
~I Wilt pW\IJ1.,i thai IIll: Ilt.'l'\l\! hI t1."(lcmplIlllll' I,"" than t(l 'Cit!' ,II 111,II"

ntrn.'tc:n~, 14ill" .,'

Wlwn: 11 loss iill !Iu~aint.>d on the Intflstt't or fcdcftlptltlll III' It dl":\'lmtl.'\!

~1Jrit\. and if till: pef$l.lI'I translt:mnll or redeemm", the "",unl~ hali Ina&: It

prolh on the trM!laCtion. such Jlfotlt \\ til he: la' C\l.'fltpt. h-licf in r~"l nl'ltw

IU$&will fl(lf he: !'fanted e'a:~1 In n.• ~t nf dl~oumlll~ pruitt" in thai

pctrlK.'Ular ~ear : ..

Tht: cunsuhll:tt\'t' dt.\I,'Unletlt n:1~'t!ito tlw l)(I!IllKlfl tll' t\'~ of !il'llrtS wtlll.'h l~ ..e

nll~ uftlw chara.:lCf'll1lU:' nfhund) ilOO,\hk:h arc Itvated IlIO1l\l!l"\.'C.tuil\ !ilM\fl,'1l

Ihr R(.'Cl1uminll purpt*''S E\am~ of th\'Sc t\~ uf !IflIrl:1\ ~ pertT1Ifk:nt

inteml-bccuinll Wlm tuued ~ build~ !IOCH:li~ and 1.'CI"lllin l)"pel uf

l'\'dHmeb!e pmer\.-nI.~~ r~ typ~ of ~I~~ !Ohaf\',. Included atv

thotle in f~1 ~lfwmcil l'~ tn\~:!itOf 11\ 1l1l11ufl.'<.Iuf It \'lrtuall\ 1.'1.'ttlUfl !iU1l1 un

red~lption II is PfttfXlt.lXi that l~ IYf~ of wr~ "1I.)lJ1d he: U~lt:d Itli

l'll>OOlIlilf thl: pt.lrpt)!I',.~ ut'tllI."W'\ ruk-s the cIR'!.:\ \}rlhl~ \\(lUld I1l: thai tlUlll.,

and 11.)l!.~-Sil\ n "Pl.'!.:! ur :;11: ,J\at\ ... ,\ou!{1 ht: uf IUt U)\'Uftk,' natul\' l ....iillt.'fll

\\t)IJld l~ ahl .. III d«iul.'! a11\ t.·oll~m f~lallnl!l fI~ll~ ,Iu\r~, ~uht<''l:110 lilt: ru~

that ,my e'lC\'?,lI over It 1l\\f1lldl c\\lllnK·rc,.tl return 111\ lilt pnndpttl ~urW

w oukl Ill!'Il\'lh.'I.i all l\ (hlO{nbtHIHfl i'

11lt'11e'" ruk... "III llpph h\ C:I,'t1.l1l11\l'll:' lit' ~'\II1\Clti"k "-'c:ufllI\:.. T~\ '\Ill

'1'I.'c:li\ ,Ill.' c:ntl:l1'l Ihill \\ III ul'l,I\ III IIlIkr Ii II Ih ..• ,,-\;unlll." II' lltll \\ !lhm ,""



then: \\tll he d~Utll\.,(! ptml ...on ... -.;ml:tlll\ol dl",,'(IUllle.! "",'unlit" n1\.'\ \\111

provide that \\~e a p..'f!itlfl rek·uiW.·.. tbe I'hlt'l Ihlm ltl\· ~tl...-.:ounl on .111.'1\"

!W,."I;\IIII\.II\.' ",II llI,' cha,~~ah'ehi 1I~\l11\! lit' on II1\.' "Hllil Undlo'! ~hl:duk' Cl

,aM: 1I1 ~'lwn: the !liC.'\:lInt\ '''' t)\t\ ...~ the l IIIh,'(! KU\lIc.kmt the: ,,, •• 'il \\tII he

~ und« ~ IV of that liCheduk' ,',' A prnti! \\111 he ,.:_11",'1.1 1m thl:

lranfii:r Of n:dcmplkm or Int- ~'t.·unt\ l'hc pr\llll "I" be .:akulated It, the

l:XoeN of dw 1IanM'" Of Il'(~\lpti(ln pr1.x:cWlI over the CUltli of the !i(I;.'Unt~

rt1e C(l1Itll 11l(iu&: the Cl",b uf ll.:'tulIoitivn ~, the tfltn"tt'f\\f \'f dte ~,)fl

C'f!titled to ,he: re&.-tnptk.lIl prUI:t:\.trd". lind the: e(l,,!, uf r~nf'lk'fll)f IfilllMi:t ,'j,

\Vl1Cm: II I"flKlCl 'U!I(ltnli a k>>> III '''~'I uf a t!l""UUfltlfl!l lfiUhtik:tllln. lUX!

mak~ II claim Ill.. It ~tt~ 31 JIIl\IiU\ \If the liI.'\.'\md )Uf thfkmi"lllhc: Io't'ki\If

lhitt )IIt'II llfa~. he \1.111be entitl«llo Icl~fi" m.p<:d \)fthat k)U Thc:

lou wut be cakulti«illCllhe bat,,! oftne C:XCt:!I!'orin.: COlib O\er lhe prt)l;ft'C.!,.

oftne IrM!!i:r or rcdenlptklCl pt'(l(..'ftdl :11

r1'lC tyrx: uf lI«urily that \\ 111 be alf\'\.'ted ~. tlll.'M: I)fU\llIklfl11 MI: 0\'Cp 1141"

tCCUritl<\!!l ,'" n14~ that \\111 0.: ~"llkal" \'\.:iudf,,·d \\,:1 Il\' ,Ilal"'" III a

company. tcitt~ !if."I;un!i~,. that al\' not Slnp", I:\dll<k-d il~ed !W,."I;untK.~

lit~~rlU'ltCe pt\licla 1.~lun .:apttltl r.... nl'lIon pOIK'l\'1I and Io\."rhun !>CCunt~

,~-d urn.kr 11)( !loImlt:pm~tu\ as \)thcr !MXunlil,'l "hich \\\:,1: I'Mluu'lty

il1l1U!:d but an: l'k.)t IhemllCht:ll rl:l~\ltnl dl!l(uUllh.-d 'W.'\'urillt..~ .'1' A dct.'1' ~lilm

!>CCUr1t\III ~lfl!: til 1\'\I)1,'\:1 of \\ 11I~h ,11\.· !O(o,'I.'1II11\ , .. IUU,,'(] It! a di",;oulll \\1' more

lilall 11)\, rdl.'\l1Il1 percentage I he 11,,1\,\<\111 1'I\\h:l,\nta~1.' ''''' ...nulill III that

Upph~'dbll,' to ut.'l.1' Ul!O(o,'UUl1t ~'l:UlIIII,''''' It b "'Il~1 it 1"''1I,.'I.'1IIl,,,,c"'\luul tu '/'Il



l"q)f~i", a klan tt:Utlkmllhip SUdl 1Sl1k'lUut. \\Ilt."I1 Plld. will be 1n.'ilCOO it!<

int~ ul'lder that relatklflShtp .'" T~ nwnu!&etul'td intCfftl will be trat«11ll



j, ",'h1e 1'IeCunty . .



not'llu\! 1l.'5tri<.:tion" Iht dlat",,"1 Indi\ldulil tr\\I,',,'.lI 'I I.'nuld \lll~'( .to', 1(,,,...:,

"~mlt ~IIC 1I111ll:1)ltle and illl\ \'\~\'li'l'41\1ld N ntt~'l illU'It\'It (.tner IIl1:\llllC II

1'IllllAl prt)ptlwxi thJ. ti)f'CI!lf\ lI(ltlfl.'C IIl1.'nnlC !~ la,,,,\! under ~fll'IIC.! III FllIlllll:ial

!r~ \ltould be haht.: unck-r ,,'as(' I un Ih..'lf uddllll' pHllitli and lu'l!'ll."I l~n,"\11

fund" and charil~ \\tluld f\'titI111h,,'u C:\\'llll'! ~Iittu._,.. ,

rhe I'1e\\ ruk:!! willapph' 10 hund!o and h) holdl' I)f bc.lnd!l \\~\'f i.!IUed

The new rules w111Ipp!\' to atllPlti. includintt slripp\'<i lU1d u\df1\\'d liLlie!!,'" In

the cue of an ~·linkcd lotilt, the adju!Ltn1l::nt \ ..111provide Ihr the I:ll.'dtt!l and

d~ml\ to bt lCCt'IUnted tilt III non-tradill\l item." The: idjtlliotmtfll \\111 ~ mad~

....Mm'tl' the le'(.'UI1tj' llive:\ .:milts Of dent!s hy reli.'MlI."': to the \U \)f' IhI:

litecurity It (Wl1 dHii:rent (i~ and there ili a <:han~ tn thl: retail prn....: l~

between thole two 1io'll:1l The ad,iuslnlt:m 15 ~li1.,'tcdhy takintt the \'d~ nftM

!i«urity ttt tm: witI.'! tlnW rhi, HmJc ll'i aJ.!IIs1cd 1'1\ r~Ii.'ft.'\\'·t: III the~t.movet~l in the retail price ~ bct\\t:\."Il tbe (\ItO tlll1l::1< .~'l .\

!ttcUrily will be an rxcluded i~·hnked ~"tlritv if the lI.ml'IUI1t PlYlbk on

rcdemplkm il linked to the \alu~ llf ch&r14~~ .1I.W(1I An amuunt ,,!II be

linkc.od to Ihe \alue llf chaflleaN~ .....W(s if il i~equal to an amount ck-t~nnint'd

by li\pplyinil I ~e\iUlt pcrct.'1ltltlll.' \.·lutn1(~ 1f1 tilt- \a}~ of the all!lt"ts In 1M

tUlltl\tnt Ihr \\ hie" tl~ secuntv \\Ih j\'IIII.'ti The h..h:"mt percentage d"Ul~~in

IlK' \ItIUI: oftl~ \:hn1lott:ahk'il~~h I~'I~'"Itl 1111.'1'I\'I\'~·nhl!lI.' chIDl!.!,,' III the \!llm:

ot' 11\\.·illi"ot,'\\ nl ill un\ 111,1,,\\11' the \ ;.Iluc \11' such iI..~l\ \)\1.'1 the 't'i~\lU1t

penod I'he n:It:\iUII 1'11.'11111.1I' enher Ill", penod Ilt'!\\t.'I.·n tl~ I'~t' of the

securiiv m\d Its n.'\!ctnl\tl\lll \II ,111\ 11111\'11""1"1\1\1 11\ \\1111.:11 th"t period IS



n,.,· own advaMt<1ttl.'lIoflllC pro~,,,sc.'{i rdilftll' are that the Utx treatment "ill Ol:

1:lu!!4'f to [I~ ~~OUIl!,"loI tn:alttl\'1lt and tbe pt),,>!piht\ of arldktallitx UI:Ii.'11ill"

l'leinj:l created will be ~-lil'llinah.'(i I"

TIw consultative document "Ititt~ thai IIw rulc.'lI should II\' the ~nw thr all

l 'nilc.-a Kingdum holders nf!lihs and NlIld, However. It ., con..wl:n,'(lthat an

&ecru&l!l or mark·to"lNIrkc:t basi, of t«"uon wuuld he IIll) cum~ I\)f most

~lfthe non~1tpOtale hlll~ "., Inland ['e\enu~ 11&11d«~ that. all it :~rltl

rule, non-<:OI1)(lfIu: huldcrJ will continue 1\1 pa\' tillX on tnh:{ellt on IIw cum.,"l

bail Howf'lef, tlwre ,,<III ~ 1l1hn.·!mokl .l\e \\hk.:h I'km·curpufllh: in,~or!l

will bf= taxed on (~ !Wlllle NlIIli all I:orpurate hllkk-r!l Thill Ih~~l\lW ha, l"4'C11

~I It .t~ooU(lO WI~ nutl-curp\)ralt: tn\I.~\lf' an: ub<.l\e chis It:\t.-i. 1l11£i*'"'

and l(~ will eitlw be taxed tlf !I'1~1ed hl til' rt:lit:t: il!ll~ ease INIY be I'"

In the cue 0'1' nt~wptlfate in\~on. tbere will be 11(' tuUtl Ilf I\l"l.... 1m dt.'ath

In thillMtwttiotl. tl1U1!l~ to l~l'!I and .1M will be a1 market \RI~ GiW\!>

and kl~ will be d~temd in thr: CI~ of !r'n~MsOO[V.ecn~!XlU~!l Such

tra.nlfcra v.ill. tilcreli.lle. he ~l~tt:d itl ~tht:r a ~in nor a kIn I'.

