell into three broad categories  First there was the day-1o-
day adverlising lsting gouds and their prices  Second. there wax the

advertising of special events such as the launching of new products

a4



Seclion 23(x) was amended to its present wording in 19927 Prior to that, s
23(g) prohibited the deduction of monies not wholly or exclusively laid out
or expended for the purposes of trede. Thus, the amendment in 1992
eliminated the wholly and exclusive requirement. The main reason for this
was that it had been the practice of Inland Revenue to allow an
apportionment of expenditure partly for purposes of trade and partly tor
purposes ather than trade. The Appellate Division of the Supreme (ourt,
however, held that the provisions of' s 23{g) should be applied strictly and
that no deduction should be grunted where expenditure was incurred for a
dual purpose. The amendmeni was therefore imended to restore the
previous practice of Iniand Revenue in allowing an appaortionment of such
expenditure ' The Appellate Division cases which presumably resulied in
the amendment were Salaglass Finance Co (Pry) Lid v CIR! and CIR v
Pigk 'n Pay Wholesnlars (Py) Lid *

The approach which will be adopted in discussing the meaning of trade in s
tita; and 8 23(%) will be to diacuss the decisions in Pigk'n Pay and
Solaglass and the legislative re ponse to these casss. This will be followed
by # disgcussion on the meaning of irade in South Africa. This will involve &
brief review of cases in South Africa, Zimbabwe and the United Kingdom
which covered trade and the profit motive and trading for a tlscal

advaniage

4K



8

8.1

TRADE

INTRODUCTION

Section 11 of the Income Tex Act 48 of 1962 provides that, in order to
determine the taxeble income of a person cuirying on a trade within the
Republic of South Aftica. certain specified deductions are allowable from
the income of that person. 1n other words, it is & requirement ofx 11 that a
person cerry on a trade in order for that person (o claim a deduction in
terms of that section Furthermore, 8 23(g) of the Act stipulates that no
deduction shall be made in respect of wny ronies cluimed ns & deduction
from income derived from trade to the extent (o which such monies were
not [nid out or expended for the purposes of trade. Thus 8 23(g) contains &
negative requirement to the effect that munies will only be deductible (o the

extent that they have been iaid out or expended for the purposes of trade

Thus, the final aspect of the genersl deduction fortwie that requires
consideration is the quesiion whether expenditure or losses have been
incurred in the carrying on of & trade.  This aspect of's { [{a) is considered
together with s 23(g) of the Income Tax Act  The test in s 1) provides
for positive requirements whilst the test in « 2Xg) lays down negative

requirements '

IR
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419

420

121

422

42}

See chapter 2

ibid

See s | of the Income Tas Act s v "trading stock”

Aramonia SoJda Co Lid v Chamberlain.

See s 11(er) of the Income Tax Act.

ibid.
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405 See, for example. Ammonia Soda Co Ltd v Chambetlain, Salisbury Board of
Eseputers Lid v COT.  Atlantic Refining Co of Affica (Pty) Lid v CIR,
Weinsiock v CQT (1962) 24 SATC 756, COT v BSA Co Invesiments 1.4d.
Stone ¥ SIR: SIR y.Crane (1977) 39 SATC 101, [TC 1270 (1977) 40 SATC
o8, [TC 1321 (1980) 42 SATC 269, ITC 1344 (1981) 44 SATC 19, [T

1227 (1980) 43 SATC 47

J06  ibid

407 (1941} 12 SATC |

408 at 12
409  at2-3
410 at 34
0 ardad
412 s
413w

414  ibid

418 (1918) 1 Chid 266 This case was also referred to in SIR v Crane

H10 Anynonia Soda Co Lid v Chambertain at 286

4:7  Salisbury Board of Bxecutors L v COT st 78 anyg 10
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92

103
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396

37

398

399

400

401

402

403

404

CIR v Guon & Co (Pry) Lad.

ibid

{1968} 31 SATC 53.

at 534

at 56.7

at 35.6.

ibid

Tager (1976) 93 SALJ 12 at 38

The reason for this is that, in South African law. original issue discount

expenses are similar in nature to interest  See chapter 2

This follows from the application of the principles enuncisted in [TC 1124
{1968) 3} SATC 53

{1932) 7 SATC 63

&l 650

al 06

There is discussion on the natwe of disgounting in chapter 2

ibid
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384 Qunsworth v Vickers Lid, quoted with approsal CIR v Stellenbusch Farmers’
Winery at 193 In applving this approach to the deductibility of interest,
Trollip J in JTC 1124 (19649} 31 SATC 31 at 55 referred 10 CIR v Genn & Co

(Pty) 14d and stuted that

*Such interest was nat intended 10 nor caloulated to. nor did ot in fact,
improve, augment or preserve those aforementioned capital assets, or form
part of or add to the costs of acquiring them or enhance their value
Consequently, we do not think that in the circumstances of this case the
interest was 80 closely identified or associated with those capital assets that

it might itself be reyarded as being of & capital nature’

This approach was approved in Burgsss v C[R at 197 and 1TC 1604 (1996)

58 SATC 263 a1 270

385  New Siaie Aress Ltd v CIR.  One must examine the true nature of esch

transection. [ts {rue nature is & matter of fact. The purpose of the expenditure
is an important fector  See slso Solaglsss Finance Co (Pry) L.y CIR. ITC
946 (1961) 24 SATC 459 nt 462, Henry S Hopkins (Pvid Lad v COT

386 Atlantic Refining. [TC 946 at 462, Henry S Lopking
187 Seen 117 abuve
MG {TC 1124 (1968) 31 SATC 53

389 The purpose testis discussed m New Stte Areas Lid s CIR
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37

180
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New State Arens (id v CIR
ilyid

Henriksen. v _Grafton Hotel Lid (1942) 2 KB [84 al 195 See, also.
Quitsworth v Yigkers (1915) 3 Ki3 367

ITC 1110 (1967129 SATC 169 8t 172.

Nehanga Consolidated Copper Mines Lid v COT (1964) 20 SATC 37 at 42,
SIR ¥ Cadac Engingering Works (Pty) Lid &t 72.

See, for example, Mitcheli v B W Noble Lid (1927) 1 KB 719, [TC 353
{1936} 9 SATC 82

1TC 870 (1959) 23 SATC 79
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expenses being necessarily incurred in the performance of the taxpayer's
futies, cases interpreting this provision are of limited assisiance in
interpreting s 23(&). The reason for this is that 3 23(x) does not contain a
lest of neceasity  However, it is interesting to note that the strict. objective
approach adopted in Ricketts, particularly by Lord Blanesburgh. has been
¢riticized ™ It is submitted that the more liberal approach adopted by Lord
Warrington in the Court of Appeal in Rickeits has merit. In addition. apart
from Lord Pearce. all the judges in the House of Lords in the cases of Pook
and Taylor accepted the approach adopted by the House of Lords in
Rigketts*® 1t has been submitted that this is one of the reasons why the
House of Lorda had difficuily in reaching decisions in these cases In the
circumatances, it is submitted tha: where n decision of the highest court in a
country is clearly incorrect, the court should not hesilate (o adopt &
different approach to the same issue in a later case It is respectfully
submitted that, in view of the fact that the wording of &8 198(1) of the
[ncome and Corporation Taxes Act of 1988 difters materially from thai of's
23(g), the courts in Pick ‘n Pa; and Solaglnss were correct in not referring
to the decisions of Rigketts. Pook and Tavlor

The important decisions that have deali with the issue of non-ravelling
expenses under schedule D are Bendeys. Mallaliey and Artbur, Young
These cases considered the deductibility of expenses under the provisions

of 3 74 of the Income and Corporation Taxes Act of 1088 or s
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subsidiary is the promotion of its business, the expenditire would not be
disqualified because the activity involved another result or the furtherance
of another object which is inherent in the act * Accordingly, he fuund that
whilst (he (axpayer's loans had an advantage e *he group, that result did
not constitute & purpose different from that of promoting the (axpaver's

awn business.  Thus the losses wers not disquali‘ied by virtue of s 23z *

In congidering the decisions in Pigk'n Pay and Solgglass. it will be noted
that reference is made to decisions in the United Kingdom Accordingly. it
is necessary to determine the principles established in the United Kingdom
that should have beea followed by the courts in South Africe

The imporiant cases in the United Kingdom that dealt with travel expenses
under schedule E were Ricketis v Colouhoun (HM Inspector of Taxes. "
Pook (HM Inspector of Taxes) v Owan® end Tavlor.v. Provan (HM
Ingpecior of Taxes) *' The courts in these cases were required to interpret

the provisions of the predecessors of 3 198(1) of the {ncome and
Corporation Taxes Act of 1988 Thiz provision sllows the holder of an
office or employment to deduct certain travel expenses in certain
vrcumstances It is a specific requirement of this provision that the
expenses should have been wholly, exclusively and necessarily incurred in
the performance of the taxpaver's duties as holder of his oifice or

employment  A- this provision has the additional requirgment of the iravel
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Where the comection between the oxpenditure and the vrenp's inferests
veere 100 remote, such expenditure would not fall within the prohibition of's
<30 provided it was wholly and exclusively incurred [or the purpose of

the taxpayer’s trade *

The minority judgment was given by Friedman AJA " ARer considering
the facts and other issues, he examined the requirements of s 23(x) He
stnted that there were two questions 1o consider  First, were monies laid
oul or expended within the meaning of s 23(#)” Second, if so, were they
wholly or exclusively "id out or expended for the purposes of the
texpayer’s trade” He referred to the judgment of Romer L) in Benilays and
the decision of the House of Lords in Mallslisy  In the case of Bantleys the
learned judge stated that the expenzes in question were deductible and that
the element of hospitality did not constitute a dus! purpose with the
professional purpose involved. Witn regard 1o Mallaligu, the learned judge
stated that the case was concerned with the distinction between object and
effect The taxpayer in Mallaliey was beld to have two objects. One was

to serve the purposes of her profession and the other was (o serve her own

purposes

Friedman AJA stated that it was not uncommon for businesses in large
graups (o be structured in such a way that the activities of cach subsidiary

taok into account the interests of the group  §F the sole ubject of a
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the facts of the case from those in COT v BSA Co investmunts Lid “where
the benefit conferred upon the other person was only indirecily and
remotely connected with the frading activities of the BSA Company In
Solaglass the promotion of the group imereats was an integral part of the
taxpayer’s sctivities. Thus, the evidence did not support the proposition
that the promotion of the group’s interesis was merely o motive and not a
purpose. ™ Further arguments sdvanced on behalf of the taxpayer were that
the promotion of the group’s imterests was the taxpayer's subjeclive
intention and not the objective intention of the taxpayer's trading activities,
ard the promotion of the group was not & purpose of the taxpayer's trads,
but an effect or result of it. The learned judge was in accord with the
deacription of the taxpayer's business ps being borrowing and lending
money &t a profit, subject to thwe selisimposed constraints of operaling
within the group structure. However, he was not in agreemenl with
elevating the profit objective to a purpose and relegating the self-imposed
constraints t0 the status of a result. He was of the opinion that the
evidence indicated thet Lhe taxpayer conducted s business with & view (o
achieving iwo purposes, namely, the promotion of the group's interests and
the makiny of'a profit  The concept of & dominant objective had no role to

play in th's situation

The learned judue stated thet not all the wxpaver 4 expenses wuuld be

treated in this manner when considering the require nents of « 23
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incapable of exact definition, and hence of fittle real use as a general
test  And the some applies to the suggested distinction, urged upon us
by counsel for the appellant, between “subjective intention” and
“objective purpose™  The truth is. in my jedgment, thet there are no
hard and fist rules for deciding whether 2 taxpever’s expenditure falls
tin or ¢ daide the ambit of the section, it is not possible 1o devise
wecise universal tesl for determining whether expenditure
comprises moneys “exclusively laid out or expended for the purposes of
trads ©  In general, one can way no more than that the issue is 1o be

resolved by examining the perticular facts of each individuni case '

The learned judge found, on the evidence. that the taxpayer's trading
activities were aimed gl achieving a dual purpose QOne was furthering the
interests of the group’s subsidiary companies. and the olher was making &
profit for the taxpayer ' He (hen refetred 10 the various erguiments

advanced on behalf of the 1axpayer

The flrst argument was that the taxpayer was brought inlo operation in
order 1o flrther the group's interesis  ThereaRler, its sole objective was 1o
earn protits for {tsell’ Botha JA did not sccept this argument on the basis
that it was not suppotted by the evidenve  The second aigument was that
the promotion of the group’s interesls was merely 8 motive and not a

purpose The learned judge did not accept this argumem  He distinguished
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deduction of expenditure and losses while 5 23g) is concerned with

‘monics  luid out or expended’ ™

Boths JA then applied the views expressed by him to the facts of the case

In applying the test of s 23(x) he stated that it must be shown that the loans
made by the taxpayer were wholly and exclusively laid out or expended for
the purposes of the 1axpayer's trade  He referred to various Uniled
Kingdom cases discussed by Friedman AJA in his judgment and the case of

MacKinley (Inspestor of Taxes) v Arthur Young McClelinnd Movres &

Co™ He went on to state

‘However, in none of the cases refeired to in argument did the facts
resemble, even remotely. the peculiar facts of the present matter To
the extent that the reported judgmentxs reflect the use of yeneral criteria
in spplying the words of the siatute concerned to the facis of »
particular case, such criteria appear to me to furnish no more then
vague and imprecise guidelines, fitting mcely perhaps the facts under
consideration. but (o be applied to other and differen: "actunl situations,
if at all. only with caution und circumapection.  Su. for instance, the
distinction between “motive” and “purpose™ in this context seems 1o me
to be & nebulous one it may sometimes be tound 1o be helptial, but
other times it may be conducive more (o confsion than w clarity