Ibe cnnlllllllllhc dl~unlCll! nllll.un~a dl .....u'slun 1111 I~' tax Ir~atm"ml nl'

pr\l!lt" Ilnd IUlISl,,'Sin respect nf lilu\ll~tal 1It"lt1"\11tl<.m!s \\lIhlll II'lC \llJ1nu, ~lt~"

ulldl.'f lII.:llt.'1.IuleD It is pl\lp~ll!Ol.'\Ilhat the prolitll or ,'ulllpamclI be covered by

CbC III and IU!l~S ~ I\Milllllhtl\.-d hl the !,cnCfi\llrl:atn~m Ill' ..haf!.t~.. nlU"l,

surplus IOllsc!l could he (,!lM.'1 d~iUlhl pllllil .. PI' Illht:r lIWllP compame .., or

could {\t' CU1I11.\i!ill\\iUd hI l\t' \'!l~·t tl~i1tnst IiIlUlt.· Illolit ... 'ltlhtt.\.'! Itl II'lC



000, IN: po!litioo would be ulolkl\\!1

will be similar ttl the 'Imwr of Ct)'it or net r~ali~blt: \ ..Iut:' baSis I'he ctl~'1 of



the UtxpaVer5 are c(.mpan~lI \\ 1111I::-mnlllh acct)ulllin~ periods In the:

examples. the InelS are thai cumpanv A holds iI bUild with it mal'kt.'t \alll': nl'

If Ct)mpanv A aQ,<.lpHIlhe mark-w-market Ilppnll~h, ih lax liabilil~ for tm:

Interest 100()(}(} 1

l'iI
...__. "'' ..L .."_.._..__...~."I

If company A ad<'pls tbe stnught-linc accruals approach, the mterest for the

period would be £1(iO (~)O In addmOit ~'ol1lpall\ '\ would have 10 account

rhl' the accrued elemem nf the lhs..'Olllll As Ih,,' dl-.t.'UlHlI Ihr the penod trom



into account interest 1111(1 discllU1US which have ilCCI'UI.'l.lduring the accountmg

pcritxi in question 1M"

The 1'It:\\ rul~ will pW\ldl.' a d"'l'II.'C of t1c\;~ilil\ with n:t'ard to I~

c(mtptltltion (11' the income and expenses. ~)m\iJ... ! :hc approach adopted is

C{lnN!Il.ent It is int~inl' tn note Ihat there will he pm\lSlnn I\)r chttnt'l.'s in

the I«:ct)untin~ method When.'. in a loan rdali,mshlp. there Is It change' m tl'k.·

ltutl1(lnm it!.'(ountinil method al the ~innintt uf' an acc\)unti~ period,

certain u~mption!l ill ~ nVlde Th....se assumptions willl~ lhal the com!')ll1j

has ceam III be I pmy 10 the loan relationship with e!l«t Ihm1 the I.-nd ufthe

immediately p~"'edi~ period and il~in became 11Pf\ny to the n:'I.luon!Jup

with eftbct Ih.nn the ~infli!l~ of the current period. tilt: l'lt:\\ rel.tl!i\)llsi1lp ill

separate Ihlm the prevk)U~ one. tlte amt)tmt payahle on the lenninalinn of the

previnull reiati<.lnillip anti the ccmmencement of till: nt:\\ UIl\.' i~a lhir Htlue.

and the amount payable became due when the relationship challlll.'(i ln this

situaHan. Iht~ j~M IlcCt'l\lmin~ \)1'the debit!! and credits and the net amount

will be brought into i(.~ounl from when the ehanile of the method, lkell

e~r'eCtI'" There will be pro-isions relating It) \\ here a cllmpan\ r<.'Cc,:1\ell a

payment ni' interest in fI."SP4~1(If which tax has l"IW11deducted and tllt:

cnmpan~'has bruught int\\ aCCt».mt a credit in respect llf that inlm'Sl Ibr an

I:1cc:ountinl!!period l:ndilllol Ilklfl.· IIUlll twu vears before II.'CClpt tl!' the pavment

In these circumstances. the interest \\ IIII~ (iI~ell 1I1{tlilC\,',lUIll Itl( the purp(\~~

of corporation tax III tbe accounting period in \\ [111;hthe mtt'lc"l i~received 1''1

A claim ma~ not be make under thl~ p:'\\\ ision al ilny lime nth ..r the llitet \)1'\\1,0

dates Ihe tir!it I.' t\\(l WilT' tl!\!.'! the end "I' the ilccoul1lin!! period in which



redemption values and deep discount bonds with uncertain n..demption d.tles

An example or such a bond is a bmued price mdc\ bond Such a bond may

offer investors inOation-prooling up to II ct.>jlm~or say. ~o II per annum This

tvp" l,fl'X)l'v, would constitute a deep ~lIn securitv TIll: effect llt'SllCh an l~l'Ue

wnuld be that ill.'>Uerswould not he entitled Itl dWU<:1 the inllalinn·prootin!l

e}enienl in the return SI:COnd. the rules did not eliCoura~e the development l)f

an ofllcial strips I'I1Mketin !lilts Such a market provides the llpportlll1ilY thr

interest PI;merlls 10 be traded separately frnm the tlnderl~'il1!l !lill or bond I.'

It WillS proposed that, in terms ol'the nc\\ nltt.~, corporate investors r~ent in

the United Kinildom and l 'niied Kingdom branches lI{'nnn-ft.'Sidl.'t1t c,lmpanies

\\111be liable to tax lin the so-called 'all-income' basis In otl'll:( words, there

will be no distinctiort between capitnl and revenue pn't11s and losses in respect

or tlills and bonds IIIIt

Tax \,,.;11be computed on an accruals or mark-to-r .arket L'ltIsis lmerest

received will be taxed nn an accruals basis In calculatin!L protils tllid kl!i!it.'lI lor

IU1 eccounting period, a c{)mpaI1Y mav adopt three possihle methods of

compurauon First. the COl11!)tUl\ mav reflect the value of the lintUlcial

instruments at the market \ alue excluding the value 1)1' the accrued interest In

this situation, the intei est accruing durin~ Iht' rele ant period will be brought

into account separately SI.'I;O:lU, the compan, 111<1\ rcneet the value of the

financial instruments at the market HIIllC including the accrued interest Third.

the companv may <ldtlpt an accruals Cllmp\l(itliol1 l'his will involve bringing



C(1mlllexitv of the tcttislatioll Ihere \\;1" it demand 1111a simplr!kunon of' the

k'gi!llation The main reasons lilt Ihi~ demand were Ihal tbe r."isllll~ k1Li..1au\11\

mhihitt,'d the evolution or Illland«1 markets and the development \11' t'll.'\\

tiNl.l'K:ialproducn, tn\~ttlr'i coukl incur los~'!I \\hich were nut dairn.thlc ({If

tax purposes. eonverselv, investors '\l\lld make gains \\hich \H.'1'e !lot taxahle.

mmillf inmruments could have received dil1erent lax Ireal 1114"111as a result of

minor differences. the cxistin~ lqli'lia.tion had the t'1.'!IUltthaI t~ tax treatment

of tirntndal inl1trument5 differed n1<ltmallv from IlI.IfIMI acroulllin!,ol pr4ICti~t.'.

and I1Mll". the I~isla'ion provided scope ti.l! tax ttnlidance hI

·\s i l'eSuh. Inland Revenue issued .. CnnSl.lltall\ e document on ~~ May 11)9~

on the taxatien of gilt!! and honds IN' In a pr\,'S,'1 release iSSl.II.-dby Inland

RI':venue on 10 July I\)<)~. it was announced that nC\\ rules would apply in

respect of th~ Ia.xation of gilts and bonds The new rules would apply for

comptlnies with ellect from 1 April IQ9b, and lor the lew privare inv~tllfll

afleeted by the new rules with etTecllrom b April 11)96 ,... Sections 80 ttl IO~

or the Finance Act of 1996 cover the t~slatiw chant'es These i'rovi!iiOl1s

deal with the whole spectrum Ot'lt\Wl rdatitlll!lhll'~

The exialil1i1- rules hindered market dt.'\cltlpmel1l in 1\\0 main respects I-liSt.

they made it difftcult to dl.'wlop and market 1'11.'\\ tvpes til' products For

example. an issuer of it deep gain security who was ll\lt taxable under , edule

[) case t was ItOI entitled to II dedu .tion of his lidl costs in respect "I'lhe issue

or the instrument In addition, mvesturs were not entitled to tax relief in

respect or losses incurn ..-d h' them rdatin!' III their mvestment« in such

securities (,1t:'1I'I\, these rub, discouraged the ISMIC (II' bonds \\ ith uncertain



l'he income element thr an income period Is determined a~I.'\ltdlll~ to the

[hUO\\in~ formula

1\~.a . ('
Ion

Where

A ill the adju.'!.led is.'alc price (lfthe security.

B is the yield to redemption.

C is the interest ifany payahle in respect of the income period 1'1

Where the period of ownership includes only purl of an income period. the

income element is determined on II pro rmll basis I" The tl1htl income element

in the deterrnirstion or the <:harllcahle etmOul1( is the a~rt.'!IJlle of the income

elements lind partial income elements rel.ltin~ to the owra..rship period in

question 1111 There are specific provisions deruintl with death.I1' transactions

between connected persons, 11M underwriting, IN trustees. 1*' charities."!

retirement benefit schemes.": mld stock lending '"' II is beyond the scope or

this thesis 10 disculls these previsions in detail

(I,~ TAX lU'FORi\1

Sinl:\: the iniroducnon or ll.·!{i)lliitll dt:a11l11!1wuh the lU'\Ulll\l1 or !oIilt~ and

corporate bonds. lhe !oIl)\ ernment received regulat complaints concermng the



tax on the income element of the discount as it accrues instead of on disposal

or redemption This accrued income I~ determined on the bil~i" ofa tormula

The profit on the die of Ii deep discount seeuritv has two eletllents The tirst is

the chal14¢ahle portion of the discount In terms of sch<.tdule D case III or IV

The second is a gain or loss resulting from !luctuatlmh in market mterest rates

or other related licturs rhis lUlin or lUlls is llencntlly treated as lx'tnl!l or a

cflpitwl1llture

In!otar is it is not coveted by specHt.: k:e&Jslaliull, the thscnunt on (lt~'p

diseeun ~'rurities is char14eabte It) tax as income of ll~ lefKk:r when it Is paid

on redemption

In 198~ meesures were inlrodlJ'-'ed to combat « [IX plunning device known as

coupon.ltuippiflt4 This enablt-d an tn\~tt)r to det~rhis lax hahilitv until the

retevMI set.·uritits matured

In IQ89Ic3,(hualion v\a~ introduced tn levv an income charge under !iCheduk: I)

~a5e ill or IV ill .1.'Sf,'It..'\.'!{Iril deep !-lill! !!o!,"Cllntlt.'S Ibe .:h(II~\" nIW.t: on the

translt'r or redemption or the securitv on Ihe tull amoun; \11' the l!lIin n:alilt.'<.I

In the circumstences no c ' • '''C Ihi ~:aptl"l !lalll'l tax I1W!'it.' Ihe h.llisl1ulOl1

H1CIUlk-drru\islnn~ !.'IlWllIllllhc sllUil!lon \\ IlI.'ll.' iI -ecuntv did Illli consume II

deep ~lin securuv at the tune \10 I~"'UCbUI Uplift II~OC~UfTt.'t1Ceof subsalucnl

event». it \\.1' deemed 1111)1,' a dwl' e:.1,,1 ....'l:lartl\



()ftlle Income Tax Act thaI \\lIS inserted b\ ~:tI )111) "flhe Income Iux \ct \11'

I{)lXJ rltee en~'Ct of Ihi~ decision and the le!,i"lali\C amendment to the

del1nitiun tll' !lIO"', irn:omc \\3S lhat the d'SI:\lullIin!l profit accrue ..d III tbe holder

of the finaru:ud instrument lit the tilHe when il ,..us 1!l.\iUt..d III him lilliS, print

It) the enactment llf s ~·IJ.the ~1!Ution in SU\llh Alnca ',as in lact \\nfst: than

the common lilw position in the lnited KII1!Ldulll nlC et1t-ct in ~lUth Athca

of !I ~4J ill to apply all accruab baSiS hI the lil\Ulhll1 of discuuntlll~ prulit

except in the cue of a corporate trader In practice an investor will "-"CCI\\! l'kl

rect)ttNtion Ill' the t~1 thaI hi" discllUntinet profit IS of a capital nature III Ihe

accrual perkxhl prier to that in ,\ltll.l1 the ill!\tllll1Wtllls transterred nlt.-rcthn: II

ill submitted that the position in South AtTica in tlpplyinll the accnutl .. ha!U5 III

ta.xiflii. discoul'tlinl,&profits nl\(.) the lick llf N:CUllnilion of the capital nature (If

the d,,,,cllUnlit\il. I)fUI1t!lllf an investor are in~..quitab~e \\'hit!>[ llw t;OmIilUIl It\\\

position in the United KlOlldtltl1 \\ali nnt l.'1nircly equitable, it W!U more

equitabl,c than the position in S(lUlh -\tHcft

A deep di!il:oult! security is i\ rl.-d\~nUlhle »\'i.'uril\ that a cuntpan\ l!\s!'il."SIII Il

discnum llrcither more than '''''u of Its redempuon \aluc \~, more than ':""

per year over Ihl::term of the ~W'I\ Ihe \h~{lunt is treated as UlI.:llnle and

accrues on II Ctll1\puund l"hlS It 1)1 la\ahlc \\ Iwn II~secumv i!< dl'PU~ of or

redeemed I here all.' I.'IICllJll~lanl.·"'" III wluch the 111,1\11."III il '1.'1,:\11:.\ I' huh": hI



profit ruisil1~th>m the i!Xic,,:liol1of tl~ pnnclpalt" of u C,\1"11'11nalun.' ()IK\.'

a~jn the South {\IHean appr\li1\:h I~ I'l\:rhap" lIlt'illlllilblC a~ such Ul<:n:asc(.}

profit rt."5Ulting frllm the ind~'Ultio!1 nf the pritwipal rI:iah,'lI 10 the preservanon

oCtlle underlying c-Il'ilal ..alue and. all 5tlch. should I~ l,f It capilal nalure

The ~al rules gave rise lu certain pfoblt.'mll in tbe case or d\.'t.'PdilM:tlUflt

!It.'(.:uritk, The main pf\~k'l11 \..ill; thaI. In till: ca~ ,,1' in\l.'~\l! .., there \\iUI

uncertainty all III \ ..I~'f11Ill:lt.' \\a'l it dl",rlunt

Thill applied particularly If It !It....:urit~'loIs lItlid and not redeeeied In t~

circum$uu,\<:C!. tile in\CMOr \\tlUld lU'1lUt: that he Iw:l !Xli received It dl~(IUnl

but a c~pital »Kin It v.all. at all !ltag~. i1\:cepted that if any ponton of tilt: pr\'llil

was taJUlbie, Ii.dlility am~ no the r~ilatitln bi,wl In 1M ~ l,r. financial

~. all pr~)tib were \If II 11."Io.'"UI:natun,' 3nd tl~'fcthf'e 14"'lhk: 1~I."'to'fltlC

arl'ul..a lhilt lIUCh !lI'nfllJil \"c:tl: hl\OOk: nil til!: i1\:l.:ntal 114M'" Wlthllil1l~ ~oki lJ-ml

dilw:uuntif\W pr~'fiI5 should be lll\ltbk: nil 1M t~i/a!iul1 hallill R4"'\,'flW'~

~1I1!ie In !hi. jucltllTl.:m \'tas ill interprt."I I[ l\itml\\!Y And unly 10 pmnit

titl<ludal dealer .. t(\ be taxed Oil tilt' realllltuun Oil'"!! if l.'I.'rtam ~(lndttionli \'tt.'Ie

n~1 This l!llI(.lt: 1'1 al!i\) it factor III S\lUlh \iNca It jot liUbnutted that It

1~'alilitiiOIl tl<lJlillluf Id\1Il1!( \It''ol.'\ltll1t~ '''' I.\jultnhle ill> th!.· la\ on tl~ l)folil I"

pa\ahle ;II it IIm~.. \\11\'1IIll\' ""J'J\t." i((twllh 1,,,-,,,'1\1:" or hwnn~"I enntled 10

It'l.',,·I\,.,· 'h,,' !,wlil fllWI lu Ih~ \,,,.\\:1111\'111Ill' .. :.lj III Slluth "Ih~<.t lilt' Ik1lilUt\fl

\\il .. d"'I~I1lIll~-d b\ II1\' '\I'I,,·Il.lIe 1)1""11111 41",,-,'''lul\ In (,11\ \ Pt.·()VI~'~ Slur~!I

tWith,,, B~J {PI,)) Lt~1and Ilw \11 "",I III II1\'~Minllllm Hf~n""'IIlI.:l}nlt' in .. I



probably be presumed 10 be interest However. if the instrument mvolved is a

promht5{lfY note and the transacuon is c!carl\ one of disc\)\lOtinp., tl-c profit wilt

cle«rly be a dil\Count fhis type of trt.n'l.i'CUllll \,,~Id be regarded al>akin 10 a

klan in S<Mh Africa As !ltalt.>Qabmc. til,,. approad1 has the attractitln lll'

relle\."ttng the !iUbstl1~c tlfllw Irunsllt-1ioft

Tilt next llituation III that in v.hich B 1!I!ltle!lA with a !X~-daled pmmil\!l{)!'j'

noI.e ~lth I liu.~ value: of .E 120, an i!illUC pnce uf £ 100 and a n.'a1lI.>nable

c~ rate ur intcre!it payable 41n trw face \atu< {lq'll.'fIdinl' uptm the

r:iftUm1St~ and. particul&riy trw period Itl the dllh: of lt1alurity of tlw f'l(,l'te,

the £2() et'rukl ~ a III.~e di~oulit. ur i\ I."fluidre~tl a capilli iUlin

to ('1J~le fOl n captll\1 riM. The J'!.\!lihun III &'II.l\h AI~it IS bv no """'Mli
~ain It ill a~ thai the £20 ill or I Ca.pila! Mture However. on the

oth~ hand. ban or¥Ml iuue dis<:oUlil ill akin to &1 tr~k)n or kl6l'l tn

Sooth t\ltiat tile cli1C.'OUn! v.truld rmlblbty be Imled III Ittlert."Sland v.t'll.lld be

ta~ lUI 1\ I'e\.~ profit Whilst I)~ can \lndt:rstMCI 1M apprtl~.'h IKklpted

in 5k)uth Athat. tI'it put.ttioo in IIw Unit«l Kint,Wtml i~Intll'l: ~Uthle lUI IIw

£20 r~'~'tb &\ p&I'v1ncmt10fe\..nrd the :nWlIll"· lhr the rillk ufll.'apita! k~,

'vVlwle the lice \alu.: uf it pUli(-dat!.'d pro!llI!O,'o4,lry I1Ht~ '" mUl:x 11Il)l.!.'dand ill

1\·1llv.1Ilable (;\lInn""'fl:ud late 1\1' IIlM~'1 I' dllt'lot~llbl~ 011 lhe 1l4:~ value ()f the

I~~te. il illIXls.'lible that. where the IIlCreu~ pmti! ari,"n~ ti\lm the Indcxalion

"I' lllC pnnclpal ill "nl pari uf \hr: tt.'\:II'II:m" trade. !\I1i:h l'wtlt mav be: of Il

I.';tplllllnnltlf'e In S(IUlh Alih:" II \\1)1110be: dlllku!t hI ar~uc thilt tile IIlCrea,,'(j



been criticized In 'Illite nrlhisl.'rnil.'l ..m Ihl~ cla .."liI.'a(lun fl.'l'rl.'''I111;.1111: c.nrent

11\\ Thi!! nrpmudl i..dilli.'ll~nl trom that "hid! hillo 1x"1\ ad\)!,ll.'d in South

·\.tiiea where an ortLlilld1 I~!\\,~',11'1:0UlIii..n.l'jltJ~-d il~ illnUl'ldI.'IIIlf1 pfluan. ilnd

l~ dill!;ount ali at..in hI illlCII ..-S1 Tbe a~)Jlruai:h I.. Sll1l1lal 111 IhI: case of (hi:

purcltallC! and .Ie oj' a IilUll1Cial inlilnllll\'nl In tIlls .. ::.I:. Ihe dl"l'Iuntlllll pn1til

ill treated as I tmlinll profit in oOlh 'OUtlIne" It 1\ ~\lhttlltll ..-d tll<tl IllI: appmadl

ad()p:ed in ~)ulh AliiI.'a tu till: clall'\ilkallun of a diS<:'lUntm~ prnlit ,,,

prt:ilmtbk: ." it r .cord, with till: lIRiI'l!itanrhe P<~flO"

Dtll!;ount!l Me dWI:lt:ahl~' It) 11"'llIl'M: 141\ III 111\' l tlIl,,\1 Km~d\)111 III~ 1.'11"'''

scMduk: D~ III or lICl1edu~ [) I:alie I Sd'lC.'duie [) caM: III appltt.'1l In ~'t

of aru1Wll prtl!itll Ilr JPUf\lI ICcruil'lll to ~tll of the l'nih.-d Kin¥ckltn in

mpect t\f aU cliacoonb However, w~ t~ Ilnutl prOIiI!l or pins from

dill(;uunt!l m~ ttr IC1:rue ttl any pI.""",~n fe!lldinll in th\: l nlled KiTlttdonl Irum

any tflde catl'l"i«l un in the t 'niled Kin~n, (hen ~11rl."tluh:D I.'I~ I appli\.'!i