Again, the distinction betwesnt "object” and “effect™ segms to me to be
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The matter was considered by the Appeliate Division  One of the issues
before tie court was whether s 23(%) precluded the deductions claimed by
the taxpayer. The majority judgment was given by Botha JA “ He analysed
ihe requirements of s 23(x) and dissected their requirements to its
component parts  These were the bllowing deductions, in respect of, any
monies, ¢laimed as a deduction from income derived trom (rade, which are
not wholly and exclusively laid out or expended for the purposes of (rade
He siuted that the core of the prohibition was the requirement that the
seciion related to "any monies’ This tarm is nsutral with regard to "losses’
The wholly and exclusive requirement in the prohibition is also neutral with
regard to ‘losses’. The essence of the prohibition is thet there must be
monies which are laid out or expended and that this should be done in
particular manner, numely, for the purposss of the taxpayer’s trade.  There
iz nothing in the section which supports the proposition that the prohibition
in s Z23(®) does not apply when monies which are laid out or expended

result in losses ¥’

The learned judge referred (o the requirements of 8 11(e) This section
appl'es (o, inter alia, “expenditure and losses’ [n the cese of an
irrecoverable loan, the claim under s 1 1(«) is based on the fact that a loss
has been incurred  Although s 11(er) provides positively for what may be
deducted and s 23(g) contains the negative requirements, there is no direct

courrelgtion between the two sections  Thus, s [ () is concerned with the
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wholesaling and retailing of timberwood and glass products  Each
company in the group had responsibility for its own finances until 1973 In
that year it was decided that the taxpayer would secure and arrange for the
funding requirements of the group One of the tExpeyer’s objects was to
lend money to any person or company and o borraw such mioney as it
deemed fit. Companies in the group that required funding would have (o
apply to the taxpayer The taxpaver would have regard to the applicant’s
budget and. if it epproved of the application. it would lend the subsidiary
the funds requested. Whilst security for the loans was not required, interest
was chargsd at varying rates which were generally ane per cent higher than
the cost to the taxpayer of the funding. ifa subsidiary had surplus funds. it
was required to place these on daily call with the taxpayer The laxpayer
obinined its funds partly from the surplus funds deposited with it by the
subsidiaries, and partly from commercial banks by way of overdrafls end
scceptance credit fncilities. Initiafly the taxpayer dealt with companies
within the group. Subsequently, it extended its activities to stafT loans and

discounting bills for customers of group companies

The taxpeyer sought to deduct certein amounts in respect of bad debis
which were irrecaverable  The loans which the taxpayer had written off as
irrecoverable related primarily to loans 10 subsidiary companies within the
group  There were some smaller loans to emplovees of group companies

which were irrecoverable
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the judgment of Lord Summner in Usher's Wiltshire Brewery Ltg v Bruce”
to the effect that where the taxpayer's sole purpose for incurring
expenditure is the same as the object of the expenditure, the fact that, to
some extent, the expenditure enures to the benefit of a third party cannot
result in the fact (hat the purpose of the expenditure was not wholly and
exclusively incurred for the purpose of the taxpaver's trade  The benefit to
the third party would be a secondary cunssquence Referring to rhe
judgment of Romer L) in Benijeys. the learned judge stated that the
difficulty with this type of case is that there is the intention to beneflt the
donee. However, this should not preclude the expenditure from having
been incurred solely in order to promote trade He stated that & dual
purpose exists where there is a deliberate and independent or distinet
secondary motive to incur the expenditure ¥ After reviewing the evidence.
the learned judge steted that whatever Mr Ackerman's motives were, the
taxpayer had discharged the onus of proving that its purpose in benefiting
the Urban Foundation was not an independent or distinet purpose. It
benefited the Urban Foundation to gain favourable publicity and that this

was & form of indirect advertising. *'

In Solaglass the taxpayer was & wholly-owned subsidiary of Plate Glaas
Shatterprufe Induatries Ltd {PGS1)  PGS! was the holding company of the
Plate Glass Group (the groupt PGS had approximately 200 subsidiary

companies, and the group was involhved in the manafacture, processing,
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It was argued on behalf of the taxpayer in Pigk’'n Pay that the donation by
ihe taxpayer enabled it to gain publicity and increase its profiis The benefir
to the Urban Foundation was merely incidental. Whilst charity was an
effect of the donation, it was not part of the taxpayer's purpose. On the
other hand. it was argued on behalf of the Commissioner that the tnxpayer

hied two purposes, one of which was philenthropy "7

The fearned judge stated that the question was one of fact. and the fact was
the taxpaver's state of mind. He found that, in the circumstances of the
case, the direct evidence of the taxpayer's purpass was not decisive. it was
clear, on the svidencs, that an object of the donation was to obtain publicity
and thersby atiract more customers (o the taxpayer's stores. Howaver,
there was eiso a philanthropic purpose. Accordingly, on the probabilities,
the taxpayer did not show that it did not have a philanthropic purpase as
well a3 R busittess purpose in making the donation  Thus, the taxpayer's
appenl was dismizsed  Corbett JA and Botha JA concurred in the

judgment, ™

The minority judgment was delivered by Nestadt JA." The learned judge
considered the issue whether the so-cilled danation was made exclusively
for the purposes of the taxpaver's rude e stated that the test was
subjective He stated that the inquiry did not relate 1o the effect of the

disbursement, and referred 1o Malialist, ™ tle relerred 10 8 passage [fom
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since the latter result or ohjective is necessarily inherent in the

act *M

Thereafter, he refurred to the following quotation of' Pennyeuick J in

by den
*As appears from that judgment it may often be difficult to
determine whether the person incurring the expense has in mind two
distinet purposes, or a single purpose which will or may produce
some secondary consequences. But once it is found that the person
has a distinct purpose other than of enabling him to carry on and
earn profits in his trade or profession section 137(«) prohibits

deduction of the expense "

The learned judge's reference to Mallalieu reluted to the distinction
that Lord Brightman made in his speech between the object of’ the

expenditure and its effect. The quotation was as foll.ws:

‘The object ol the taxpaver in making tle expenditure must be
distinguished from the effect of the expenditure  An expenditure
may be made exclusively to serve the purposes of the business. but
it may have a private advantage The existence of that privawe
advantage does nol necessarily preclude the exclusivity of the

business purposes * '
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two individuals responsible fol the activities in question” 1t is well
established that the question is one of fact: and again. theretore, the
problem seems simple enough The difflculty. however, arises, as
we think, from the nature of the activity in question Entertaining
involves inevitably the characteristic of hospitality: giving to charity
or subscribing to & staff pension fund involves inevitably the object
of benefaction: an undertaking to guarantes to & {imited amoum a
national exhibition involves inevilably supporting that exhibition and
the purpases for which it has been organised. But the question in
all such cases is: Was the entertaining. the charitable subseription,
the guerantee, undertaken yglely with the object of promoting the
business or its profit-earning capacity? It is, as we have said, a
question of fact. And it is quite clear that the purpose must be the
sole purpose, The paragraph says so in clear terms  [f the activity
be undertaken with the object both of promoting business and also
with some oiher purpose, for example, with the object of indulging
an independem wish of enterteining a f(riend or siranger or of
supporting & charilable or benevelent object, then the paragraph is
not s ‘isfied though in the mind of the actor the business motive
may predontinaie. For the statute so prescribes  Fer camnra, i, in
truth, the sole object is business promation, the expenditure is not
disqualified because the nature of the activity imvolves some other

resull. or the attainment or fustherance of some other abjective,
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8.3

In the case of Splaglass. the majority judgment has been criticized on the
ground that, if it is accepted that Jhe benefiting of the group was one of the
taxpsyer's purposes. it should have been regarded as still having been
incurred as per of the taxpayer's trede. The reqson for this is that the
expenditure was directly linked to the trading activities of the group and the
profitable well-being of the group Therefore, in a broad sense, it formed

part of the taxpayer's trading activities ™

It the case of both Pigk’n Pay and Solaglass there has been criticism tc the
effect that the majority judgmenis epplied & proflis test in determining
whether the taxpayers involved incurred the expenditure as part af their

trading mctivities. This issue will be discusted in the following section

SECTION 23(g)
Section 23(x) was amended to its prexent wording in 1992** Section 23(g)
now prohibita the deduction of any monies to the extent that they have not
been laid out or expended for the purposes of trede.  The amendment in

1992 eliminated the wholly and exclusively requirement

Thus, situations in which expenditure swwas previously divallowed because il
did not satisfy the wholly and exclusive requirement may now have a
different resul! In mddition, the courts will be faced with the difficuls 1ask

of apportioning the expenditure in cenain circumstances  The ¢riferia for
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contradictions This test clearly differed [rom the subjective test applied in

Bentleys.

In Arthur Young the decision confirmed the approach adapted in Mallalieu
Lord Oliver seemed to stress the impurtance of the effect of the
expenditure and did not take into account the conscious motives of the

person incurring the expense

It is submitted that one of the main diffleulties in Mallgliey was that Lord
Brightman was endeavouring to apply "exclusively® to an abjective purpose
I is ensier to apply “exclusively’ to a subjective purpose and Lord
Brightman in Mallgliey should have applied 2 subjective test It is
respectfully submitted thet the decision in Benflevs was correct. A solicitor
entertaining a client for business purposes shiould be entitled 10 claim the
cost of the expenses as deductible for tax purposes. The reason for this is
that the expenses were incurred for the purposes of the taxpayer's
profeasion The texpayver’s purpose was to further his practice The
personal benefits were merely one of the effects of the entertaining The
personal benefits did not conatitute a purpose.  For the same regson. the
taxpayer in Mallglieu should have been able to deduct the cost of her court
robex and other garments as claimed by her  The same reasoning would

apply to other items of expendilure. for example, the fumishings and
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accepted that such expenditure is incurred over the period between thy naty
that the instrument is issued and the date of redempion™ In thes-
circunistances, the interest should only be deductible it after the taxpaver’s
cessation of trade there is an acceptable link between the interest and the

expenditure from which it is being deducted ™

Bearing in mind the meaning of trade #s defined and dciermined by the case
law, it is apparent that where a person issues » bill, note or bond at a
discount in order to finance his income eanung operations, he is carrying on
a trade.”’ However, where an individusl issues & bond in order to fund
non-trading expenditure, such as the cost of purchasing & private residence.
he is not carrying on & irade ™ The purchase and sale of & negotiable
instrument as part of & proflt-meking operation should generaily constitute

the carrying on of & trade.”

8 S TRADE AND THE PROFIT MOTIVE

Trade is defined in s 1 of the l.come Tax Act as including, inter elia, every
profession, irade, business, calling, occupation or venture. } includes the
letting of any property and the use or grant of permission to use any deflned
patent, trade mark or copyright or gny other property of & simdar nature

[1L]]

The detinition is extremely wide and is uot necessarily exhaustive
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brought into account in termy of s 22 of the Income Tax Act when the

ingtrument is sold

Once trading haa closed, the general deduction formula does not permit the
deduction of a y further expenditure ¥’ There have been a number of cases
that have deait with the deduction of expenditure appatently incurred afler
the ceasstion of & trade™ It is accepted that & Laxpayer may carry on more
than one trade at any time™ The point that needs to be considered is
whether & taxpayer, who carries on more than one trade and censes
currving on one of the trades, is entitied to deduct expenditure relating to

Lhe trade that he has censed.

Whilst the authorities on this question appear to be contradictory,™ the
weight of authority seems to be that expenditure should be disallowed if it
has been incurred after the cesantion of a business ' This epplies in spite of
the fct that the taxpayer might be carrying on another trade.™ However. if
there iz & link between the sxpenditure and the income from which such
expenditure is being deducted, the expenditure will be deductible ™ Thus,
for example, expendilure incurred by an architect whilst in praclice was
nilowed a3 o deduction after his retirement ™ A question which arises in the
case of 8 loan is whether a borrowaer is permitted 10 deduct the interest he
pays on a fixed loan if the obligation continugs after his trade has ceased

This enquiry is relevant in the case ol original issue discount expenses if'it is
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been held that a company did not carry on & trade whare its income was
derived from loans to its sharcholders and their relatives.”” where a
company made loans to 1 subsidiary company.” where a company had no
intention of producing income.™ where 2 company let & hous to its major
sharsholders at a rental below maerket value™ where 2 company st
property in circumstances in which the actual letting of property was
incidental to the trade carried on™ or where a company declared & dividend
but did not pay the dividend o its shareholder and subsequently sought to

deduct the interest accruing on the loan from the shareholder *!

Where expenditure is incurred prior to commencement of a trade it is not
deductible unless covered by s 11(4A) of the Income Tax Act ™ Where A
issues a bill, note or bond (o B at & discount on its face value, the discount
is akin to interest *' Thus, where such a transaction takes place prior to A's
commancing trade the discounting expenses are deductible under s | [{AA)
of the Income Tax Act. Where B, who has gcquired o bond ot & discount
on its fece value, onsslls it to € the transsction is one of purchase and

sale

Where the instrument is acquired for ressle at a profit, the
acquisition will be part of its trading activities ™ Thus, provided the other
requirements of the general deduction formula huve been met.™ the costs of
it will be deductible  Where the instrument is not acquired for resale but its

owner subsequently converts it into trading stuck. the costs of it will be
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Whether a person is carrying on o (rade may be determined only after an
snquiry into the facts. Curtein guidance can. however, be obtained from

cases which have considered the issue

A \rade is clearly carried on where o person is carrying out & profit-meking
scheme of purchasing and selling shares.”” 1t Follows that where & compeny
curries out share-dseling activities which are both of & jobbing and
investment nature, it is carrying on & trade. " Where & company. which had
a3 one of its objectives the carrying on of business aa bankers and financiers
nid held an investment, the court found that it wes carrying on business ™
A trade may be carried on where a single muneylending transaction takes
place.™ 11 is, however, imporiant that the person intends to make s profit,
even if o foss ensues.  Where & person has no intention of making a profit,
for axample, if money is borrowed at interest and re-lent interest free, then,
in the absence of other material factors, he will not be carrying on a trade.™
On the other hand, if a person enters into a venture and will make a loss for
a shorl period, but it is anticipated that he will thereafler make & profit, he

will be carrying on & trade ™

A trede ix not carried on where an individual invests surplus funds in
interest begring investments,” or where n relationship of debtor and
creditor is created ™ \Vhere an individual invests his savings in equities and

other forms of secured invesiments, he does not carry on a trade ™ 1t has
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doing so will need to be developed  For example, il one considers the lacis
in Mallaliey. the question which arizes is whother Mallgliey would be able
to deduct her expenditure under the present law 11 is submilted that her
expenditure on her court germents would not be disallowed in terms of
s 23(Y Howaever. a portion of her expenditure could be disallowed as her
axpenditure could possibly only have been incurred for the purpose of her
rrade 1t is. thersfore, possible that an epportionment could take place In
addition, it ia also nccessary to consider some of the other prohibitions
contgined in s 21 For example, s 23(/) prohibits the deduction of
expenditure incurred in respect of amounts received or aecrued which do
not constitute inconie as defined  In South Alftica this section was invoked
by the Commissioner to disallow expenditure incurred in respect of
dividend-stripping ‘ransactions.  Another provision which must be
considered is 8 23(4) which, inter alia, prohibits the deduction of domestic

o privaie expenses

APPLICATION OF TRADE IN SQUTH AFRICA

Trede is deflned in s | of the Income Tax Act 8y including, inter alia, every
prafession, trade, business, calling. occt.yation or venture  The definition is
very wide and is intended to cover every profitable activity. 1t should thus

be given the widest posaille interpretation ™
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Apart from the issue of the tests that should have been applied in Pigk 'n
Puy and Splaglass, the majority judgements in these cases have heen

criticized lor other reasons

In the case of Pigk ‘1 Pay. it has been pointed out that Mr Ackerman’s stale
of mind should not have baen the focus of the court’s inguiry, but rather the
intention of the taxpayer. As . o taxpayer was an artificiel entity, i was
necessary {o take inlo consideration the intentions of the directors acting in
their capacities as such It has. therefore, been submitted that there was
sifficient evidence to indicaie that the texpayer envisaged n philanthropic

effect, but not a philanthropic purpose ™ In any event, it h-v been

submitted that a seazoned businessman would regard the enhancement of

his business as a prerequisite Lo any act of business generosity. ™ A further
criticism of the majority judgment is that insufficient note was taken of the
distinction of the purpose and the effect of the expenditure. Where
expenditure is effected for a trading purpose and it has & non-business
sffect, it is not prohibited from being deductible in terma of 2 230) ** The
court sccepted this Jdistinetion. but in the mejority judgment it was held that
the philanthropic nalure of the expenditure constituted a purpose and not
on effect ** Where expenditure is incurred for u philanthropic purpose, but
is motivated for business reasons, it can be argued that such expenditure
could still have been incurred 13 part of the taxpayer's rade and should atill

be deductible.”’
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Mr Ackerman’s state of mind and found on the facts that the taxpayer also

* One of the main

had a philanthropic purpose in meking the donation
differences hetween the majority and minority judgments appears to be their

application of the fhets to the subjective test

In Solsglogs, Friedman AJA applied a subjective test  Afler referring 10
Bentlevs and Mallaliey, he stated that in order to determine the taxpayer's
object in making the expenditure, one must fook into the taxpayer’s mind as
the time when the expenditure is made®’ Botha JA, on the other hand,
stated that it was not possible to formulste 2 general test He stated that
there were no hard and fhat rules for deciding whether expenditure fell
within the ambit of the section He siated that one must examine the facts
of each particular case ™ 1t is not clesr whether Botha J# applied a
subjective or objective test. He referred to the taxpayer's evidence as to iis
gime |t weuld appear that his approsch was objective in that he also took
into account the sims of the group and did not rely salely on the taxpayer's
m in purpogs, which wes to make a profit In eddition, Botha JA did not
regard the promotion of the group's interests o3 an effsct of the
expenditure  He regardud it as & vecond main purpose  With respect. this

findling is open to criticiant
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carpeting in & person’s office. and the costs of travelling overseas either

first or business class.

Having regard to these points. it would appear. with respect, that the
references to Benileys and Malisliey in the judgments of Nichalas AJA in
Pick ‘0 Pay™ and Friedman AJA in Solaglaus® are confusing  The reason
for this is that the judgments in hese cases conflicted in the approaches
ihey ndopied. Bentleys applied « subjective test whereas it is not entirely
clear as to the approach adopted in Mallalisy. It would appear that in
Mallaliey an objective approach was ndopted. In addition, the judgment in
Mallglisy is not clear on & number of issues Therefore, reference to these
two cases without highlighting their differences can lead to confusion It is,
therefore, possible to sympathize with Botha JA when he stated in his
judgment in Splagleas that he found the various criteria conflising and that

he did not apply genera! criteria. ™

in Pick ‘n Pay it would eppear that the court applied a subjective test
Nesiadt JA specificelly stated thet the test was subjective  Afler examining
the fects, he found thet benefiting the Urban Foundation was not an
independent or distinct purpose ' It is respectfllly submitted that the
learned judge was correct in his finding It would appear that Nicholas
AJA applied & subjective test in his judgment  Whilst he did not specifically

siate that he was applying 8 subjective test, he examined the evidence and
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In Maligligy. Lord Brightman appears to have confused the congepts of
purpose and intention and the approach that should have been adopted. He
stated that the legislatior required that one has regard to the purposes of
the business and not the taxpayer However, he went on to state that the
purposes of the taxpaver were fundamenial to the application - the
section He indicated that the words “intention’ and "objects’ were similar
to the word ‘purposes’ in this context™ 1t would appear that [ord
Brightman was applying a test of intention rather than a purpose test In
addition, it would appear that Lord Brightman was applying an objective
test in that he was nol heving regerd to the taxpayer's mind ** Clearly. this
approach was different from the subjective approsch adopied by Romer 1)
in Bentleys Lord Brightman drew a distinction between object and effect
He then referred 1o the taxpayer’s unconscious motive  With respect, he
appears (o have confused the concepts of motive, purpose and intention [
appears that he in fuct applied a test of intention rather than purpose ™ His
opinion is confusing in 8 number of respects For exampie. his reference to
unconscious motive and to objective purpose and effect. With regard to
the Iatier point, he gave the example of the doetor who stayed in the South
of France with a patient.  Any enjoyment by the doctor would be merely an
effect of the activity. Unfortunately, he did not apply this reasoning to the
favts in Mallalisn U would appear that Lord Brighiman applied an

objective test. although, as stated. hix opinion comained  apparemt
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predeceszor The wording of this provision is simila: to 8 23(g) in that in
arder to be deductible, one of the requirements is thal the expenditure must
pe wholly and exclusively [aid out or expended for the purposes of the
taxpayer's trade, profession or vocation. 1t is, therefors, respectfully
submitted that it was appropriate for the courts in Pigk ‘n Pay and Solsglass

to refer to thase cases.

The cases of Bentlevs. Mallalisy and Arthur Young use terms such as
motive, purposs and intention. It is important to understand the meaning of
these terms when examining thess cases. Molive must be distinguished
from purpose and intention. [t means an emation which prompts an act.
Purpose is what 8 person has in mind when he carries outl an act Intention
indicates something more than contemplation. It indicates & state of affairs
that & person wishes to bring about. Intention is wider than purpose. It
includea the necessary conssquences of an act. On the other hand, purpose

is limited to what a person hes in mind *

In Bentlevs. Romer LJ appears to have used the words purpose, object and
motive interchangeably. The meaning of motive is clearly different fram
purpose and object. Nevertheless, it was laid down in Bentleys that ane
must look at the state of mind of the taxpaver The coun applied a

subjective test ¥
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tax advantage and was nol. therefore. 8 trading transaction  There were
other cases dealing with the izsue of tax avoidance. and note should be
taken of the approgach of Templeman J {as he *hen was) in Black Nominees
Lid v Nicol {Inspector of Taxey). Nicol (Inspestor of Taxes) v, Black
Nominees Ltd,'™ and the dissenting judgment of Eveleigh L) in Flogr v
DRavia tlnspector of Taxes) ' The approach of Lupion. Finsbury, Black
and Davis was reinforced in [RC v Plummer ' Lord Wilberforce in
Plummer noted that the transaction in question was a tax avoiden:e scheme
and stated that this «

‘entitles and requires us to look at the plan &8s a whole 1t does not

entitle us to disregard the legal form end the nature of the (ransactions

carried out.”*"

In Plummer the scheme was simple It was similar to Westmipster in that it
npplied the notion that annual payments reduce a person’s taxeble income.
The taxpayer undertook to make a series of annuel payments in return for &
fump-sum payment The lump sum was not handed over (o the taxpayer.
but made aveilable in a series of post-dated promissory notes. Each note
correspanded to ench of the annuity payments The notes were retained as
security for the taxpayer's underiaking to pay the annuity  Overdraft
facilities were arranged 50 that when the taxpayer had to maeke an annuity
puyment, the cash required to effect the pavment was borrowed by the

taxpaver on the overdrafl facility  The pavment was effected and a
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circumstances, the taxpayer was nof able to establish that the deduction

of the expenditure involved was not prohibited by s 23 '

Although the mejority judgments in Pick'n Pay and Solsglass did not
specifically discuss the issue whether profit-making is a prerequisite to
trading. it would sppear that a profit test weas in fact applied in these
cases' In Pigk'n Pgy the decision of the majority vas that the
taxpayer had two purposes when incurring the sxpenditure, one of
which was philanthropic.  In the circumstances, it was found that the
taxpayer did not incur the expenditure wholly and exclusively for the
purpases of its trade  This clearly implies that as the philanthropic
purpose did not directly result in an incroase in the taxpayer's profits.
the purpose was not solely to trade Therefore, in effect the majority

$
t!

applied a profits tes The same applies to the majority judgment in
Solgglass. The fact that one of the purpotes of the taxpayer's
expenditure was the bereflting of the group resulted in the majority
decidi  that the expenditure was nat incurred wholly and exclusively
for the purposes of the taxpayer's irade 1t can therefore be argued that

ns lhis purpose did not result in & direct increase in the texpayer’s

profits, the expenditure did not comply with the 1es1 laid down in
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*1t is true. &8 | have already indicated, that the absence of & profit
does not necessarily exclude a transaction from being part of the
laxpayer's trade, and cotrespondingly moeneys laid out in 8 non-
profitable transaction may nevertheless be wholly or exclusively
expended for the purposes of trede within the terms of s 23(g).
Such monies may well be disbursed on grounds of commercial
expediency or in order indirectly (o facilitate the carrying on of the
taxpoyer's trade. . Whers, howsver, & trader normally carries on
business by buying goods and seiling them ut a proflt, then as &
general rule & transaction entered into with the purpose of no’
making & profit. or in fact registering 8 loss, must, in order to satisfy
s 23(%) . be shown to have besn so connected with the pursuit of
the taxpeyer's trade, &g on grounds of commercial expediency or
indirect fueilitation of the irade, as to justily the conclusion that,
despite the lack of profit motive, the moneys paid out under the
trangaction were wholly and exclusively expended for the purposes
of trade. .. Genernlly, unless the facts spesk or themaelves, this will

call for an explanation from the taxpayer *''*

In De Beers the court found no satisfactory explanation of the
trensaction in question  As it was not & normal share-dealing

transaction it was not pert of a profit-making scheme  In the



‘| am not suggesting the legal form of any transaction should be
disregarded in favour of its supposed subsiance  Nothing that | have
said is in any way inconsistent with the decision in the Duke of
Westminster's care where there was only one iransaction the yrant of
on annuity and there wes no queation of ils having formed part of any

larper scheme '

This statement would seem (o indicate that Lord Fraser did not regard the

decision as being in conflict with tral i Westminster '

Lord Wilberforee reiterated certein long-standing principles The first is
that when n taxing Act has to be construed. the courts are not confined to o
liternl interpretation. The second is that a taxpayer can still organize his
affairs in order to mininize his ligbility for tex  The third is that documents
and transnctions are either genuine or sham 1t i3 & question of fact as to
which is the situntion  The fourth is that it & document or transaction is
genuine, the court cannot look behind it to a supposed underlying
substance. However, if the transaction is part of a series of transactions. it
the court regards the wider series of {raneactions &% & whole, this does not

mean that the court is preferring subsiance over form

It has been submitted that the basis for the doctrine in Ramsay is that of

fiscal nutlity which was Jeveloped in the courts in the United States of
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Lord Wilberfurce commented on the principles laid down in Westminster as

follows

‘It is the task of the court ip ascertain the leyal nature of any
transaction to which it is sought to sttach a 1ax or & tax consequence
and if that emerges from a series or & combination of transactions
intended to operate as such, it is that series or combination, which may

be regarded ***'

Lord Frassr commented on the schemes in Ramsay snd Rawling as foliows

‘The essential feature of both schemes wes that, when they were

completely carried out, they did not result in any actual loss 1o the

taxpeyer. The apparently magic result of creating a tax loss that would
nol be o real foss was to be brought about by arranging that the scheme
inciuded & loss which was alluwable for 1ax purposes and & matching
gain which was not chargeable In Ramaay the loss arose on the
disposal of Ramszsy's shares  in Rawling it arose on the disposal of

the taxpayer's reversionary interest in the  sstilement. "'

[.ord Fraser stated turther
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The facts were thal 1he United Kingdom trusises resigned and were
replaced by foreign trustees The new trustees appointed the taxpayer a
beneflciary of certain shares subject o his surviving by three days  The
taxpayer sold his interest in the shares to another non-resident company
The texpayer then purchased the sheres from the latter company The
\axpayer therefore claimed that there was no liability for capital gains tex,
The House of Lords held that all the transactions should be treated as one
composite transaction The ducuments should be read as a whole and the
taxiny statutes should be applied to the true leyal effect of the trensaction
Thus the House held that the texpayer had ecyuired the sheres as g
beusficiary of the trust '™ It has been submitted that in Chinn there were
two separaie issues. First, whether one must construe escl transaclion as
part of the whole and, second, whether one¢ can regard the only legal
consequences arising as those that flow from all the transactions taken as an
indivisible whale '’ The House of Lords accepted the second propusition

posaibly using the fArst to justify this approach "*!