"It) dilitilll.:tKm IIInwdc between Itll: I"~ \\1' It ptl",·dltt.'\1 h;U. nutl: \~I burid "Il

dillWUnt on III ti~~value and the: ptlll,.'MSC lind ~t' of it hili, nute: ut t'Il.'If'ld

priur to maturit~ date: !J.r\ltitll thml hOlh Ill' I~ (\!X'1l \,1' IrlflllaCtltmll lttl:

dw~eaNl.'1\) IIt\ \l1~r 'OI,:11\'\Iulc !l ,,'OllieI Of lll. a.. till: ,'a!'lt.' Ill<t\ \'11:

A nun*":f uf ditlet I II ",luaUI ll\", can Im~ Ir A "d\lu"'1;',,, U 11 110 \In 1.'\mdiuon

tll<tl B \\ IlIl'il' '\ i III) "lh.'1 \ 11)\' H'dL ..1111", 1.'!I,'Ullhllll,,'I.'!\ Ill' the ~'~I~ 1)\'1.-0Itl

he C\nnlll1\'(11II \\t\i\'t to ,it.'tCfIlllll\' the Ildllll\' \11' Ihl.' ItIl,.'r~'tt\('nt(If (10 If II I",

''''( d"'<If !lol1llll\' contra,,'1 \\ hili ,.. the ''''Iua' (If the tran ...tI.'\llln, til\:' pmlil \..i11



Will! acquired 1'01' .£ 1 000, it had a market value ~)r.£900 at transition date and

was lWbsequently redeemed t~lr .£ I 000 If one applied a kink tHI. the ul:.xable

gmin Ofl redemption would be nil The reasoe Illr thi. III that the hund \\&5

redeerneclltt the tll,..'tpiyer'!i acqui~titln Ct1!1t If one did not 8.pph' a kink tem.

there would be a te.:uole pin of .£ 100 under the Ilt:\\ rules :~IInlAnd Rt\t:mn:

has indicated thai it ill contioo11'l¥ di!CUtWonll reprdifl¥ the lTK'IStappmpMalc

way of ciealinl with the tmnsilioo }+'

o Q CONCLUSION

O.ilCOul'tthas bnn defined aI! !1W4Inil'llJ Ihe deducti{m made ffom the am.}Un! or

I bill. note Of bond by I p,rson wh" ,pvell vAlue fhr it before it ill due nUll

~fimtiOl'l COVlfl both the isaut l')I'n pott-datecl bill. note Of bond 1111 tllik.'tlUrtt

on its l1tee value ilnd tht purchue and NIle of !Wehan instrument prior to

maturity d&!e

It I'lli! beon held Ihll discount II ATe diltif¥li~ ri't)nt int~t TI~ purct,.,w:

lind we of II pust-dated bill, mlte or tx)nd at " dilil,;~)lJnt on its tit...·e \a1ue h41!i

been hekl to be a pun:halloC and !lo&le and l'Iot tl contrltel ~lrltl;fili The

clltHitkatilll'l uf An oril'iMl j"lOUt dlllCuunt ." • discoum and n1.)t interest 11a.\



At this ~ta!le It is 1M cleat Ilt)\\ a strips markel 111corporate bonds \H)uld

operate However. II "as considered that the PWI,'l\lSCd reform .. \\\luld n:11l11\l,,'

some of the lax constraim .. \\Inch could mllibi! the dt.'\ei\lpltlefll tlf such II

market :'"

'rramwtional ammllt."mt'lll\ are di~usSo!.x1 III the cllll~llt.m\ I.' dOI.'UI1lt.'11t I" It I!'I

proposed that ta.xpayers lU'k'lUldhe Bhle In mark-to-market their e'<ilitinll

hoidillgllltt (he date of COnmlellC1.'11lf.'11'of the I\f.'\\ nllt..,. If the..,:, 1.'1t.'l:11\' adupt

II\( accrual, t1ll'li5O(t'''"lliofl, d'k.'\ ~lI.lid Ix' abll.· 10 ...an usin!llhi .. halli.. from

tI'Itll dttte Gain. and k)~ fI:hulfl~ 10 too period priur 10 lilt' comn'ICIlf.·em~ml

date would bIe treated in accoidal'll:\' \\111t tbe cum:nt rul!.'!! \\/I~~ 1m"!

I'nuhed in tauble !lInn.. Itl\d IU!L"iI:s. such y.4lms and 1()..St.'" \\\xdd ollh be

broullh1 to '"-"COlli'll on the SUOOl'quenl dilp0,.w llftllt: bond (If !lilt :!I

One oftl\( iuull'S III (;t>fllihlef b~h,)\\ In !I.Illlpitt\ the trl1n~lkll' to lilt' lle .... rult:'i

If ll~ i!l no reali!ltic and n'adilj Il\ailabk: price liII \\hich tltmdhokk"'!1 can

convert tMir bonds It tilt: date uf I:ntntwmcCllllmt nl'the T\t.'Vtruies, is there am

way in wrueh bondl1(l~ can brinr their Nlfld~ mto account ....itll!.lI.J! markillll

them to market at the dlte ~)t' implc."fl'ICIltatitm nf lilt: IW\\ ru~" There is I

dl!i(,'tlll,wn of tile !Ou·cnllt.x1'kin" \~'st' III !I~ "'~lIIl\Ulta!l\(,'dllCtm~'tlt :t: Tht.~

an: a !OI.'\ "l'mll:s iUIl)\'\1 ut 1.'1I!'1tIl.n~that 1'"1',1\1.''' ill .. lIolld\I.'\i 1111 mOlt.' ~aUl~

I~I rl.·h~·\~'\I"n 111\111.' llh!Ol.·' th.m \\1\\11,1h,l\\' 1'Ifo'e1ltile I.·UM:had t!lt.·\ IIdd th~

hond \)"", 1))\' lilll'_'Cmw.llIl " .. 11\11111111' II'11:ludmlolthe period covered b\ If~

Intnsillull A ~llllpk \'\llmpk IlIu,II.IIIII)oI th, .. 1I.'..t I" It' "1)\' " ....U111\·!\th4t II bUill!



coupon strips and corresponding coupon payments to be treated under the

rule!! for deduction l1f tax at source Rul~ fhr quarterly accocnting will be

introduced ,'H

There are certain probl~ms n.4alttltLto tt gilt strips mWKI."I l 'nder tlw presem

rul~ the holder of it tLilIill stnp!xxllhml ndlin!lllnd~r It)l: rult.>sn:lillintL In deep

comklemtiOflfl Whilst this could be milipled. thl:fc Wt)Uld still be stfUll» lax

llt di.ffmnt times. would have diflenmt diliCOtml1l at datt.'S o!' ifh~ The\

would l'lot therefore, be mutuall~ li.lO~bh::"

withholdinj UL.X lnteres;t on !Urippable Ijiltli \\'ould be paid t4ruu and would be

, q. I d 1approprntte ' It)Us been ecide ..d thai slrippablt: ~lts ShOll d be exempt (rom



he taxeble on the fitll amoun; ortheir PlOtit.. \'0 S!wl.'lill r\llt.'~\\111 app(\ h1 lillo'

indexation element '."

Limited price indiox bonds ghe ml1atioll protection up io certain limits to

bondholders They rnav take ditlt.'fenl forms For examph:, \1\1.'\rnav sliptJla!c

thal there are no in(t.'I'cst payments in the lirs! le\\ vears Ilt'lht: bond These

bonds woutd be cla!i!iith:d as dt.'\.'P lUll" ~'l.:urilies under the prt.>senl 11I1l.'lI

Thull, the current posaion ill that the is."iUt.'fwill t\(ll be ablr: I') deduct the cosrs

relalil1ll to the ind~tion and investors will fl(}\ be 1.'f1lilh:d to la ... rt'liet' in

respect of any Itls.~ lncum.'1.I h\ them Ibe proposal is that such {xmas 'Illottld

be tully covered bv tbe new ruk~ ThUll (sstH:r.. v.t)uld be entitled to deduct the

COltlof tile limited indexatioe In the compulilti\)f1 oftheir profits :q

,\t preslmt there is a di!f.tinc!kln l'lt:!vvet"!l securities (tnd nt!\I.·r thnnJ'l of debt

such as overdrn1l1l. tfade debts and k'ltlnll I' is pnlpt)!i~ that thill distill~liol1

will ~in Tiltil\ ibe 1"''\\ rull.'5 \\illllul appl\ III ~It,..h other forms of debt ,",'

Optkms. warrllntll, thlurt""" llnd other dCI'i\ati\I.'5 III !Utili and lxlllds ",ill be

covered h\' tbe new I'\lt\'~ Pnllits and lIMe'S rdU1in!ol to such derivatives will be

rreated ItS bt.-in!lof an incorre nature t'nrporute hold~' .. \\ ill UCC01.tnt Ihr Ill"

f1U1'JX1"ClIi an Itmark-ro-market or acc·cplahk 'h:cnmls hUMS .'''

Fhe I\C\\ ruk-s \\lllliPIl" It) 'Inl'Pl.oU ~ul" IIwn:lilll.·, returns \\111 be brought

1\1 account on an ,1":1.'1\1<11.. III lllllr"·hHll'II"~'t bil~I" It \\111 IX' 1lI.'(I."SOIl'\ li)l'



In the elise of indexed bonds, it Cllu;J I~ ur!:(lIl.*U lhal where the redemption

price is linked to an ot1lrllll price inde x II~ tax Itealtnl.'tll should 1'1\:similar to

that ""llving to indexed !lilts The issue whkh arises is wbether it is

appropriilte for bonds linked to share indices III he treated difii.'fI.'1'Itly from

Wre!i which remain within the capital ttains mit!' Apart rrom this iS~IC, in

anaJyzinj the situ_fKm in respect of corporate bonds, one must consider the

position of the illSller as well as the poliltiufl or tbe investor If ~me Illikt.'lI all

adJustfl1el't in the hand!! of It bondholder for the ind~\~lIIUIl llf a bond. il should

be appreciated Ihm one mU!I( make ff corn.~pi.)Jldin!,l adjUl'tll'k.'1'I1 to tl~

cteductilln clninllble by the illSuer of the bond The experi'Ci ce has been tlllt

whm the tax positions of issuers lind investors have been symmetrical,

indexed bonds appear ro have had little attraction Tbe types of situations

which have mtlde indexed bonds attractive are those in vvhkh the investor is

not taxed on the indexation lind (he is.~ter 111 tax CXl.'1'Ilpl or has a lax It)~~, Of

the issUe!' i!~able to deduct tbe CO!!ts of indl.'X4ltlon in t\HI <:rn:UI1l!ltllllC.'t.':o Ibe

(irsl is where the cnsts are deductible eitber under the rules or tI Ibreilltl lax

cede tOO the !lectll'ldill where the issuer is a nllincial trader chct~eable III tax

under schedule D cue 1 If indexed bonds \',ere treated in the saIne way as

indexed )tilts. 11nrul(ialtradeI'll i~~lill~ SAleh bonds \\ uuld no longer be enruled

It' deduc; the costs or indc\atiun I Iowever, opportunitiee till let\ arbilra~e

would 111111exillt where issuels IUt;' !>Ubll.'I.'! to Ii Irei~Ul Ill' JU1,,,,liclluns and not

!lllt~iCl:t 1\) tax in Ihe l nited Kingdom '," It has been decided Ihal llo!\llers \11'

inde\l.-d bunds will receive lhtllu, rehc!' Ibl then ..:nsl, and that itl\Cstols \\ill



In addition to the tvpes of Instruments referred to above. there 1fC other non-

equity shares which could !ill! within the nc\\ rules In theorv. lht.' dividing

line should be that shares which give the bolder a proprietorial interest in the

companv should fall o1.Jt!>id~the nl:\\ niles and shares which do not sh,luld be

covered by the new rules In practice, 111t.' dividing line is not alv,ays sll

clear .':.