In Ramspy. the taxpayer entered into (wo transactions in terms of which he
made & loss for capital gaing tax purposes, and this loss was matched by a
non-chargesble gain which arose out of a second transaction inta which the
taxpyyer entered  The taxpayer sought to set off the allowable luss agains
hix Hability for capital gains tax  The true legal effect of the transactions

treated as & whole was that the taxpaver made neither a gain or g Tas '
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promissory it & similar amount was released to the 1axpaver  The taxpayer
applied the proceeds of the promissory note to seltle the overdraft. The
main benefit 10 the taxpayer of the scheme was that he could claim to have
mede annual payments which reduced his total income for income tex
purposes  The recipient of the annual payments was & charitable company

which could rccover tax on the ennual payments received '

In_Plummer the House of Lords applied the principle lgid down in
Westminsfar [f a jerson signs a contract to make annual payments. effect
must be given to that jegal contract The annuity payments thet he makes
pursuant to thst contract musi be regarded as gnnual paymemts  This
should apply regardiess of the arrangements that the person makes in order
to discharge the payments. ' In Ramsay Lord Wilberforce stated that it
would have been legitimate in Plummer to regard all the srrangements as a
whole. It waa, however, concluded that the arrangements had &

commercial reality and they should be upheld '

Chinn v.Collins {Inspesior of Tasgs) '™ was 8 case concerned with capita!
gains tax. Capital gains tax was payable on a distribution of » trust assel to
& beneficiary by trusiees of a trust. The tax was calculated on the
difference boiween the original price paid by the trustees and the value of
the eset at date of disrribution  However. where a purchaser purchased an

asset ffom a foreign company. there was no liability tfor capital gains tax
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case, the fiscal consequences corresponded with these legal consequences

of the transaction. '™

The Ramsay/Dawson approech developed in cases that were heard prior to
these cascs FA & AB Lid v Lupton (Inxpesior of Taxes)'™ was a case
concerned with dividend-stripping The House of Lords refused to allow
the taxpayer a fiscal result which differed from the financial resuit  The
taxpayer was not allowed to deduct the loss on the sgle of the shares
because when one looked at the transaction ax a whole, and taking into
account the dividend received by the taxpayer, the taxpeyer did not make o

Joss '¥" In commenting on this case, Lord Templeman stated:

‘But in dividend-stri, rases the lax avoidance scheme negatives
trading because on a true anelysis of the transaction the trader does nc

trade at all "'

The spproach adopted by the court in Lupton ditfered from the earlier
dividend-stripping case of Griffiths {Inspsctos of Taxes). v ) P_Harrison
(Watford) Lad™ in which the majority view was srrived st by examining
the component parts of the transaction. 1t was held that the activities of the
dealer in the sheres involved amounted to trading in the shares In Fingbury
Securities Lid v Bishpp'™ the House of Lords viewed the transaction as a

whole and  ncluded that the transaction was an ariificial device tu secure
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In the United Kingdom, it ia submitted that there are three broad stages in
the development of the approech to tax avoidance and trading  The lirst
singe is the Wagtminster approach based on the decision in {RC v Duke of
Wastinaer '™ The second stege is Romsay/Dowson approach based on
the decisions of W T Remsay Ltd v JRC."™ Eilbeck (Inspegtor of Taxes) v
Rawling' and Furniss (Inapscior of Taxss) v Rawsen ' The third siage
is the Chellenge/Ensign approsch based on the decisions of JRC v
Challenge Corp Lid"™ and Engign "' There are. of course, many other
decisions dealing with the issues raised at the various stages However, the
cases mentioned e hightighting these three stages are referred (o in order

to identify the stages in an easily recognizeble manner

The Westmingter approach is illustrated by the following well-known

exiract from the judgment of Lord Tomlin -

"Every man is entitled to order his affirs so as that the 1ax atteching

under the appropriete Acts is less then it otherwise would be "'

in Wesiminsier the taxpayer covenanted 1o pay his gardener an anmuity
The gardener agreed 10 continug to work for the texpayer for the annuity
and such sum aa was necessary lto make up his wages The mmjority
accepted that the gordener voluntarily worked full time for the taxpayer for

hatf wages and enjoved the annuity given [o him by the taxpaver  In this
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8.6

TRADING IN ORDER TO OBTAIN A FISCAL

ADVANTAGE IN THE UNITED KINGDOM

An issue which requires discussion is that relating to whether trade is
carried on when g transaction is effecied in order to obtain certain flscal
advantages For example, assume & laxpayer carries out g series of
transactions and cach (ranssction on ity own constitutes o trading
transaction. However, the transactions, viewed as a whole. result in the
laxpayer’s avoiding income tax  In addition, the taxpayer has entered
into the transactions in order to achieve that income {ax saving. An
example of thia type of activity is that involving dividend-stripping In
R typical dividend-stripping case. a trader in shares purchases shares ina
company in which there are divisible proflts available for distribution.
Assume ti it the shares are bought for RIOD.  Afer the purchase, o
dividend of R80 is declared and the dealer then sslls the shares for R20

The dealer claims that he has made a loss R80 in his trade of purchasing
and selling shares This assertion ignores the fact that the trader has
received a dividend of R8O **" In this type of situation. the question is
whether the scquisition and sale of the shares constitute a trading
transaction hy the trader  Whilst it is beyond the scope of this thesis o
discuss the role of tax avoidence in trading transactions, it is necessary
briefly to refer tv some of the issues involved  These issues will not be

discussed in any detnil
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In1TC 1292"" the taxpayer soughl to deduct the costs relating to the
letting of a holidey home The court determined the issue as being
whether the losses claimed by the taxpayer were incurred it the carrying
on of a trede or business The court concluded that if there was no
possibility of earning a profit. the expenses were nol deductible The
court relied on the decisions of [TC_L12 and [TC 561 altaough in the
inatant case there was the possibility of the taxpayer's earning a profit in
future years. The facts in [TC 1367 were similar to those in |TC
1292. The court found that there was no real prospect of letting the
property in question at a profit and accordingly disellowed the
taxpayer's claim for & deduction of the expenses. 1L lws been submitted
that the ratio decidendi of the judgment of the court was that the
taxnayer failed tn discharge the onus on him of shoving that the

expenses were incurred for the purposes of his trade '

On the other hand, there have been & number of cases in which it has
een held thiat, in ovder to carry on « trade, it is not essential 1o make a
profit."™ Examples of cases in which this has been held are where the
taxpayer hired property and sub-let it lur the same remal™™ and where

LY I

shares were acquired with the purpose of selling them at a loss
has been held that profit-making is not an essential leature of trading """
In CIR.v. Do Eeers Holdings (Ply) Lid, an Appelate Division case,

Corbett 1 stated
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The issue whether a person is carrying on & trade may only be determined
afier an enquiry into the [acts of the case Certain guidelines can be
obtained from casss which have considered the issue  An issue which
should be determined a1 the outset is whether it is essential to make n

profit in arder to trade.

On a superficial level, two early cases seem to support the proposition
that profit is an essential element in trading. In ITC 112" the taxpayer
was 8 private company in which the two directors were also the only
shargholders The taxpayer borrowed money at an interest rate of 6%o per
annum and on-lent the funds to the sharsholders at an interest rate of [%
per annum. The Special Court held that no gain cowld have arisen on the
loans in question  If the taxpayer's purpose was not to secure 2 gain, any
loss arising from the losns could not be regarded as income losses. In
LTC 561" the taxpayer inherited certmin properties. One of the
properties was o residence and was not suitable for letting  The Special
Court disallowed the taxpayer's claim for a deduction of the expenses
relating to the propsrty. The reason for the disaliowance was that there
was 1o prospect of any gain srising out of the taxpayer’s ownership of
the property It has been suggested that the basis of' the decigion in [TC

fud

%4| was that the property wes vacant and not lettable,”™ and that the
court in [TC 12 could have reached the same decision on the yrounds

that the expenditure was not incurred in the production of income ™
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Lord Qliver stated that Rantsay. as developed in Dawson, estshlished that
the fiscal conseguences ol a preardained series of transactions which are
carried oui to their planned conclusion are determined by locking at the
planned and finel result of the transactions The emphesis is on the
unbroken nnd predestined chain ftom start to finish  The two different
views relsted to the meaning of preordained’ and ‘a composite
transaction’  The wider view interpreted preordained’ as mewning
‘preconceivad’  Thus, sl events which ocqur sequentially as & resull of the
initia! intent and 1n which there is & \ax saving would form pant of the
scheme The effect of thia is thet where events or transactions form pant of

a single composite transaction, their actuel nature could be distorred '™

There were four recsons why Lord Qliver rejected this wider view of the
effect of Devaaap  First, there in no precedent for this view Second. it
would involve a rejection of Lord Brightmen's meticulous englysis of the
successive stepa in Dgwsogs  Third, there was no authority for this
proposition in Dawson Founh. there wes no rational basis for this
propasition sither in Dawson or which could be formulated in the Houss of

tords '™

Lord Qliver staled
"Ax the law currently slands, the essentials emerging from Dawson

appear o me to be town i number (1) that the series of transactions
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adopted in Dawson can be apphed to a linear as well as a self-cancelling
tranaaction  The necewsary conditions must exisi (o enable the court
realistically to regard the Iwo transactions s une single. composite and
indivisible whole In this situativa, the transactions would be treated s 2
sirgle disposal for tax purposes  In discussing these 1wo views, he referred
to the decisions in Ramsey and Dawson  The Ramsay principle involves
looking ut the result that the parties actunlly intended and produced Ome
must apply (o 1hat result the ordinary fiscal consequences that flow from it

Although Dewson purported (o apply the Ramsay doctrine, it went further

Dewsop involved reconstituting the actuel conatituent transectiomy to
something that they were not in fact  Thus, an intended result was
attributed (o the parties that they did not, in fect. intend  Fiscel
consequences are applied to the reconstituted set of (ransactions In
Rawson there was an exchange of shares  This transsction hed permanent
fiscal and legal results  He regerded as critical the determination of when
the circumstances exist in which the prinvipies lnid down in Qawson epply

Lord Oliver rejected the firat view  His resson for this was that if one
gccepted it, one would have to sccept the! where any transaction is entered
inta in order to avoiud tax on & subsequent (ransaction, the Prat trensaction
wuuld be treated as indistinguishable ffom the later transaction  Thus the
later transection would have no independent legal effiect wven if the facts of

the particular case indicated the contrary '



and O finally resulted in o subsidiary of O acquiring the shares in Q M,
having received the proceads of the sale. later lent most of the proceeds to
the texpayers The issue was whether the share exchange with M. the
disposal of the shares in Q@ by M to O's subsidiary end the loans by M to
the texpayers constituted & single composite transaction  [F' 30, whether this
transsction had the effect that every lime M lemt money o any of the
(axpayers, this wes deemed (o be 8 part disposal of the shares in Q for

capital gains tax purposes

The House of Lords dismissed &l! three appeals by Inland Revenue '’ The
decisions in the cases of Bowaler snd Gragory were unenimous, while the
decision in Craven wes by majority. In {raven the main speech was by
Lord Ofiver, and Lords Keith and Jeuncey gave speeches which also
dismissed the appeal '™ The dissenting speeches were given by Lourds
Templaman and Goff '™

Lord Oliver examined the decision in Dawsaon  He said that thers were two
different viewa 83 to what Dawgon decided The first was that any
transaction erdered inio with the purpose of avoiding, minimizing or
postponing tex in respect of another transaction which, at the time. was
being contemplated and which subsequently 1akes place must be iynored for
fscal purposes  The reason {or this is that the transaction tormed part of a

scheme for the svoidance of tax  The secand view is that the approach
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The fects in {jregory were that the laxpayers were negatiating the sale of
shares in a family company to (. 11 was envisaged that the sale would be
carried out through & company registered in the Isle of Man The
negotiations broke down  The wxpavers proceeded to incorporate an lsle
of Man company, H. The taxpavers exchanged their shares in the family
company for shares in H. At the time there were no negotistions taking
place for the sale of the shares in the fumily company Almost two years
later M scld the shares in the fumily holding company to N, a new purchaser
not conrected to ' \ssessments to cepital geins tnx were raised on the

taxpayers on the basis of a sale directly to N.'™

The fects in Craven were that the taxpayers owned all the shares in a family
company. Q. They were advised by their eccountant that they should either
sell Q or merge it with another ¢ mpany They tried unsuccessfully for
thees vears to sell or merge Q with enother companv.  Finally they
investigated e sale or merger with g company. ¢ Shortly thereafter another
company. O, showed an interest in purchasing Q  When the negotiations
with O waned, the taxpayers resumed negotintions with C At this stege,
the taxpayers arranged to ecquire an offthe-shalf isle of Man company, M
The abject of this purchase was to use M ax Q's holding company for &
merger with ' Q then made an offer 1o purchase Q At this stage
negotintions were proceeding with both ¢ and O (Q's shere capital was

reorganized with & view to saving stamp duties  The negotintions with ¢
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discrimination against the father as the mother could have obtained such an
arder  Whilat Inland Revenue has sought o contine the application of this
decision to cases concerned with the Matrimonial Causes Act of 1973, the
importence of this case is that the House of Lords sgreed that an anificial
tax device could be effective in spite of the Ramsay/Dawson approach '™

A further development of the Ramady doctrine took place in the cases of
Craven (Inspector of Taxes) v White. IRC v Bowsier Propeny
Developmenta Lid and Baylis (inspector of Taxes) v Gregory which were

considered together '™

The feeta in Bowsler were that the taxpayver weas a company A sizter
company of the taxpayer had negotiated the sale of certrin land to M The
negotistions for the sale fell througl. In the meantime the sister company
wld the land to the taxpayer The taxpayer then sold the land to five
ssaocinted companies in equal shares at its market value  The puipose of
this was to take advantage of the development land tix exemption that was
available to the five companies  Almost two yeurs later M reopened
negotintions and, consequently. 1| entered into ggreements with the five
companies in terms of which it acquired the land Revenue sought 10 assess
the taxpaver to development lan tax on the basis of 4 wale directly from

the taxpayer to M '™

M



provisions Mowever, Revenue succeeded with this argument in Dawson

The question arises when & person enters into transactions which sutisfy the
relevant siatutory requirements whether, if they have the fiscal effects, the
trapsactions ¢8n be set aside on the basis of Bammy In Noyg Lord
Templeman devided in favour of the texpayer an the issue of the debts

However, he offered no general principles which can be applied in deciding
other cases. [t has been submitted thet in Nova the transactions had &
commercinl purpose  The Ramsay principles have the eifect that the
transactions can only be nullifled if they do not have 8 commercial purpose.
Thus, if & statutory provision requires. either explicitly or by implication, a
commercinl purpose, the Ramaay doctrine cannot be applied in respect of
tranagelions that comply with that provision '™ Ax & resuit. Nova has been

referred (o a8 8 statutnry avoidence schems '™

An interesting cose which subsaquently came before the courts and waos
decided in favour of the taxpayer was Sherdley v Sherdley ™ In this case &
custadial parent sought o court order for the payment of school fees. The
issue was whether the court had jurisdiction to make an order where there
was no issue before it  The House of Lords held that a parent could obisin
t court order againat himself ar heruell even it his sole object was to obtain
o tex advaniage  Thus the House held that the Ramsny doetrine did not
apply in this situation  The reason [or this approach was that the House of

fords held that if the order was not granted, thete would be Gscal



the group's overall financ.al position  The profit made by the taxpaver was
merely a disguise (o conceal the fact that the lease was not being traded  If
the taxpayer had scquired the lease and sold it on an arm’s length basis 1o
an aspociated company, the transaction would still have involved book
entries and the group's oversll financial position would heve remained

ummm st

In Nova. Lord Termpleran in the House of Lords found that propenty couid
only be acquired #s trading stock if' it was acquired for the jurpose of being
uged in the course of trade. e stated that in order to constitute trading
stock. &n usset must be acquired with & view to resele at & proft ™™ This
lntter stalement has been criticized as being erroneous 1t i3 generally
recognized that every treding transaction does not presuppose a profit
purpose  An example is the sale of o loss leader mimed at altracting
cuatomers to & retail outiet ' Lord Templeman found that as (ur as the
debts were concerned, the House could not infer that the oniy ressoneble
conclusion was that they were acquired by the iaxpaver solely for the
purpose of acquiring a flsce! sdvamage for the group However, he found
that the shares were worthless and were not acquired as treding stock ***

In considering the application of the Ramsny principles in Arndale and
Nova. Lord Templeman did not consider it necessary to consider them in
Amdale in Nova he stated (hat Revenue could not complain that 1. hud

secured 8 ilscal advantage by taking advantage ol the relevant statutory



par of I.'s irading stock and had been acquired by L. at a price considerably
in excess of the price at which they were sold to the taxpayer Thus. I. had
incurred certain capital losses in respect of the assets.  The relevan
legisiation in the ('nited Kingdom provided. in elfect, that group relief
could be made available by convertirg a capital loss sustained by ane
company in the group into & trading loss sustained by arother member of
the group provided certain conditions were fulfilled One of the conditions
was that an sssel pregnant with a lozs had to be transierred to a trading
company in the group which acquired the asset as trading stock For
corpuration tax purposes the shares were desmed to have been sold to the
taxpayer {or & consideration equivalent to their cost to L. and not the
nomina: amount attributed o them in the sale documentation The same
applied 1o the debis sold to the taxpayer by L. In the circumstances, the
taxpeyer claimed to have incurred an sllowable loss being the difference
between the coat to L of the assets and the price paid for the assets by the

taxpayer.'™

In Arpdale. Lord Templeman m the House of Lords found that the taxpayer
did not trade and did not intend tradi 1@ with the lease. Thus the xpaver
did not acquire the lease as frading stock ' Wis decision hax buen
criticized on the ground ihat he did not provide sufficient reasons tor this
canclusion He stated that since the companies involved were all part of

the same group. the transaction was a book entry which had no eftect on



However, Lord Fraser said
"The true principle of the decision in Ramsay was that the [iscul
consequences of 8 preordained series of transactions. intended to
operate as such, are generally to pe ascertgined by considering the result
of the series as & whole, and not by dissecting the scheme and

considering sach individual transaction separatety ***

There are tvo decisions on trading which are alaso  ~ releveance, namely,
Contes (Inspector of Texes} v_Amdale Properties Lid"™" and Reed
{Inspector of Taxes) v Nova Securities Ltd '™ The facts in Arndale were,
Lrisfly, that the taxpayer was a property dealing company and was part of a
group of companies. The taxpayer scquired & lease fram A, an associated
company, and, on the same day assigned it at its market value to B, another
gssocisted company A's expenditure on the lease prior to it sale
amounted to more than the market value of the lease. The taxpayer, being
a irading company, elecled to bring the lease into its trading account at a
value equivelent to the amount thet A had expended on it. The laxpayer
enlered into the trensaction in order to obtain favourable tax consequences
for companies in the group "™ The facts in Nova were, briefly. that the
taxpaver was a trader in shares and securities. The taxpayer was acquired
by auother company, [.. L sold cerlain shares and debts (o the 1axpaver al
their market value. The shares were valued al & nominal value, and the

balance of the sale price related 1o the debts  These assets did not form



scheme The change must, however, be regarded as a mere change of form
with no enduring legs! consequences In Burmeh the change of the
taxpaver's position fiom that of creditor of a subsidiary to that of a
shareholder with & gregter equity investment in the subsidiary could have
had no enduring legal consequence as the subsidiary was liquidaled as part

of the scheme.'*!

In Dawson the taxpavers wished to sell their shares 1o 8 purchaser [n
order to avoid capital gains tax, they exchanged their shares for shares in a
coinpany incorporated in the Channel lsles Capital gains tax was nol
chargeable on thig transaction Thercafter, they arranged for the Isle of
Man compiny to sell the shares to the purchaser. The House of Lords held

that capital guins tax waa chargesble on the sale of the shares.'*

The taxpayers argusd that, applying the principles enunciated in Ramsay
and Burmeh, and analysing the legal and practical effects of the scheme,
both the exchange of shares and the sale agreement had enduring legal
conasquences. There was no preordained intention or arrengement for the
scheme 1o terminate. The House of Lurds did not accept this submission
on the basis thal it resulted in too restrictive an interpretation of the
principles laid down in Ramsay end Burmah The main difference hetween
Ramsey and Burmgh on the one hand and Pawson on the other was that in

the latter case the taxpayers sought 1o defer. not save. 1ax '



financial statements At the end of 1his series of fransactions the taxpaver
was in the same financial position as it was at the outset However,
whereas previoualy it had a valueless debt, after the series of transactions it
owned valueless shares in a subsidiary which hed an allowable loss of @
similar amount. The House of Lords disregarded the series of transactions

on the basis that they were artificial "'

The dscision of the House of Lords in Burmah has been questioned  The
basis of this is that the rules relating to groups of companies can, in certain
cireumstances, operate to the disedvamtage of taxpayers and. in other
circumstarnces, they can result in benefits to the texpayers involved. In
Burmah the taxpayer was able to manipulate the rules to the advantage of
its group. Had there baen & proflt on liquidation, such profit would
presumably have been laxed. [t has Deen submifter thet there is a big

difference between the situation in Byrnah and that in Ranssy. "™

Vinelott J in Furniss {(napscior of Texes) v Dawson attempted to reconcile
these decisions. In Ramsay there was no real loss. In Burmah there was a
potential losz to the taxpayer of the debt that was owed fo it by its
subsidiary.  Vinelott J siated thei the Rgmsay approach should not he
confined to cases where the steps taken to further a single composite
scheme are circular or self-cancelling.  The court may disregard &

{ransaction even if the legal position of the parties changes during the



America However, whils( this doctrine has not been accepied in the higher
courts in the United Stares, it is accepted in ine courts in the Uniled

Kingdom 1"

In IRC v Burmal Oil Co Lid."" Lord Diplock siated

‘It would be disingenuous to suggest, and dangerous on the puart of
those who advise on elaborate tax-avoidance schemes to assume, that
Ramagy's case did not mark a significant change in the approach
adopted by this House in its judicial role 1o a preordained series of
transections (wheilier or not they include the achievement of &
legitimate commercial and) into which there are inserted steps that have
no commercigl purpose apart from the gvoidance of a liability 1o tax
which in the absence of those particular stepx would have been

it

payable

In Burmah o similar spproach was adopted to that in Ramegy The [acts
were that the taxpayer owned & subsidiary which was indebted to it. The
prospects of the taxpeyer's recovering the amount owed were minimal
The taxpayer capitalized the subaidiary by taking up a rights issue in respect
of sheres  The subsidiary uied the funds raised from the capitalization o
repay ils indubtedness to the taxpaver Subsequently the subsidiar  vas

liquidated At the date of liquidation the subsidiary reflected a loss in it



portfolic. Included in the loans which it acquired as part of the portfolio
was 8 fogn {v the government of the Federation of Rhodesia and Nyasaiand
in order to assist in the building of the Kariba hydro-electric proiect At the
date of acquisition. slightly more than helf of the agreed amount to be
loaned had actuslly been ndvanced. The taxpayer acquired this loan ai 4
discount on the amount already advanced The taxpayer egreed (o advance
the balance of the agreed amount to the government in terms of the loan
agresment. Subsequently, the taxpayer sold the loan to ancther investment
company which has been Frrmed by the British South Africa Co Ltd. At
that stage, the taxpayer had advanced to the government the balance of the
amount which it was obligated to advance in terms of the loan agreement
The loan was sold to the purchaser at a discount on the total amount paid
and advanced by the taxpayer in respect of the loan The price that the
taxpayer paid for part of the loan and the consideration received by the
taxpayer for the zale of the loan were fair. The taxpayer acquired the
portfolio. including the loan, as & packaged deal in order to confer a tax
benefit on the British South Aftica Co Lid. The reason why the taxpayer
sold the loan was, partly. for the group to siraighten up its books by
reflecting the loan at its then value and. partly. so that the taxpayer could
avoid the payment of United Kingdom tax on the interest earned in respect

ol the loan ™"
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dismizsed "™ Briggs FJ referred 10 Hargson as awhority for the fact that to

seek to recover a tax refund was an atiempl to make a profit

Whilst it is appreciated that Yinstock was concerned with the taxation of
receipts rather than the deduction of expenditure, it is interesting to note
that the court held that the taxpayers were carrying on & trade aithough one
of their purposes was 1o minimize their linbility for tax. The reference by
Briggs FJ to Harrison is also interesting 1t has nlready bsen noted that the
approach adopted in Harrison to dividend-stripping was subsequently
changed in later cases that were considered by the House of Lords. In
Hacrison the Fouse, in effect, applied the Westminsier approach. I one
applies the Ramsay/Dawson principles 10 the fhcts in Winstogk, the single,
composite, transaction which would be treated as a whole would probably
be the distribution of the dividend by A to the taxpayers. That would be
the true effect of the transactions. The sale by the taxpavers of A to Z, the
distribution of the dividend by A to Z and the part repayment of the [van by
Z 1o the isxpayers would probably be regarded as selficancelling

transactions.