It has been decided that the new rules will not apply (0 two types of bonds

The lll'St ill bonds which. at the time of I!o,sue.there i~it )olel1Uil'lt.' pnssibilit\ of

future conversion or exch~lI'\ge into ~luity The second is bonds WI1\ll11:

reden1ption value is linked 1<1 ~hare or ctH'llmndit~· values Where these types

(lfbonds are held by cllmpanies. the interest, discounts and premiums applyinl'

to them will be taxed on the accruals basis :.'<. II has aho been decided thaI the

new rules \·viUnot apply to non-equitv sheres, ir\cludin~ zero coupon

preference shares However, if this ~db in di!UonioMs, Ihe pn.ution will he

revh.·'AtXI .':'

If the J1t.'W mle, \\cre 10 apply to indexed !.lIltS. hulders of c\istiT\il ililt!l would

iWl1el sUhll!allllallosses Ihe reason (hI this I!\ that n~'\\ ISSW:S \\ ould require

hitlher pre-tax yields The ellt.'l:ti\\'·t\I.'Ss tlfinnnli~\Il.hl.-dilin!:l \\,'\lld be allected

hy taxauon It hilS. theretore. 1'I\.'\:t1d\.'l:ldt.'lllhill the 111.'\\ mles \\II! no! IipP(' III

these typt.'., tlf~ilt.,",



new rules The st'CUJ1IV should represent a en ..-ditor relationship of the

company, and the rights attaching to It should include the option of the

companv's bt.'Comin!l entnh ..d 1(1 acquire anv shares in a companv The extent

tll which the shares nUl, he acquired Shl.1UId nil! he derermined bv w!>inw.a

specified cash value or be ascertainable by reference to the terms or these

provisions The security should not be a relevant discount <II,;.cuntv and, at the

time of its creation. there should haw been little likelihood !hat the right III

acquire the shares would be exercised to a significant extent Finally. the

securities, particularly when sold. 'ihnllld not form all integral pari or the

cornpany's trade.:'" The amounts which will be , lor in terms ol'the

new niles will be those relatinl!l to interest ,','1 This w.« b~' determined by

applying an ilulhvriled accruals basis ~)raccounting u: The consideration Ior

any acquisition or disposal of such a security s.hell!he taken into account in

detenninil1lSthe interest So much Elll relates to interest or accrued interest will

be treated as net IOmling pan or the consideration for the purposes of the

rules m

The case of bonds which are convertible imtl :.hares and \\hich differ from

those described abow is more diflicult to n:sol\l.' On the one hand. where the

price of the 1'It)I"j is closelv linkt.xJ to that of the associated share. one could

ufio!lle that it should IflU ollblde the I1C\\ rules On the other hand, where it is

unlikely that the bonds will be converted to shan: ... their value '\111 t~ similar to

I1l1l1'I.~Oll\ertiblc bonds .'.'1



at ICl\s than itl\ !\\\lmnal \ alue minu.. \; 11m.. Wahnn ,I illgW.'l.1 Illdl. III the

example given, the profit earned 11\ Ihe holder at matumv Ill' the nole was not

wh(lll~ asa r~lt uftht' ort!(in<l!di1'l:oull!

~R l.()Ota\ tH\1 [n:'>~'Ctt)r or la\ci\J \ Peter Iliwn (Ii.; S1.1I1 l.td. 1m: '\<t!lOI1<tI

Pnl\ide'nt Instimtil,m \ Bmv,11. twd I loward de Wuldt,,'fI \ H,I.'CI-.tll\l

lm.p~lQrvfTe.\(."li)Z.l T(, .184. Ilt.·mlct! .. Oi~hm

~() WilUfliUll~ \ Imemalil,1nal ('~'mI1l<:rCill! Hank {.imit..ed, Ditl,'htield \ SIUlrp C\:

\)lh~$

()I l.Qn1JlA~·J~~t~Dixon&. ~pn LIt' To i1!uslfil!t· the IVP~ \11' Ct.ntmci in \\Iuch

ccmpensatlon wns iioiveflfor capital risk. I.ord Greene \IR tli\C as an 1.'XlU11ple

thl: contracts of loan tlwl 1Isc,'\l to be grven nil a gold l'llIM"\\ 1'1\.'11 the t;urr~\1;\

had It'tt or wall ahout ttl leave. the l'old standard In !oUchC\lf:!n~CI!l the

emoum to be repaid \\u fixed ttl the price of gold al T"e1.»lyll1t:tlt Thus, if thc

I,.·WTtffiC)' depreciated, there \HIS an incn:aloC in the IlIl\UUIll III' Slt't'lil1~ to he

repaid .tl maturity

6:: Inland Rev enue 1'rt.'Ssrelease :~ June II)H: SU1\lHl', I >tw" I 11.'\ 1.'1.1( I (lIn I '01

B ,'<lrI B~ ilt para ~ ::0;:

h l Sl.~ rill.' Tax lrcatmenr \)1'\ 'aplHII \ !i\l~et In:-tnullcnl, ",)rld\, Ide (Seplcmhel

I' 'S"') at h· "1 A bond I' !)\\I 'otIOII.'l:1 to I.'tlpllal ~\ln' la\ unle .... It i..it quail I, in!ot

I.'llfl'l{\l"ille tl\ll\d A qU;IIiIi.IIll-( ~'Ilrp{lr\lh: h.lIl.! ,. il "t'l.·uIII, 111.11I, 1I1h1tl.'(111ll il



48 19M2 S1'(, 1.24

~o Itt 130..1 Se.:(iotlfl 10'~::1 of the locum: and Cl)rporatiun Taxes Act ot 11170

has now been re-enacted .!II !\ Ist ~} llt" the InCtlll,", and ('orporattnll Taxes Act

01'1988

~I at DO

~3 It 131

~I l\l 111.:

~7 Walton J was buund b\ 1111: dt.'l:i!il(111 III 1h,: ...."11\)001 PW\II.l\,'l'l1 In51UuliOIl \

Bmwn. but ''''Uil of till: \1f.:\\ IIml thl: 1,,\\ Wtb tll1lOitll!lticIOr. In order In

illustrate thl: \\ellkm~'_ in thut dWI!illll1 II~ It·Ulll(,.x!Judlolt.· !,iH~' lin 1:\.alUpk· oJ' a

non.interest·ht:arinl' pmmllllol.lr. note I!>!illl.-dat I dl!ll.:uunt (If X \..~ mtet't.'S1

rat~ are Ill\\ If the inlt:n,'st rate" !illh~lucntl\ IIIl:n:iM!. [he mlfket value of

II~ note n.'l.lucell II'. <lllh. I 'ilit~l.· "~I"1Il aClIIIlIe\ II,", noll:. he \\111acquire It



,N 2~ I'(' \1;,1 rhilOd~'CI~ipll\\,h t~)II~l\\..-d in [)"\lC~ \ Prcmil.'l 11l\~~1Il""0I~('I)

l.td :::1n;7 I'm'dec·jsltlll III 101l1>\' lll\1 In~'I;M \)t' laws) \ PI.'tt't

t),:\on &. &m Ltd ~~ T(, .\~.' \:\lIlliUnsun uuponant n.',«:\\ ()lth"'ld\\ rdiitltll1

to di!l(.,{)('Jn15 Tbere an: II numPc..'t of cases thaI haw dcult "till 1111:di'ltllll:tl~ln

lx1\\~ annui{~ and ilt'ltll.lmt.'nb of capital Where there have tx...'tl pa\n~'tlls

which do nul ..·t)I1~iIUIt:annulll ..'ll. ,,1111<.'cas.:s !l4l\1.'dt.'tl.'nllll1<.oU \\h..'tlll:f there

\\Il an incl'lil1e clemenl In the pu\t1l1.'nls and \\11<.'ttll.'11ht."IC "(lIlsltlllh.oU ml~'t!.~

See also IlK ..R~mSll)20 n' N. me \ W,,'l!k,)un &. (h:nt:ral ,·\s",\I£\\I\I.'1.'

S!.x·it.-tj .'0 TC I I. ('lll1lplM.:lI.. IIK.f~ Ie "'27. RI\lIl': ~ ....unlll.''' lid \ UK ·~·I

TC .)1.'. Vw') ylg(, 40 It' 112. II~(, .. Ch\ln:h \·llmmls~Otlt.'t ... tor bnv,lalld

197(:) ST(, .'39. UK., {liul1\lllt.*I',')741 SIC N.1, PI"WIl \ !)t"'~"i(lil '·1 l(' (,j\M

(,l'IA(h'M:k v P~l))i Llti: In!ll.ullncc(\1 (l904i) ::: KB 4i07.Ru~in In\l.,'Stl~'fl"

Ltd y (.\~p~n1lli:!~ Ie I 87, S~~~h: \ ~l\iif) \.If Stall: l(lr India -4 TC' 47& 11

i!l. hO\\e\1n'. be)l>OO the scope ot'thi!i theSis III e'ami~ tw .:a~ u" Ih~~ aN

not dm.'\11~rek\l1nt Itl the disc\l"'lI,,'Illltl di""ltltlb

·11 Ilt J(l(l.g

·H al 1(1~

·l~ al .l(l~."



~, It 7M

28 (1819) 26 t.R 107 Ch n

2q 8 TC ~7

,10 at ~a·b~

.'1 at (J~.70

.':! It 71·81

.1.1 a! 1'11·100

H at 8.1

,'~ at 87

1(1 It 1)<\

,.. :::::n' 17<\

H\ al 1MII·I



at '"

.) ilt 80

10 It 71

II Itl 77.83 and ~~.8

I~ at 77, Ii1and 87

L\ Ii SO.:,

14 at 81

1:'- S« '('ummt ,,,tCl' Wf\U\~ \~alll \\llhn~'idc \ Intl.'tllutlll'litl {\mlll~n:i.d

l3~ l. imited' 11)"18B rt~(,9 It btl. 70

1I) III tto and 87

S\,"!:,Ihr in~tan~~'\(\11. of l'''!It'S \ \141111,', of Inh,·lc..t WlI!in~ak \

IntcnUlu(\f'll4l (\\mn~fI;lillBan!.. , unucd I')"" B IIi. : lIt
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Cnited Kintldol11 mean", (ireat Bntl," !l'n~land, Will~'!1 and SI.'tlllanO> and
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no distinction m'lUld be nlade bt:!\\10~'11distnbutiuns and excess ""lInw The

full coupon lih<'lUl<lbe treated liS akin to inh:rer.t It is li.mhf.'f submilled that the

treatn ......nt of prelt-nmce shar~ '$ loan inlltruments has the ad\ an(a~e of !li\ inll

~Ifcct to the !ubslamive nature \,flh,,, {'PC l'lf share and It Nt!'\ a ,t.*!11t1l1 dlll(ltlfll

of merit Prefet"1:1"lCe!iharcs I'ltC treated a5 equity il'KtNrnCnb in '\ ,2·1J in South