In COT v BSA Co [nveaiments Lid*"™ the taxpayer was formed in order to
tnke over the invesiment dealing business which had been carried on
previously by the British South Affica Co Ltd  ARer its Tormation, the

taxpayer acquired from the British South Africa Co [ad its investment

4



Winstock & another v COT™ is a case in which it had to be determined
whether the taxpayers were carrying on & trade.  Whilst the ivsue was
whether certain receipts constituted taxable income in the hands of the
taxpryers, the case is relevant because the taxpayers entered into the
transtictions with fiscal objectives. The fncts were, briefly. that the
taxpayers were the sole gharsholders of # compeny, A. They bought the
issued shares in. and the cutstanding Joan account due by another company.,
Z, which liad an assessed [oss. The taxpayers then sold their equity shares
in AtoZ Thereafler, A declared & dividend from its sccumulated profits.
The dividend sccrusd 10 Z, Z became entitled to a refund of tax paid by A
This entitlement aroae by virtue of certain provisions of the relevant taxing
Act which were in effect at the time and which applied because of Z's
agseasad loss. The amounts received by Z by way of dividend and refund of
tax were utilized partly to repay Z's indebtedneas to the taxpayers. The
Commissioner sought fo tax the taxpayers on the net profit made by them
from these transactions. The laxpayers argued that the transaction should
bv viewed as a whole. 1t was not a profii-making scheme. The purpose
was 10 obtnin tax relief and St to make & profit. In addition, the taxpayers
argued that the money received by the taxpayers represented a repayment

of their loan gccounts and constituted & return of their capital ™

The court found that the taxpavers were engaged in an operation of &

business to carry out a scheme of profli-making, and their appeal was

41



stock-in-irade shares that produced the incume. the dividends and

the refund ™

In the circumaiances, the court allowed the taxpayer 1o deduet the cost of

the shares in the calculation of its taxable income ™' This decision is
interesting in that it referred to early United Kingdom cases as authority for
foliowing the Wesiminster principle 1t has been seen that subsequent
House of Lords ceses desling with dividend-siripping applied 1he
Ramaay/Rewson principles and dissllowed the cieims by the taxpayers o
deduct the cost of the shares invoived In vi»w of this. the epproach
adopied by Forrest and [{arrisgn was incorrect and. therefore, the basis of
the court’s decision in Umtali Finance wae incorrect.  Furthermore, it will
be nated that the Appeliate Division tn South Africa did not follow the
decision in Lntali Fingage [n this regard, it is interesting o note that in
Nemgiim, the Appellete Division did not agree with the decision in Umtali
Fingnce insoftr as it deall with issues similar 10 those in Nemjim ™ In
addition. the Appeliate Division in Nemaiim was not convinced of the view
of Clayden CJ in Umtali Finance with regard to the decision in Rangd
Selections Clayden CJ was of the upinion that the basis of the majority
decision in Rand Selections was wholly tied up with the definition of &
liquidation dividend ™ Thus, in the context of subsequent South Aftican

cases, the decis'on in Umiali Finanee was also incorrect
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It is interesting to note that the court did not consider the question whether the
taxpayer was trading in respect of the tax exermpt dividends received by it It
would appear that the court accepled that the taxpayer was trading The
resson for this is that it was accepied that the taxpayer traded in shares and
dividends. In addition, it wae accepted thet the taxpaye could deduct a
portion of its expenditure insofir as it related to the acquisition of the portion
of the liquidation dividend which represented a return of its capital ™"

Unttali Finaoce (Piv) Lid v COT™ was a Zimbabwean casc that hed to
consider the issue of dividend-stripping. The case was heard by the Federal
Supreme Court, and the judgment was given by Clayden C). The coun
referred (o early English cases such as Griffiths (Inspector of Taxeg) v J P
Hamison (Watford) Lid™ and CIR v Forrea™ which adopted the
Westminstar spproach. The court also referred to Rand Selections but
digtinguished the mejority decision on the basis that it was tied up with the
specind deflnition of liquidation dividend and the mejority relied upon the
definition in determining the purpose of the expenditure apart from the simple
purchase of the shares™  After reviewing all the facts and muthorities, Clayden
CJ stated.

*Applying what was s&id in those cases. one sterts with the et that

the business of the appeflant was to deal in shares. The deductions

which are claimed are not the expenses of obtaining 3 dividend or a

tax refund, the 1ax free income, but the expenses of obtaining the

1



In CIR v Rand Selegtions Corp 1id™ the taxpayer was a finance company which
dotived its income partly from share-dealing and dividends. 1t owned shares in
8 company. L. Knowing that 1. was about to go info liquidation, the taxpayer
bougltt further shares in L. Shortly thereafier, L wes placed into voluntary
liquidation, and tiquidation dividends wers paid to the taxpayer in respect of its
sharss in L The dividends were represented by cash and shares in another
company. Part of the dividend represented 2 refurn of the Isxpayer's flonting
capital, and the romainder waus a dividend as defined  This latter part of the
liquication dividend was exempt thom tax In the circumatances, as the exemipt
portion of the dividend did not constitute income in the taxpayer's hends, the
company could not deduct any expenses incurred in reapect of that dividend.
The isaue befor > the court was whether ths taxpayer was entitled (o deduct the
whole emount or a portion of'its cost of its zhares in L. The taxpayer argued in
the Appellate Division that e the Income Tax Act did not direct an
apportionment of expanditure or give guidance as 10 what portion of the
expenditure was deductible, the whole of the expenditure was deductible
Centlivres C), who delivered the majority judgment, did not ngree with this
contention e apportioned the expenditure on the basis of the expenditure
multiptied by the income  This amount is divided by the sum of the income snd
the dividend. e hold that the resulting figure was the deductible expendiure
The matter wes reforred to the Commissioner to issue & revised nssesament on

the basis of this formula ™
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irading, He stated that in Engign there was nuo difficulty because a trading
lransaction was clearly identifiable. Fle did not say how it was identified
He lef} unanswered certain issues For examnple, is it necessary [or there to
be & risk of profit or loss in order to carry on a trade? Must the transaciion
be of & type that is generally regarded as being part of the carrying on of &
trade” In the latter event. is the taxpayer siill trading if he only entered into
the trensaction for fiscal advantage end that it was irrelevant if ¢ profit was
made? 1t could be argued that these are the effects of the decision in
Engign. 1t has besn submitted thet there are two implications of the
decision in Engign, First, the taxpayer's subjective intention is irrelevent
nd the court must spply en objeclive test to the transaction in order to
determine the taxpayer's intention.  Second, & transaction entered into for
fscal ndvantage but which ia designed to meke & loss is not & trading
transaction. Howsver, where the transaction may make a profit or loss, it
will not lose its trading status by virtue of'the fiact that the taxpayer enered

into il in order to reduce his lability for income tax

TRADING IN ORDER TO OBTAIN A FISCAL ADVANTAGE
IN SQUTHERN AFRICA

The sarly cases in South Africa and Zimbabwe covering 11w issug of trading in
order to oblein a fiscal adventage adopted the Westminster approach (o the

problem
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trading.  However, in the House of lLords, the decision was mainly
concerned with the principle enunciated in the Ramsay/Rawson approach
Thus, the House examined the true «ffect in law of & single composite
transaction and regarded the transaction as a whole  lord Templeman
distinguished between tax mitigstion and tex avoidance. Income tax is
mitigated when the axpayer reduces his net income in circumstances in
wihich he is entitled to reduce his linbility for income tax Tax avoidance
tekes place where the taxpayet’s tax liability is reduced without the loas or
expenditure having been incurred.  The new dimension which was added in
the approach of the House in Cnaign was that the series of transactions
were analysed and the true effect of the transactions was determined The
parties were taxed according to the true effect of these transactions. The
self-cancelling intermediate steps were ignored. Thus, the taxpayer was not
deprived of the beneficial effects of & scheme merely because it was eniered

into with flscal motives. '™

The House of Lords in Ensign did not cast doubt on and nor did it endorse
the decision in Lupion end the other cases dealing with the question of

i

trade.” Lord Templeman removed the requirement of distinguishing
batween xole and paramount iment.en and to balance fiscal intention
against commiercial elements  The guestion is how does one establish

whether a trade is being carried on ? Lord Templeman did not state the

principles that must be applied in arder to determine whether a persoit is
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Accordingly, he found thal although the partnership entered into the film
trade for & fiscal purpose. this did not alter the purpose ol the expenditure
The parinership expended capitel for a trading purpose, which was the
production and exploitation ofa film ™ T e case was theretbre remitted to
the Specinl Commissioners to determine the tnxpayer's deduction based on
expenditure by the partnership of 25% ol the estimated costs of production

of the film.'*

Lord Jauncey considered whether the trading characreristics were eclipsed

by the nontrading activities so that they formed part of an overall non-

trading transaction, He stated:
‘| do not consider that FA & AB Lupion requires that the trading
transaction be denatured because the taxpayer has incorporated il
within & tax avoidance scheme which seeks to obiain for him greater
fiscal advantages than the trading ransaction if standing slone would
produce...the proper approach is to disregard the steps in this acheme
which have no commercial purpose rather than to treat those steps #s
samehow affecting or denaturing other steps in the scheme having such

s purpose.™

The decisions in Ensign in the lower couns were mainly concerned with
whether the transactions were trading transactions and the raxpayer's

intention in securing & fiscal advantage and thus whether the taxpayer was
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Special Commissioners ™ Ultimately. the case was considered by the
House of Lords "** The main speech was delivered by Lord Templeman.™

Lord Templeman distinguish -+ the facts from those in Westminsier on the
basis that in Westmins(er the fiscal consequences of the transaction
corresponded with the legal consequences. In Ensign this was not the case
when one reads the documents as a whole '™ He found that the loan by the
production company to the partnership, the deposit of these funds into the
bank account and the payment of these funds to the production company
were self-cancelling operations. The true lega! effect of the transaction as a
whole was that the partitership expended 25% of the estimated costs and no
more.”™ The scheme had the apparently mngical result of creating for fax
purposes expenditure of the fill production costs whereas the partnership in
fuct incurred & real expenditure of only 25% of the estimated costs of

production '™

Lord Templeman referred to the principles of the Ranstv/Dawson
approach and sinted that they -
‘do not compel or suthorisc the court to disregard all the fiscal
consequences of a single composite transaction read as & whole on the
grounds that it appears that the transaction is a tax avoidance

scheme *'*
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are disregarded These issues sre best illustrated by exarmning the facts and

speeches in Ensign

In Ensign the facts were. briefly, that the laxpayer became a partner in &
limited partnership which was established in order 1o finance the production
and exploitation of a commercial film. The partnership and the other
companies involved in the film embarked on & series of transaciions in
respect of the film in order to claim certain income tax alfowances in
respect of the flini. The negative of the lm vested in the partnership. A
production company bought the right to produce the flim.  Associated
companies of the production company had the exclusive distribution rights
in respect of the film.  The partnership contributed 25 per cent of the
estimated costs of making the Rlm. The production company lent to the
partnership the balance of the production costs, including all costs
exceeding the estimaied costs. The production costs were deposited in 8
bank account by the partnership This amount was paid to the production
company to cover the costs of finance of the film The pertnership was
entitied to 25% of the net profits of the Mim. The taxpayer claimed a
deduction of its portion of the first year allowances in respect of its
invesiment in the flim  The texpayer's claim was based on the assertion
that the partnership had incurred the total costs of production of the fiim
and not 25% of the estimated costs of production The Inspector of Taxes

refused (o allow the taxpayer’s claim and his decision was upheld by the
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was, al the time when the intermediate transaction was entered into,
preordained in order (o produce a given result, (2) that that transaction
had o other purpose than tax mitigation, {3) that there was at that time
no practical likelihood that the preplanned events would not take place
in the order ordained, so that the imermediate transaction was not even
contemplated practically as having an independent life, and (4) that the
preordained events did in fact teke place. In these circumstances the
court can be justified in linking the beginning with the end sc as o
make g single compuiite whole 1o which the flscal results of the single

composite whole are to be applied.*"™

It is clear from these three appenls that the House of Lords was prepared (o
put some limits on the Ramsay doctrine. |t is, however, also clear that it is
unlikely that this doctrine will be overturned. One of the issues which was
not entirely resclved was when a series of transactions will be regarded as
preordained. There was n difference of opinion amongst the judges and the
question was still not resolved. A further issue which was not clerified was

the possibility of double taxation where 1wo transaclions are linked ™

The Challenge/Ensign approach raise * twu turther issues  The first was the

distinction between tax mitigation and tax avoidance. The second was the

extent to which the fiscal consequences of a single cumposite transaction
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and is an important consideration in many transactions Therefbre, if o
taxpayer structures the transaction so ax to minimize the effects of taxation,
fhat fact should not. by itself, result in the setting aside of the transaction
for fiscal purposes.  As Grosskopf JA stated, if the tax considerations so
affect and alter the nature of the transaction that the taxpayer is not in facl
trading. then the position is different and the court may ignore the

transaction for fiscal purposes.

The Appellnte Division recently considered the issue of disguised
transactions in Erf 3183/1 Ladysmith (Piy) Ltd and another ¥ CIR™
Whilst this case did not deal specifically with the issue of when a person is
carrying on o trade. the principles covered in the case are refevant.

Therefore, this case will be discussed briafly

The facts of the case ware that the directors of Pionger Seud Company
{ly) Litd ('Pioneer’) and its subsidiary Pioneer Seed Holdings (Pty) Lid
{(*Holdings') wisced 1o establish a factory in Ladysmith  The taxpayers
each purchased a piece of immovable property and subsequently Holdings
acquired the entire shareholding in the taxpayer companies. Theteafter
both of the taxpayers executed & series of simulianeous and interrelaied
agreements wiich were intended (o achieve a similar purpose  Each of the
taxpavers entered into an agreement of lease with a pension fund (‘the

Fund'} In each case the Fund leased the irmovable propeny acquire by

b



‘If & taxpayer pursues 4 course of conduct which, standing on its own,
constifutes the carrying on of s trade, he would not. in my view, cease
to be carrving on a (rade merely becguse one of hin purposes, or even
his main purpose, in doiny what he does is (o oblsin some fax
advantage [f he carries on n trade, his motive for doing so is irrelevant.
Of course the position miglhy be different if 4 transaction "is so affected
or inspired by (ycal considerations that the shape and character of the

RYyii]

transaction is no longer thet of o trading transaction

The learned judge found that the taxpayer's transactions were inspired by
commercial considerations and he did not accept the argument advanced by

e

coungel for the Commissioner on this point.

The second ground sdvanced by counsel for the Commissioner was that the
[axpayer was not carrying on & trade. |1 was contended that an investment
of the neture of the taxpayer's in the scheme did not amount to the carrying
on of & trede. The learned judge siated that the deflnition of trade should
be interpreted widely. and that the axpaver did carry on a trade”"

Accordingly, tlie Commissioner's appeal was dismissed **

The approach of the Appellate Division in Burgess s, with respect, the
correct approach to this issue | iability for tax is a factor that must be

taken into consideration in many business transactions [t is 4 cash vutffow
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The first was that the taxpayer entered into the scheme for fiscal purposes.

and the second was that the taxpayer wis not carrving on & trade ™'

insofur as the Commissioner’s first argument is concerned, it was argued
that the taxpayer's purpose in meking. the invesiment was to cbiain the
fiscal benefits flowing from the scheme The possibility of commaercial
profits wae merely incidental. Counsel for the Commissioner relied mainly
on the authority of Luptos. Ramsgy end Ensign Tankers Grosskopl JA,
who gave the judgmant of the court, stated that he was in agrestment with
the approech adopted in Lupton which was (o determine whether the
transaction, viewed fhirly and rationally, was & trading (ransaction
However the learned judge was of the opinion that the English authorities
1o which counsel for the Commissioner referred were no! of direct
relevance. The reason for this was that the stiuctures of the Fenton scheme
were aimed at azhieving commercial resulta.  Thess resulis were a short-
term gain with o limitation on the possible losses. The scheme did not
create grtificial structures. The sargument of counsel for the Commissioner
wis based on the premise thal., if the taxpaver’s purpose was not o secure
a 1ax ndvaniage. he would have heen carrving on a (rade. In other words.
the taxpayer's purpase in seeking to secure @ tax advantage had the result
that he was not carning on 8 trade  The irarned judge stated that this

argument was niot sound in law ™' He went on to state



at which he was primarily at risk  This amount was the difference between
the investor's iMerest liability to the bank and the guaranteed ncome
payable by the insurance company in respect of the policy The policy wax
& non-standerd policy in terms of the sixth schedule to the Inct 2 Tax Act
and the proceeds from the policy were taxable in the investors” hands The
proposers of the scheme assumed that the interes! liability to the bank
would be deductible As the income in respect of the policy would only be
received at the end of the first year, the proposers sasumed that the interest
would be deductible in the flrst vear and that there would be a one vear
deferral of income in the hands of the investors *' The taxpayer entered
into the scheme and, whilst he was still involved in it there waa a crash on
the Johannesburg stock exchange Consequently, on the [rst anniversary of
the policy the insurance company paid the minimum amount guaranteed by
it. The taxpayer liquidated his investment in the scheme and, as & result, he
sufTered & loss in respe:t of his bank guarantee Although the loss was
suffered by the partnership. the taxpayer was entitled to deduct his share of

the loss from his personal income **

The Special Court held thet the Commizsioner was correct in disallowing
the deduction of imterest because the taxpaver had not shown that the
axpenditure was incurred by him in the cerrving on of a trade  Counsel for
the Commiscioner argued that 1! oreé were (we main reasons why the

taxpaver’s activities could not be regarded as the cacrving un of a trade
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Insafar a3 the merits of the taxpayer's case were concerned. the taxpaver’s

eppes) was dismissed

An importem case hesrd by the Appeliste Division recently is that of
Burgess v CIR*® The cuse involved facts arising from ihe so-called
Fenton scheme The essence of the scheme was thal an investor would
borrow money from a bank and enter into & single premium endowment
policy The insurance company would issize a policy with 2 surrender value
which was guaranteed if the policy was surrendered withun a period of two
years Obviously the surrender velue reflected a lower retumn on the policy
then the inveslor's interest raty for which he was lisble to the benk in
rexpect of the smount borrowed by him  The difference between these two
raies represented the investor's main risk if the returns on the policy were

not as enticipated **

The transaction was entered into by way of an en commandite partnership
in which the investors were prtners  The reason for this was to limil the
liebiiity of the investors in the evenl of the insurance company being
liquideted The investors were not liable for the parinership's debts except
to the extent cf the bank guarantee The bank ient the money to the
partnership for u year and the partnership paid this amount to the insurance
company as & »itle premium on an endownient policy  Each individual

imvestor provided the bank with a bank guarantee in respect of the amount



the inferposition of the various subsidiary companiex The approach of the
Appellate Division is, perhaps. 8 more practical approach because it
invalves &n examination of the taxpayer's reasons for etiering into a
particuler trading transection where it is not & part of the taxpayer’s nor.. |
treding activities Thus. adopting this approach the taxpayer in B3A Co
would be entitied to the losses because the explanation would be that the
loan was acquired as part of a package deal and was subsequently soid in
order to tidy up the texpever's books and avoid libility for tax in the

United Kingdom

The Appeilats Division considered & dividend-stripping cese in Gerber v
CIR**  The essential Mcts were similar to those in Nemgiin  The
taxpayer's evidence was thei ke intended (o make n commercial profit from
his dividend-stripping operations. He assumed that in the determination of
his taxable income the cost of the shares in guestion would be deductible
il he had misconceived the position, s 8D of the lucome Tax Act could
heve rendered the scheme unprofitable. However, the court was of the
opinion that even if the taxpayer's after-lgx position was not profitable, this
did not necessarily mean that he bad not intended 1o make a commercial
proft.  On the facla ¢ the case. the vourt found that the taxpayer's
dividend-atripping operations constituted the carrving on of & trade within

the meaning of the deflnition of trade in s 1 of the Income Tax Act™”



purposes of trade  Generally, unless the facts speak for themselves,

this will call for an explanation from the taxpayer ***

As there was no satisfactory explanation by the taxpayer of the EHSA share
transaction, the court did not treat it as 2 normal shere-dealing
transaction *** The quotation from the judgment of Corbett JA clearly sets
out the position of the Appollate Division with regard to the issue of the
carrying on of a trede  Clearly, the court’s approach is indicative of the fct
that it has not edopted a Waglminster approach to this issue. The court
went further than the court in Wastminater but not as flr as the courts that
ndopted the Rampay/DRawspn approach.  1F the court had adopted the
Wesiminster approsch, each transaction would heve been looked at in
isclation and the taxpayer would probably have succeeded in its claim If
the court hed adopled the Ramsay/Rewson epproach, it would not have
applisd the Weatmingier approach on the grounds that the Wesimingter
approach only related to single transactions and not to a series of
trensactions a8 was the case in Dg Beers. 1 is difficull 1o envisnge how #
court would apply the Ramsny/Dawson epproach to the facts in Ra Beers.
The renson for this is that there were a number of transactions that took
place over o number of vears  In the latter stages of the transactions it was
necessary to restructure EHSA as & result of legislative changes  Clearly
these changes could not have been envisaged at the oulset of the series of

transactions.  Some of the transactions were self~cancelling. for example.
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Approximately four years later the taxpayer sold its shares in EHSA for a
nominal amount to an associaled company and EHSA was deregistered

approximately one year later **

One of the issues that the court had to consider was whether the purchase
price paid by the taxpayer for the EHSA shares was munies wholly or
exclusively laid out or expended for the purposes of the taxpayer's (rade
After considering the various authorities, Corbett JA stated.
‘1t is true, a8 | have aiready indicated, that the absence of n profit does
not necessarily exclude a irangaction from being part of e taxpayer’s
trade, and correspondingly moneys leid out in & non-profitable
Lransection may nevertheless be wholly or exclusively expended for the
purposes of trade within the terms of 8 23()  Such moneys may well
be disbursed on grounds of commercisl expediency or in order
indirectly to fucilitate the carrying on of the taxpayer’s trade. Whare,
however, a trader normelly carries on business by buying goods and
gelling them at a profit, then as a general rule a (ransaction entered into
with the purpose of nol making a profit, or in fact registering 8 loss,
must, in order to satisfy s 23(g), be shown to have been so connecied
with the pursuit of the taxpayer's trade, eg on ground of commercial
expediency or indirect facilitation of the trede, as to jusify the
cunclusion that, despite the lack of profit motive, the moneys paid out

under the transaction were wholly and exclusively expended for the
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companies. Approximately two yesrs later there was a reduction in the
authovized and issued share cepital of EHSA and the distribution of &
capital dividend to the shareholders This was followed by a further
restructure which resulted in the original *A” ordinary shareholders owning
the whole of the jssued share capitel of EHSA Al this stage it was stil]
intended that EHSA would be liquidated and its assets distributed to the
shareholders. The liquidation dividend would be exempt in the hands of the
taxpayer. The lnw changed and it becune possible for EHSA to convert its
share capital to shares with & no per value. This could be achieved by ihe
sharsholders passing a spacial resolution to increase EMSA's share capital
constituted by shares of no par value by, inter alin, transferring reserves to
the stated capital account without n distribution of shares. There was an
amendment to the deflnition of & dividend in the Income Tax Act. The
effect of the amsndment was that where there hed been & transfer of capital
reserves to share capital, a distribution of this amount to the shaicholders
by way of & reduction of share capital would, in effect, be regarded as a
distribution of a dividend. A result of these legislative changes, it became
poasible for the capitsl reasrves of EFISA to be transferred to staied capital
without the issue of shares thereby resulting in a saving of stamp duty The
capital could then be distributed 1o the shareholders by way of & reduction
of share capitel. This distribution would be treated as a dividend and would
be tax~free in the taxpayer’s hands The shareholders implemented this

scheme and, in due course, they received 8 tax-free dividend
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23/} on the basis that the expendi.ure was incurred in order to acquire
dividend income which did not gonstilute income as defined in the Income
Tax Act The court found that the expenditure was not wholly incurred in
the production of income and was partly incurred in the production of
exempt income.*™ The decision of the court settled a difference of upinion
&s to the application of the decision of the majority in Rand Selections. In
Rand Selectiong the court found that par of the expenditure refated to (he
exempt liquidation dividend. Therefore this portion of the expenses was
not deductible. In Umiali Finance the courl distinguished the decision in
Rand Selections on the ground that the decision in Rangd Selections was
tied up with the definition of liquidation dividend The Appeliate Division

in Nemojim did not agree with this view ™'

De Beers Holdings (Pty) Lid v CIR** was » case which was considersd by

the Appellate Division. The facts wers fairly complicated and involved the
texpayer's direct and indirect shareholding in a company known as
Engelhard Hanovia of Southern Aftica (Piy) Lid (EHSA) Initially the
taxpuyer scquired 40% of the "A’ ordinary shares in EHSA  The ordinary
and preference shares in EHSA were held by the founder of EHSA  The
intention was 10 liquidate EHSA and distribute it assels as a hquidation
dividend. This did not take place for various reasons, and approximately
four years later there was a restructure after which the holders of the *A°

ordivary shares held their shares in EHSA indirectly through two subsidiary
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taxpaver's trade 1t was argued by the Commissioner that the loan was
purchased with & dual purpose. One purpose was to further the taxpayer's
irade anu the other purpose was to confer a (ax benefit on the British South
Aftica Co Ltd. The {eamned judge drew a distinction between mative gnd
purpose and stated.
'So long ns the goods purchesed are goods which form pan of o
trader’s normal stock-in-teade and are purchased for the purposes of
being disposed of in the course of his normal trede, the motives which

prompted the trader to purchase that stock-in-trade are irrelevant. ke

Accordingly. the Commissioner's appea! was dismissed *'® The facts of this
case are distinguishable from those in many situations by virtue of the fact
that the Kariba loan was nurchased as part of a package denl. Accordingly.

the value of this case as  general authority is reduced "’

The Appeliate Division in South Altica considered the issue of dividend-
stripping In the caze of CIR v Nemoiim (Pty) Li¢ *  “n appeal it was
conceded by the Commissioner's counsel that the taxpuwer ar afl material
times carried on a trade and that the share-dealing transactions carried an

29

by the taxpsyer were part of the taxpayer’s trade =™ Thus the court did not
congider the question whether dividend-stripping transactions constitute
trading transactions. The court considered the purpose of the expenditure

and whether the deduction of the expenditure was prohibited in terms o”s
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One of the arguments advanced by the Commissioner was that the foan was
of a capital nature and did not constifute stock-in-trade in the taxpayer’s
hands Alternatively, he argued that if the loan was part of the taxpayer’s
stock-in-trade. the expenditure on the loan had not been whelly and

exclusively incurred for the purposes of the tuxpayer's trade.*

The judgment in the Appellate Division of the High Courl of Zimbabwe
was delivered by Beadle CJ.*" With regard to the Commissioner's {irst
argument, he found that the purchase and sale of the loan were genuine
transactions. The situation was similer to that in which a trader purchases
the stocks of a fellow (rader in order to assist the latter The trader’s
intention would be to sell as much of the stock at a profit as he was ahle
He would cut his losses as far as poasible on that part of the stock that he
could not sell at a profit. Neverthstess, he would hope to make a profit on
the transaction as a whole. In other words, the learned judge placed
emphasis on the fact that the transaction was & packaged deal. He went on
to state that in this type of transaction it was not possible .. distinguish
between two types of stock, the profitable stock being stock-in-trade and
the non-profitable stock being assets hetd as capital assets. Therefore, he

found that the loan formed part of the taxpayer’s stock-in-trade °*

The second issue related to whether the (axpayer’s expenditutre in acquiring

the foan was wholly and exclusively incurred for the purposes of the
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In Zandbery the court had 1o decide whether a transaction was a sale or a
loan secured by a pledge The second party was indebted to the first party

The laiter required security for ihe loan. The second party owned a wagon
which she needed for every day use The flrst party did fiot went the
wagon. (fthe second party retained possession of the wagon, it would not
be possible to effect & valid pledge. In the circumstances the second party
purporied to enter into & &' of the wagon to the flrst party with a -t of
repurchase. The court held that the contract wes a dishones! pretence and
that it was entered into for the purpose of making it appesr that awnership
of the wagon had paesed to the firat party (nnes ] A siated in his judgment
that the cuurt must be satisfied that the parties to the relevant contract have

# real intention that differs from the s;mulated intention **

in Reodies Brothers the defendent company .mported goods and
(rangferred them to a registered manuflciurer to be made up into shirts and
pyjamas for the defendant The goods were imporied under rebate of
customs duty. In 1930 new regulations were promuigated which only
sllowed the rebate of duty if the registered manufuciurer to whom the
importer transferred the goods declared that the goods were owned by him
Thus, in order to comply with the new regulntions, the defendant purporied
to sell the goods to the manufacturer  A. the same lime the defendant
agreed to purchase the garments from the manulacturer at an agreed price

The price was calculated hy adding 10 the price at which the defendani had
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their lease agreements with the Fund did not place an abligation on the
Fund to effect the improvements. 11 should be noted Lhat subsequent o the
implementation of these transactions, there was an aimendment Lo s 11(/} in
terms of which no allowance in respect of & lease premium was deductible
when the amount paid was received by a person who was exempt from

income tex

The issue before the courl was whether the improvements as envisaged by
pera (h) of the definition of gross income accrued to the taxpayers. In
other words, the court had to consider whather the various agreements
referred to above correctly reflected *he intentions of the parties. 1f nol. the
court had to decide whether there was an unexpressed or tacit
understanding between the taxpayers and Pioneer to the effect that the
taxpayers would be entitled o reguire Pioneer or Pioneer and the Fund

M2

jointly to effect the improvements to the properties.