,\!Tica and an: fl(lt Iht:rclllt'C ta'l1ble III It.'fU1!'\ of thill ~!iHI1 POI\"ihh II'W

South Alhaln approach !ihc:lUki be 1t.... I~~ it.. it ill lItll1minro thai th",' l mlt:d

Kint¢om Ipproach IIIpreferable Such an 'ppC'\laCh should al~o be lakt.'fl ill the:

CIl&e of conv1:f'tibl>e tecuritics Efle,.,,\ !ih<'lUki be giv~ to rhe lIUhlltanU\ e MalUI!:

oflhe inlltNm~~ lfit is like!y to be converted to an (.'(luit~ St.'Curit~. it IOhuukl

be treettod III an ordinary 51,.re In Sl.lUth A(hCll tbe ar)prtlaCh !illouid be

similar to II,., adopted in the l niled Ki"¥cKlm Sham that llht: II~ holder it

prnpritloriaJ intorul in tl11:Ct"lmpany ahould 1101be C\!\I.'rOO by 5,24J and !ilWCll

whi<ch do m.lt lhool<l b~ Ctlvered by II :!4J

Finany. it iiclear that {her~ are ct'f"lain a~ts Itf tm- ne...\ rules In the: I nllt.'<l

t<.injdtl!11 1hl\ hive merit and hi~hliiJht area!! that could I'll.' applied in St:lUlh

Aitica in ~rder to impnwe Klflte of the dctidendt.'!1 Ihal exist in !I 24J In

tlddition. there are 1U1r>t.'t'tsof' s ~4J \\ hich could he: adnptt.-d in 100 l 'nned

Kingdum wllkh c\'II.tldmak.: the 1iI:\~ rult.'!l simpler and nM'e t"i.juilabh:



110th the 1 'rated Kingdom lind S\l\lth Alikan rult:,. ~nahl~ III< d\'\dopnwm (II'

a strips market The rule!> in the t 'nited "illtJ,dum lla\ I.' sJ'I,'Cllk rules ~m!'..t'iny.

strip!! whereas the ~em'fal rules COl1tlll~-d III s 241 \H)llld appl\ lu strips in

Suuth Athea It III i",ponan! Ihat th<:n: ill adt,,\luatl.' Ilc\ihlhl\ HI llw nih.", lilr

the dc:vekrpmtmt of such a market TIm. Ilc\ibllil\ 1.'\lsls III the it.1Uslalitm III

both countries

The nev. rule'S in the: l'nitt-d Kintldom deal "J'I,'l.:ilil.:ally wuh CI.'11im Iypel'l ur

instl"Unl1:l'ltll :ouch as thl.l!lt: crtatint' Immuta..'tUn.-d inlt.'fl.'SI ,,00 (.k"t'P tutltl

!«uriti:c! It is submitted that once l>fx'Citk Iy~s OfinSlnml<:nt!llltc Cu\ ered III

the j{ .lslaliol1 Ihili 1'1&$Ihe elli:ct ur n'lllkinLL the rult.'" Il'l\)te compk", and ~tlUkl

lead 10 1Il11~dmtnlll u ~hemn are de\eluped Itl take ,u:hnntijC ()f the

dilllinctionJ c<lrtutined in tl-lc 't.(liIWatkm In thili reprd, till: awmach adupI!..-d

in Ii ~4J iI. pn:fbrm'ltc in II'MII It do".,. !'Inl thl\tm~UI~l het\\wn dln~n:nl I\(X'" fir

inmn.ll'nentll

The rules in till: t 'nit,,-d Km!icll1!1l apph to "'~nd1> and "UlOW' 1\1~1I or luan

inlltn.tments Tht:y al$C.l apply to non-t'Quilv !than•.,. lluch III certain types or

buildinj Joci~y and p~tbrcncc !'<hare!!The Ctli.'l.:illftill:lo1: rules in!il.llhr all Ihey

applv III prclen.'11CC lIhares IS Ihut !-IlIIn .. iU1I.11,ls'o(,.·!\ II.'illl1Il!l10 11)(.·m arc treated

M hem!, \11' lUI !IICOIlIf.' l1illlH~' "'>tI~'I' IHiI\ ,kdu\'l ,111\ ~'\lIlI"111 n:li\tm~ In Illf.'

l'Ihan,'s subtl.'l.:l ti\ Ihe rule Ihat ,11\\ C\~I.·" m CI ,I 1'101111.111..'\ll1lllllm.:ml return 1:0;

treated u, u distribution It I~ ..ltnlllllt~'t.t Ihllt plcl~·II.'IlI.'I.·..hare .. should c1lI)l." Il!.'

treated us loan or (.'(Iuil\ 111'1 rUllh,'llh If Ih\'\ illC lrl.'ah:d ii' loan IIlslI\il11cm ",

III



that the: S(l'Ulh African balliis of \alulJl!' lradm~ 'lol.'l.. i..a preferable !lalli!S to

apply in 11\1.'C<l!'>C'of Iradin~ ..1\'11.'1. (onS'lIll11l.! Ill' Ijllimdalll1~lnlllll.'l1h

The distinction in the United Kin~dom between corporate and non-corporate

holders of limmcial instrun\l.'fl!S ha.. the Ud\anh1iotl: \)1' lx>inJ!lpractical and

realitltk Non-<:<lrpOrale holders bdo\\ ,1 1.'t'11am Ihrl.'Sll1.lld I.'nnlinUl: 10 1'1\ la'\

on interest ('1'11 the current bLoWs This appnltKh It'> f1retcrahle hI thaI applkahle

in &'lUlh Aftkl where the ru~t'S contained in 11 24J apph 10 all hllkkrs

Corporate tradel'" have the advantntte It1 South ,~.1hcanfhelnll able to account

lor tl11dil'lllstock in the oomw manner and not 011 t1~ a~crual!\bams Apan

(h'm1 this distinction and the 1'l1I.'1that lin Itlt:U!lll.' m~tun}t,'lll can lIn!\. be.'hdd hv

non-corporate hokk.'fS. there is Iii.' di~lncth.1t1 in )i 2·1] between cvrpoflilc.' and

nt~n-corpol11te holders It I,. !lubtMled tlU'\! tl~ lnited Kinlldom approach

"houJd be adtlpled in South Athea so that the smaller I1I.m-coflXlrIlh.' Iil.lkk-rs

Ire not lheed with the \..om~ex prmision!lllf Ii ;Z·IJ

'TIt1e ~ rutes in the t 'nited Kingdom give n.'I:\~tution ttl indc\l.-d ~lt!i and

loan rulatkmr.hip!i linked to tl~ \111\11.'\ll\:llltr~\'·ilhh .. ll"s\"t" 1111e'llmplc, m tl\l.'

case or all in&.',-linkl.'<1 ~ill rbe adjuSinh.'111 pltl\ Idl.... lilr tht: credits and dl.-htb

are accourued Ihr as non·tntdif1lL ttetns \(1 M!l.:h dlslinclillfl IS mad!,' in .':4J or
the South :\tn';lUl Income Ta\ '\~'l rile IIppf\\t\l.'h nUoph,'\l In tht: l nill.>d

Kingdom I,. ce:'taml~ exjUl!itbh.. in thaI It ha .. the l;_'m.'I.'t \ If not Ill\m~ 1l111atinnllJ'

~ams 001011 the other hand it dllClI make tbe rules more complex



In (em's of the l1e\\ niles til' IS computed 1m <Ill accruals or mark-to-market

ha.sis Interest received i!> taxed on an accruals hasls In prilll.'lpll.' this

approach is similar In thai adopted in Snuth Africa with the promulgation of s

24J and cannot he cruicized

ln order to calculate the profits and luslll.'S a companv mav adupt three

methods of computation TI~ are n:!1ectin~ the market value uf the

instrument \vithout takinil aCCt'l\JnI of the interest and accouniing for the

interest St.'ptlrttcly, rellccttll~ the rmtrh-t \ aillto' of 111(..'lIlslnJlllt'l1l includin~

interest and. IUlly. adoptinll an accruals basis or comprtation The epproach

taken is !l 2.:1J til South Attica IS not dillllimilar C'(}mpanie!! which an: trndinll in

financial instn.lmenls may accoum tl'lr the instrumems as trldinll' stock and

re'llect the value of the insirurnents at their cnst or market value, whiebever is

the lower In e!1\'.!ct. the' ta.x ill payuble in thili s.ituati1.}n on the !lah: l}f

redemption l1!'the il'l!ltl1lmctit It ill suomi!too that thili approach ill equitahle as

the taxpayer \'1,111haw received \11' \\ilJ he entitled iu !'t.'\:t11W tbe proceed .. trom

the !!&Ile of the instrument III the lime \\ 1k:!1the liability ItlT paVflk:nl ()f the lax

arillt."1I In the United Kinttdnll1 the 'Inv.cr of com or Il("'t realisable value' is ll(lt

accepuhlc HO\\c\ cr. \l,I11:!'cdt.'hl is acquired al par. the en~,·tIlrtht~ rules is

similar to the 'lo\\t:r Ilfc.:llSltlf nct rcali!\llblc value' basis 1\)[ ncc\luntin!!l Ill!' the

instruments It il'l submitted lhnt. in the interests or simfllidt~. there should no!

I'!t. a distinction hCI\\\''C11the accounting (If ordinar, lll\dil\~ stock and titmndal

instruments held and !lIlt dl'I'kN:d ,It' b\ ;I trader Iheretorc. it l~ suhmined



nle amount of the income tax charge I» the 1t..'»S(.'1 III' tbe ,1Ill\IUI1I \lotillll\.'<.! on

transler or redemption or tl~' tOlal income element in tilt' discount Ill! the

period of the ownership Where there i..nIl income li\\ charge the normal

capital gains I8..X rules applv

The legislative rules in the l 'nited Kinetdom covering discounting transactions

were undulv complex (\m\l,.'(!lIcnth thev inhibited the evoluuon or linallCial

markets and the development ut' It!"'\\ tinallCilll pmdu~'ls and resulted in

inequitable discrepancie1\ in tbe lax treatment of certain types of discounting

proll!s and losses From a South African viewpoint these rub illustrate .wo

facts First. if the legislation cmerin!l the 1I;IXIIII\)11 or discounting transactions

becomes ton complex it can inhibit the developmem of the linandal markets

In dew of the developmenrs in the Iinancittl markets, particularlv the

development of a s, "I's m~rkcl. and the creation of' IlC\\ lype" 01' linuncial

instruments. it is impormnt that there is flexibility in the system 10 allow such

developments Second. tfthe legislation covering these l)1leS of transactions is

too complex, it CM resull iii the t.'gislatitln becorning (.'\t'!l more complex as

n [)CSPIh.' its cornplexitv

the Ic~islalion may still not achieve the objecu ~~that the legislators intended

'ie\ .. rules have been Pl'lll11ul):LHll.'(i III the l IlII1 ..d Kingdom 11\1:\ apply to

compames \\ ilh effect from I Apl'll I')h(l and III the pnv ate Ill\ c"tnrs affected

b\ the rules \\ ith ctlect tllll11 (I \1'111 1')(,(, Ihl.'\ de,,1 \\ IIh all tvpe .. or loan

tranx.ctron«



The events which gave rise to a securirv being d~'t.'m(.'d III be a dl.'t.'p gain

securitv were

( I ) the issue 01' further s(''l:tlrilil.'~ under the sam,' prospectus ll~ II)!! (\ri!LlIlal

security as a result that at ,111\ lune more than halt' of the \aluc llf the

security is issued under the prospectus constituu ..'I.l d..-ep gain securitie«

(2) the terms of a qualif ..ing indexed securitv were varied bv agreement Sll

that they wen: no IOl11!1elexcluded as deep gain securities. and

(3) an event took place alter the issue of a qua.lifYing convertible swtlril~

in terms of which it ceased to be excluded as Ii deep gain secum,

In 1990 legislation was introduced in order to tax the discount element on it

transfer or ea,rly redemption of II quaJit\ing convertible s~urit~ Such a

security is one quoted on "' recognized $lock exchange, iUllnts the htllder a

sinllle option lor early redemption. carries Ii light It' -mvert the seeuntv imo

equity shares in the isstlil1!o( companv and would, but Illr the 1I.1llsliltiol1.

constitute", deep discount or deep 1:«1il1 secuntv

Income hl\ b chargeable clther \\h!.·'~'1I1Choldertransfer« IllI.' -ecuritv ill ullinI.'

when at least one option tor cut(, n..dI.'I1lPIIlII1IS "ltlllllX'1l11r where he redeems

his securitv hv c,erl.'binlol all option tIll I.'dll\ redemption -\n income la,

I.'haql.l.· tHiliCS \\ here thl.' ~'I.·lInl\ IS f\,k't.·IllI.,'d.1I 1lI.1I1111!\



U" I'lliii ~(' I of sen II III ~ 1)..\ of tl~ l-mancc \~: of f II~i'I I'aragraph ::, 1-1)

dh'u'Isl.'ti ill n l.i-l JPl'hc~ lolhl" pmtl!ouaph

116 p.!rn::( 41 of sch II 10 , ')-1 of the IUl"II~'~' \\'1 I\f I Ill\') Pltlll,!-ti"ph ::tl-l I

discussed in n I,l..l I1l'plic'l

Parallraph 2(9) provides that it redemption doe... 'lot include unv ,,:-.it.·mplion

which may be made prim to maturitv Ilnl~ lit the opti~lIl ortl~ I'ISI.II.'I'

Paral'raph 2( 10) I'f()\ ides 1001 \\ h,.'n.' rhe redemption pn l4.:1.'l.oJ!\I If mh.'I~''It arc

index linked fbr it nt"ionaillenod in place \11' it tarer w:lual period (II pnlC~''''''

known lUIta~nll) lhls t;nndll.\ll\ is treated it:- tilllilkoJ if 1\\\1 furtber \'l.lIldillll!t'l

arc ti.JlnUed First, the notional pt'!'i ..1d mu,,", sIan not more than eight munths

belere the actual period titans and must end not more than t.'i~htmor.ths bet;')!.:

the actual JX"111.1dends Second, the indc\ npplk'{II<.lI' the 1101f(~11tl!1ll.'Il\l{.lmu1t!

i'\.' apphr:d precisely and "illll.'1ut n.'Slrii:lInn

Parl\iraph 2( II ) pnwid~s lhal where the redemption pfllCe'x!" arc flot Ie.." than

al ••Ul1('Iun! !lUlled in the terms ill' iSlill\,', Ih,~ condiuon \\111..till be 1\llIillt:d If iI

lII.'I;Urt!\ \\a~ Issu\.,\l 1'11111 II, 'I JUI1<,' II))N i!lld Ilw 0'1114lUlIl \I,lh,'11 dol.'.. 11\)1

cou ..tnllle a deep gam

P;lnI!olnlph ~(II \) "Iip\lhll~" thai "hl.'ll.· 11\1.'redemption I'fllI.·e'I.'th .11\' 1111 It.

Ihan 1I sl.ll.'I,' fled llel t:1.'1I1'1).I1.' oft h,,· I'~LI .., 1'11\'1..' 1111'1'"1\1'" HI ..Il.IlI 11111 1\11,.'\ \.'lIt

IlllS l.'ondiuolI!lelll!llt,ltilk·d ,I' the ..pti.'I.'llh,,'d 1ll.·I~'I.'l1la!l1.' " not ~ueaterthan It '" II

\,"'1



I\(i para I(~)

I ~I para I((l)

1\: para 1(7)

1'.4 para 2

l.l.t para 2(21

Plll1tgraph 2(14) pt'm itk-s Ihat " hen I'~I:' "n~ Il<Uldk-d !'t, .UI lilouml \Ir

urlClcrnritr:r. tl~ !\11TIli of iSMW mducl" an, It:m,,, ~In which ttk: a~(.'flt 1)1 1m'

und~ritr:r ~)ni.'I'!i I !II:I.'Unl'.

Paragraph 2(SA) prO\ I~ that it'i\ !lel:uri!\ \\Il' is~lt.-dl'lt'lhn.· \) JUflI.' 19tN Ilnd

""u not tluntt:d {)I'I It recol'l'Ii/ed sh'l(). e...d1itn~t:It tlk: t'nl!: of i'!itlt'. hUI \\1"

so quoted on Ii June 191N. fhr the pUI1J\llioIo'liIll'tlll: third I.:atl.llof'\ It i1\ ~,,"lI.<d

t~l ha\~ been ~tU<ltedal 1m' liflll: It "it, !li.·,U(\!

I)ara~raph 2(8B) pnMdl.'S Ihal If 11\\,",,-':\lnl\ "as I"!itl"'\! on tlf .tfll.'l 'I JUll!:

1()~lQand \\111 quIlted en a 11.,-o1'nvI.'\I !\t('I(k I."d\aIl~1: ilfh:t II \\d!O islltlt.'ti hut

prior Itl tIl!: c.'nd nfthe 41t1ahl\m~ 11I,."'t'lcl. 1\11till: p\1~1""'S Ilftill: third .;311."ul'\

II ill deemed hI have Oct.'11 'IUOIl.'\! <II 111<.'tune II \\.b 1'~II.\i 1I.t: ~luahl\IflW

):I<:rilxlll< the 1"oI.'flllilllfllf1<.' 1ll(1Ilih I~'gmnm!il \\llh the da\ \111 \\I\I(;h lilt: «Ul1!\

\\ ll!i I":.llt.-d

\.'"K



I :! I l~fl' InAI of sch I I to .. {)4 of tilC f illiln~''''A~I Ill' 1'1lN llw. ph 1\NUn d, lC'

nul appl\ tll a redemption made 111pU'MliIlK .....\11'11'1.' t'WI~'I~' b\ Ill\.' hol.1I:1' "I

the secuntv nf itnl1ptinn

I:!:! raTa IOH}(ll) and 101')(11)Ill' ~.h II to ~ \).1 or tile hnan~c \~t ,If IqtN

Parawaph Ion and 11'1') 1»Il\l'k~ Ihm II\I~ ~\II~hll'lI\ " lilltill",j It' 11.,

fultilk:d by reIer-me" III all\ ~ltlCp"Mlllal hold"'r inc ..p",·II\t' ot' "h,,1Ilef It "

fultmed bv M~'TI.'f1(.'t:' (lll1n\ otlk+f pOlcullal hnld~t

I:!J para IL'B)(h) and 11'1-:)(/1) 11j"!O(;h 11 tIl" '''4 Ilftlle hnalKI! A..:t \If I"iN In

t~ tl1' para I(Jf)) and 1(,,0) \\hcrv I~ ~'Clllit\ is "tW under \\hil:h l~

termll t,f is!IUcc.n be convened Inl\1 'If c'l..:haI11l\.-Qlor I ~"I.\II~t\ nt'lt dilft:rvnt

kind and it filiI to be dt'cided \'.I~I'lCf the cl)ooitioflll ~ oul In ~bpiU'u

(38)(h) or (rl and (JE)(Il) or (() are tulfilled TIlt: colidnion iii nul If(,llted Il~

litU1Ued umm tt ill lultlUed lla\ inl,l~rd unl; to \.·in:um1tlalll.·!:S III \\ hll.:h lhl.'

rlWlt to coovert llf \,....cI'Wll't: af!: uluik\.'!, to lI'I..c piacl.·

1:!-1 ihid

12(, pInt 1(4)( t1}

I:' f'l4trlt II ·H( /I}

1';1( pam 1(.1)(1)

I':" I 1111 I(~)(dl
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100 para liB

10l parllll(l)iUW(:!}

I ().l ptU1I .~( II ulld (2) of sen .) of !rn: Hnar'll:l.' " ...1 (\1' J 1)8·1.now Illl.'nl1,nrlth.'t1 III

para2( I) iIf!d (2) orliCh·J 10 !I ~7 uflrn: IflI.·~'lllCand ('\lI'}'Xlfllllon ll1',-'" Act Ill'

1Q88

10(, para ,1(1) nfsch -I 1\\ !I ~7 llrl~ If'II:nmc!Uld (\\11\\\rIlIIUn Taw, Act or I"KH

~ \Vlwre llw 1!1<.'OflWperiod tall:. Iml .. purll, pllllf to u.:qUlsiltnn or IIw secuntv,

there is provililon tllf the it'll:\lIlll' 1."10'11"''111lill lh~t ~ri\xl hI I'll.: appurtiufll.td

para \(:)(b)

10' l~lra 2( I ) Ill' !04.'h-110 S ,,, ot'II'II: 11l,(II1W ;u~,1 ('l)lporUIIIII1 J a\I." ·\ c1 \Ii' 1')1{1{

In terms "r!'1l11l ::!(7).{11) it WIllPltll\ hl}kl, n'~'hIf,t 1\11...U l'l:lwlkmlliltl:n:sl In

11",'In !tnd Ul.·~uln:!lllwm ,I'll iI\·'IUln.·' ~ldl ;l1I1I\1\.'1l'..1 III 111,,'111



\\hcre t1 period is le..s (hall .111 tn~·(lnll ..• period. IllI: 1I1(III1W clemem Ii." Ihill

period is pm ..rated

8h parallraph 4( I }(a) of sch .t to Ii ~i of the Income alld COl1'lurallon Taxes ,\~t

01'1988

147 $i1lVlis TlI.,,\·!.'S II! para B~ 41~1. J Till.... (cd) l~\l\t\'''\\1rth)i ll\ Ta, (julQ<

1'''')3-4 12 ed Al para ') ~o

19&8

II II Itt 1)ttl) of the Taxation uf (,harll-t:ubl~Oain!!Act of 1991

')0

91

para 7(.1)Md (4) t)rltCl~ .J In ~q \)1' the Income and ('orporation 1"\1.'1\ Act llf

IQ88 See alsu '" 188(.1)(al and (" l, 118(.1) and .1S( I lib) nf Itw laxation of'

Chll'y.eabte Gain!! Act of 1\)91

1)··1 paras I) and Ii' \1 h 11,1" "'" ot'the Income !lila {\\ll"1ftllIUIl lu\I.'S \Clor

I"M"I



securities is not later than that of the \lld securities Second, no addittonal

consideration is given tor the coeversion or cxchan!lc other than the ~ ...~

fie\.,..rillcs Upon the dh,pu5Il1 \)1' tilt! new securit ie'!;, the accrued incume

attrihutable tn lilt! period of ownership of' !h~ old st."CunllCll is added to that of

the new s«uritiCll

\\1len a deep dlsccunt security i5 diSj'l()~ of or acquired undt.'t' a C\l11lfat:t.

pua B !Uipulat~ llial the dale of dispOllal Of JIlCqUlMtinn ili ..'ithl.'t' tilt! dale ll~

contract wu coru::lud«l Of. if it is cOIiditioNl1. tbe Wile l1r luHil~1 of the

condition

g 1 Pm 4( 1XIII}of sch -1 to 1\ 5"/ of the In<:l}file and ('of}'k}ratilln Taxt.'lt Act \11'