The court found that the taxpayers had failed to discharge the onus on (hem
to show that there was no right to have improvements effected on the
properties which accrued to them in terms of para (h) [In reaching its
decision the court found that there was no satisfactory explanation of the
need for the varialion agreements and there was an niv of unreality about
the agresmients  With regard 1o the latier point there were various factors

and anomalies thet contributed to this situation  Firs, the gure-merts could
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momes paid out in terms of the transaction were wholly and ¢-clusively

expended for the purposes of trade.

An important case on the issue of trading with a fiscal inrent was Burgess
which was considered by the Appeliate Division The court held that if' e
taxpayer pursies & courss of conduct which constitutes the carrving vn of'a
trade, he does not cease carrying on the trade merely because one of his
purposes, or even his main purpose. is 1o oblain 8 tax advaniage If he
carries on a trade, his motive for doing so is irrelevant This approach is.
with respect, & correct and practical one

A recenl South African case which did not deal with trade but which was
required Lo determine the true nature of 8 prevrdained series ol agreements
was Ladvamith. The court referred to earlier South African cases such as
Zandberg and Randles Brothers. The court sought to apply the principles
adopted in these cases. Theas involved an enquiry into the true intention of
the parties to the ransactions  This approach is different from the
substance over form approsch edopted in United Kingdom cases such as
Ramgay The application in Ladysmith of the principles enunciated in
Zundbery and Randles Brothers is open o criticism  The effect of the

approach of the court in Ladysmith was not dissimilar to thal raken in

Ramsay
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by looking at the planned and final result of the transactions. The emphaxis

is on the unbroken and predestined chain from start to finish

The third approach was that developed in Challenge/Ensign. The new
dimension which was added in the approach of the House in Ensign was
that the series of transactions was snalvsed and the true effect of the
transactions was determined The pariies were taxed according tu the true
affect of these transactions. The self-cancelling intermediute steps were
igho od. Thus, the taxpayer was not deprived of the beneficin) effects of a

scheme merely because it was entered into with fiscal motives.

In South Africa earlier cases adopted the Westmipater approsch  These
decisions were based on eerlier United Kingdom decisions which also
adopted thia npproach  The Apr -late Division considersd the issue of
dividend-stripping in Nemgjim The court did not consider whether these
types of trensactions constituted treding trensactions as the point was
conceded by the Commissioner's counsel 1In DRa_Bsers the Appellate
Divigion held that, as & general rule. a transaction entered inlo with the
purpose of not making a profit, or of making a loss, must, in order w
satisfy 1 23(52), be shown Lo have been connected with the taxpayer's trade
For example. the reason for entering into the transaction could be on the
ground of commercial expediency or indirect facilitation of the trade  This

could justity the conclusion that, despite the fac' of profit motive, the
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which will alsu need 1o be considered is s 23{A) which, inter alie. prohibits

the deduction of domestic or private expenses

There have been & number of cases in the United Kingdom thal have
considered the izsue of trading in order to obtain a fAscal advantage 1t is
submitted that there sre three broad stages in the development of tex
avoidance and irading The first is the Westminaster approach in which it is
accepied that taxpayers are entitled to order (heir affhirs so as to minimize
their liability for 1ax. The second approsch is that of Ramsay/Qawson This
appronch involves Arst, construing each (ransection &s pert uf the whole
and, second, regarding the only legal consequences arising as those that
flow from all the transactions taken as an indivisible whole This has the
eifect that transactions can only be nullifled if they do nol have s
commercial purpose. Thus, ifq statutory provision requires, either explicitly
or by implication, a commercial purpose, the Ramgay/Dawson principles
cannot be applied in respect of transactions that comply with {hat provision
The main principle of the decision in Ramsdy wes that the fizcal
conssquences of a preordained series of transactions, intended {0 operate as
such, should be mscerttined by considering the result of the series as a
whole, and not by dissecting the scheme and considering each i Jual
transaction on ils own Dawson went further than Ramsay  Dawson
esiablished that the flscal consequences ol & preordained series ol

transactions which is carried out to its planned conclusion are determined
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cases the majority should have applied a subjeciive approach similar to that
adopted in Bentleys  In Pick’n Pay it is respecifully submitted that there
was sulficient evidence 1o indicate that the (axpaver envisaged a
philanthropic affect and not & philanthropic purpose  In Solaglass. it is
respectfully submitted that, the benefiting of the group should have been
regarded as either an effect of the expenditure or as one of the laspayer's
trade purposes. In addition, both the judgments have been criticized in that
they applied n proflis test in determining whether the expendifure in

question was part of the taxpayers’ trading activities.

In applying the concept of trade in South Aftica, it should be eppreciated
that the requirement that expenditure be wholly and exciusively incurred for
the purposes of & laxpayer’s trade has now heen removed. Expenditure is
deductible Lo ihe extent thai it is incurred for this purpose. Thus, situations
in which expenditure was previously dissllowed because it did not satisfy
the wholly and exclugive requirement may now have o differant result. In
addition, the courts will be faced with the difficult task of apportioning the
expendiiure in certain circumstances. The criteria for doing so will need to
be developed [n addition, it will also be necessary 1o consider some of the
other prohibitions conteined in 3 23 Fur example, 3 23(/) prohibils the
deduction of expenditure incurred in respect of amounts received or

accrued which do not constitute income as defined Another provision
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1ax or some other legislative provision. the enquiry should then be whether
the transactions fll within the relevant legislative provisions *** Whilst the
court in Ladysmith sieted that the enquity was to ascertgin the (rue
intention of the pariies, the approach that it adopied in doing so was not

substantially different from the approech to the enquiry in Ramsay

8.8 CONCLUSION

Sectiun 11 of the Income Tax Act contuins & positive requirement that in
order fur thet section to apply. a person should csrry on a trade and the
expenditure in question should relate to the carrying on of that trade.
Section 23(®) conizins n nagative requirement io the effect that monies will
only be deductible to the extent that they have bean nid out or expended
for the purposes of trade. 1t should ba noted that, for years of nasessment
ending priov 1o 1 January 1993 it was e requirement of 1 23(¥) that manies
were only deductible iff they were wholly and exclusively [nid out or
expended for the purposes cf trade  The meaning of trade and its

application to sz 1 [{«) and 23(x) are important

The two important cases which comsidered the wholly and exclusive
requirement were Pick'p Pry and Solaginss 1t would appear that in Qigk p
Pay Nicholas .« JA applied a sudjective test although he did not specifically
slate thet he wos doing so In Solagless Bothe JA stated that one must

examine the facts of each partivular case 1t is subnutted that in both the
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The distinction between the approach in the United Kingdom in cases such
as Ramsgy und that in South Aftica in cases such as Randies Brothets has
been highlighted In Remeny the court spplied the doctrine of substance
over form. In Rpndles Brothers the court did aot apply this doctrine. The
court determined the true intention of the perties to the sgreements ™ In
Ladysmitl the court found that the taxpayers had not discharged the onus
on them of showing that they did not heve the right to have the
improvementa offected to the properties.”' Thus. whilst the court referred
10 certain anomalies in the agresments, it was not required to determine the
rights and obligations which arose from the transactions The coun
endeavoursd to determine the trye intemtion of the parties to the
transnctions.  This determination was made by an cxamination of the
various agresments and the purpose of the pstties in entering into the
agreements > The Anding of the court & apen to criticism for the regsons
set out above. The fact that the court determined the intention of the
parties primarily by examining the egreements results in the determination
of intertion mainly by reference to the documentation Unless thers is n
nomstax commercial rationale to agreemen's twee s a danger that the
agreements may be found o be a sham transaction **' With due reapect
this wes not the approach adopted in Randles Brothers The approach
should be to determine from ali the circumstances the true intention of the

parties [fthe intention is to enler into the agroements in question 1o atoid
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there is &n unexpressed agreement ur tacil understanding between the
parties  Otherwise there would be no ostensible agreement that is a

pretence “*

Whilst the approach adopted and the principle applied in Zgndberg and
Rangles Brothars is not open to criticism. the application of the principle in
Ladysmith hes been - ticized Although the taxpayers may have had an
expectation that the improvements would be effected 1o the properties, this
expectation did not necessarily conatitute a legal right as envigaged in para
{h) It has besn argued that the fact that the parties were not &t arm's length
would indicate that the inxpayers did not have an enforcesble right against
either Pioneer or the Fund to have the improvements effacted. The reason
for this was that Pioneer was the holding company of the taxpayers. It had
the right in terms of its lease agreement with the Fund to compel the Fund
10 offect the improvements. 11 would have acted agninst its own interests if
it elected not to enforce its rights  Therefore there wes no need for s tacit
understanding or agreement that the taxpayers would be able to compel
Pionser .o require the Fund to elfect the improvements The fhct that the
coniracts were interdependent should not have counted against the
taxpayers gs this is often the case in transactions in which financing is
involved ™ It is respectfully submitted that this argument is gorrect and
that the court did nat correctly apply the principle enunciated in Zandberg

and Randles Brothers
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sold the goods to the manufacturer the cost of making the garment
Payments were only effected when the garments were sold to the
defendant  The Commissioner of Customs contended that st all times the
defendant remained the owner of the goods at ell times and was therefore
liable to pay fuli duty on the goods The majority held that, on the facts,
the Commissioner had not proved that the perties did not genuinely intend
entering into contracts of sale and to transfer ownership of the goods as

provided in the agreements "’

Watermever 1 A stmted tha! a transaction is nut necessarily a disguised
transuction if'it is entered into in order to evade the prohibition in an Act
1o avoid 8 lax imposed by the Act. If the parties honestly intend the
transaction to have the effiect that it purports to have, the transaction will
be interpreted by the courts according to its tenor  Thereafler the only
question is whether the transaction so interpreted falls within the
prohibition or taxing provision uf the Act. On the other hand, the learned
judge stated that o disguised transaction is & dishonest transaction iy the
sanse thar the parties do not intend it to have the legal effect between them
that appears from its tenor The purpose of disguising the transaction is to
create » deception by concealing the real transaction between the parties
This type of transaction is regardad as in fraudem louix and is interprei,.
the courts according to the real transaction between the partiss  1n order to

lind that a transaction is in fraudem lewix the court must be satisfied that
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noi be considered separately. They were signed simultaneously and were
clearly interdapendent. Second. there were a number of clauses in the main
lease agreements that are normally contained in these types of ggreements
which were clearly inapplicable For example. the Fund was not entitled o
nssign the leasss or sub-lat the premses without the consent of the
taxpayers who could not withhold their consent unreasonably  As the sub-
[exse agreements were signed a1 the same time, the court found these
provigions illusory  These factors were consistent with a wider and
unexpressed agreesment or tecit understanding which had not been
disclosed. The court did not accept the agreements on their lace value In
addition the court considered that there was insufficient evidence relating to
the events afler the acquisition of the land. Thus the court inferred that the
decisions which eventuglly led to the finalization of the agreements were
taken by the directors of Pionesr on their own or jointly with the directors
of Holdings. Consequently. the court found (hat there was an unexpressed
agresment or tacit understanding betwean the taxpayers and Pioneer that
the taxpayers would be entitled to compel Pioneer or Pioneer and the Fund

jointly to effect improvements 1o the properties

The legal principle that the court applied was that of determining the true
intention of the parties  The count referred to the cases of Zandbery v Van
Zyl™ and Commissionsr of Cusioms and Excise v Randles Brothers &

Hudsen Lid ***
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the taxpaver The agreements contuined a clause which stipulated that the
Fund was entitled to erect buildings and other improvements on the land
and such improvements became the property of the taxpayers Al the same
time the Fund sub-let the properties to Pioneer. These agreemenis imposed
an obligation on the Fund 1o erect cerigin specified buildings and
improvements on the pieces of land. The Fund entered into building
contracts with a contractor to construct the factories. Finally the taxpayers
entered into agreements with the Fund to vary the lease agreements. These
agreaments of variation provided that, inter alia. the Fund's fiability for rent
for the first four months of the lease agresments could only be dischargad
from rent received by the Fund in terms of the agreements of sub-lease. To
the sutent that it was necessary, the taxpayers waived their rights to recover

from the Fund rent due in respect of this four manth period **

The (ransactions were toncluded in order to procure the benefit of &
deduction under s | i{/) of the [ncome Tax Act {or Pioneer The intended
effect of the series of transactions wax that Pioneer would be entitled to
deduct the cost of the improvements effected by the Fund in terms of the
agreements of sub-lease as the improvements were effected in terms of an
obligation under the agreements, The Fund would nat be taxable on the
value of the improvements in terms of para (i) of the definition af gross
income in 8 1 of the Income Tax Act as it was exempt from income tax

The 1axpavers would not be taxable on the value of the improsyements as
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by “An Umderstanding™ © (979 BTR 301 See also Prendergast
Cemeron 23 TC 122, John Cronk & Sonx Lid v tlarmson 20 1C 012
Campbell v IRC 4% TC 427  These are examples of earlier cases in
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