1988

lU 'nul ~te-a to deep diseoum securities i"..ued .net' 18 tvlmh 1Q8~ Md

covered by ptl.l1I2 (lfICh.;1 to Ii ~7 of'the Inctl<me and C\lf'Ptlration Ta'l;ClI Act

nf I\l8K 11'\e pmvi!ionsmale ttl Cl)\lt'll.>n-slrippinl' and ItT\:diliCum~ h(.-km

tt~ An income period i!i dcth'M_'\l 111para 1t 11\1) 1\.. iUl\ vear endtn~ nl1r'l1\.~iiucl\

ht'lhn~' lhe allnhf.'flia" 11I'lh(.' dill~' of ''''Itt,,' Ill' Ih" ....'·unt\ III am IMI\I\I which

., I,"" thun il vear !lnd \\h. -h 1~~I11!\ 1111 tht: ...sue dalt: or lh anmversarv and

end .. \)\1 the dale of rt.'\icmpl.tlll of the ~unt\ Paral'raph -I( -II pr\1\idct- IMt



77 para I( IB) of sch 4 to s ~7 or tl!e Income atld Corporauon I axes \..:Io(! 9t'18

71'1 para 2'

N The yield to maturity in rt.'iUlioll to a !'i(.'(,:urih has been I.lt:lirwd in pura l! Illh)

of sch 1(' l'i ~7 ur the Income and Corporation LI,\cs Act Ill" I'll'll'! II Il!eUllll II

rate lIul.'h that if a sum equal to the IsSlICpnl.'c 1.11' the securnv were invested al

Ihat rate, the value at redemption dale would equal (1)1:emount pavahle on till:

security It redempHon date The rate mUltI be compounded itt the \."fld of t:ach

income period and tn!~t attributabh: to an illConlC P"''fi~~ CiUlnot be

deducted e.l\r.'I'lpplyi~ the rate

gO para 4( 1Ita) of sch 4 to !i 57 of the Inc. «: and Corporaricn Til'~ Act of

I(~BS A di!!tpomUtakes place when there \~o\1ld be a dispo!llJ ul'l<k't the rules

rcl~nil1f1H) capitallUlillll la' SIX pnri1.lirOlph7( I ) of sch ..j III S ~7 ur the lncorne

Md C'llrporaticlfl 'ra-xes Act of 19'8 There ill it dee-ned dir.p.Y!li1 by a

decel~ tnll'l1«tuuely plior to (,1t,,'flth in tenn!lllfpam i(~)

Pll"ll¥raph 7(~) provide'S that where deep discount seeurities are convened in

lenns ofwllich 11 D~ oflne Taxation IlfC'har¥eablc (iains Act ut'll}79appheli

or e",cl'lan"ed ill drCUnNltllCCS in \\ hkh .. I H( 1) of the Taxation 01'

C'h&fllCable Gains ;\'Ill!' !'>'l: "I'j\hc\ tIlt: bl:rn:tkud 11\\1~'1 Ill'tl'll: ",,""Curitic:-.1\

rt.'1Wfdt.'f.I as ha\ill¥ uisp~l'l4'\1 \'1' them Illlnll.t!lllteh t~l\l'\' lOt: conversion UI

":01\\ 1."111.'1.1 mtll (lr r:x..:h"I1~ ..'\1 1\If ,llhcl dl.'\·p dl'<l:\)Ulll 'I4\:lll1tic .., there l!o no

d\'t.·ml.'\l ulsp0looallf 1'\1) conduion .. C\ll\! l-ir ..1. lile redempuon dale of the 1'11:\\

~.' .'



(iii) i!>sued under a prospectus under \\ hidl Ill) securities \\I.'fC

issued bdi.m: 14 \tard, I')~N, II wa .. not an Iln!£inal IsslIe

under the prospectus and the ori~lIml Issue fI:lah.-O to f!,.. ,-

edged M.'t:ulitil..'S which were I1n\ d~' discount securities

However, w here the a~!ll't'!Ulle I'Klmilml value of secunnes

i:i!llfed undt-°r the pm~"C!lI" \\hkh would otberwise be deep

discl.lunt securities .'1.'1.'<11'the It!lllII.'!Ul1C: mmlinal value of

other ~urilil..'S, all securities i1'sl.lt.-a un<kr tbe pwsr«tU!i \\i11

be trealed as dt.ocpdiscuunt M."I.1.1ritics in terms of I.~ragral'h II),

rb) A securitv \\hkh j, 1101 (I !oul!-I.'<1!:1l.'\! !II."I.·Wih and H \Hl~ '\lIl!I.!'d under

tbe smne prospectus as another St."l.'uril~'issued prior [II it \\ hieh \Hlli

nOll deep diSCt)Unt 51.'nHl!y

If the l1!ijtl'qJlltc !luminal \ltlue (If "t."I.'willes ISSl.ll.-d under the

()fl1!1.p~tU!which wt)Uld nCherwillC be deep disctlJUlU !'It."I.'uri!~!Iexct.~)1

tbe a~le l'K\minal value of' otber SI."..'Urtli<."!'i,all S4"Cwillt."!'i i!l!llft..a

ur'ld<:r the PI~)~llI'i \\ ill bl: treated il'i 01.'\'1' di!\l:oullt ~'t:Un!It'.. III

terms tlfpara 20

A l!Iih·l."d~ed M.'l:lIril\ ''1 0111.' li..ll.oJ 111sch = of the Cdpitdl Gains Tux \j,'t

1ll'II)N



7: SI.'C para 1( I ltd and (t/l or the ....:h .{ hl s~ '( (If till.' 11l1.'OIlW and Corporation

Taxc.'S Act ~lr1988

7,' See parawaph lr:~) of the ·ltl1 scht.-dulc :~l S ~7 of the 11I1:\lmC and Corporation

Taxes \ct of jl}88 The nc\\ securities \\ill qualil\ as deep discount '-I.'l.:Uri!ll.'s

if'tbev «ere issued by 11 ~ompall\ and

(iI) the old lll:Curitics \\~lUld have qualllil.'tl as deep discount securities had

Ih(!\ been issued after U vlarch 1qR~,

(b I ll'le redemption date of the flI.'\\ N4.'I.·\Jrit~ III lall.'t than the ft.'tit.'tnplttlf1

d~le of the old securities,

(c) the redemption proceeds llr tbe 1'Ie\\ '-I.'I.·uritit:!Iexceed tbose of the old

set."Urities

7-1 See para I( I )(d) {)fsch '" In ~~7 llfthe Income and Corporatlon Taxl:.'lIAct nl'

11182

74t SI:e pam 1( I MiA/) lit' sch .j In N ~ 7 or the Income and ('orpufatiun Taxes Act

\11' IQ82 inserl«l by parlltlraph 2121 ofsch 10 \It'!I In of the Finam'(,' Act or
I \l8Q The I~~ or securities iS~II.'l1 under 1\\" or l!1I.lTC \rancht.'S under the

same pmllPt.'CIUliwhich an: excluded trom tbe definition an: the Ihll\l\\in~

(al '\ !lih·I.x1l!l·~1swunt\ •

(II i",su~,<lhd;)I~' 1-1\I.lld) l>llN.

(II) i~!ill!.·d..Ih·r l,·~\!;Udl I"!N but und.." the "mil: PIU'Ilt.'l:tw.a~i!



7~ S~'Cpara I( I H,) and (d) of' the sch -I 10 .."'7 Ill' the In\,\IIl1I.' and Corporanon

Faxes Act of 198M

7J Sl.'Cparagraph 1(2) of the -lth sch,..dule to .. ~7 of'tbe Income and Corporarion

Taxes Act of 1988 The 111.'\\ securities "ill qllalil\ .Is deep dlsc\\~mt securities

ifthl.·Y were issued by it company and

(a) the (lId SI"Cllrili~''iwould hil't' qualified it ...l.iI.'l.'p discount securities had

thev bCl.'I1issued after I' vlarch ")8·L

(b) the redemption dale or the 111.'\\ "oI.'Cur;lies IS later than Ilw redemption

dale of'rhe okl securities,

(c) the redemption proceeds or the 1)1.'\\ securities l,:\CI.'I.'d those \11' the ok!

securities

7~1 See para I( I I(el) orllch·1 to s!'o7 nrlhe lncome lind Corporation Taxes Act or

1982

1~ See para I ( I )(l.kl) oi'sch .} to s ~7 loll' the Income lind Corporation I'a,!,.'!! Act

of IQg2 inserted h~' paraelraph ~(~) ,Ifseh 10 \lfs \)1 (lfrl~ !·hullx'c Act nl'

1989 Ihe I~'~ of securities iSSlH..-ct under tW\) or more tranc!Jes under the

same prospectus which are excluded from the d1.'tinilion 111'1.' the lhlluwinll

(l\) A gilt -edged S\,'ClIrI(\ "

(I) \sSlIl.xiIx'lilfl.' I,t \lind1 l'IS'I,



l 'nited Kingdom stock exchange til' issued hv II lnited Kingdom quoted

company It must he a normal 1',lmn1en,:tal 1111\n and ~1'llltld N quoted ill

sterling

04 Income tax i'l chargeable in terms of sch D case I

ee E J HCI'tbrey 'Practical Problems Deep Discount Bonds' 191'1: BTR 7-1 and

'Current ~()tes Discounts' 1982 Urilh.h Ill'.; R!:\i!:\~pn These bonds were

anractive 10United Slates borrowers because, I~)r I 'nited States Iii' purposes.

the discount is tax deductible over 11it' life or the bond Thus II b\lrrllwt:r CUll

obtlin a tax deduction without paying current interest Converselv IIlVCsltll1i

are thahle in the { 'nited Stales o\er the life ot'thr.' bond This did nol all~'I.,t

iS5Ues ,)1' bonds in the L'nited Stalt.'li as manv were purchast.-d 11\ tax exempt

funds

c)7 Wjllili.illl~', 1ntl:l11atiVllal ('omm.:rcil;\1 Bank Limill.-d, [)itchticld \ Sharp 8;.

Qth~l1

"'1



217 para .'(.' H..J I of sch I ~ of th~ HnancL' A~I 1'1' I j\)(1 In term .. lit' para ~I" I,

redernpt 1011does not IIldlld~ redemption made ~cl\ Ire nt.tIUlIl\ 01herw 1'1:

than at the option oJ'thc holdcr nf the ""'~1II11\ Where Ihe "' ....nt\ can he

redeemed al the option of the holder prior tll manmtv, II I..presumed that

the security will mature I1t (he c:arliclI! dale .11 wbich the h(\ld~r mit' rC\llllfC

Ihe !'r~urity tll he redeemed

.: 18 Para 7 (If sch 1.1of the Finance A~'l of 199(1

21 t) Th~TlXtllivn pf (jill:$ !lOU B\)!)!j,. lit 12 'HilI! Ihal th~' tavanon ,'1' I:'CI:',

returns as a diSlrihulinn is covered in ... 20\)( 21(d) Ill' the I,' ome and

Corporation Taxes '\I;( of 11188

II (}2(.l) of the Fillanct.' :\ct 01' 1"%

s <)2(~) llrlhe Finance '\":1 lIt' 1<)')(' SI.'\.'IHlIl\)2(6) plO\ldt.'''lllill dh~l"(ll

mean ... il d'Spl)!'al \\lllImlh1: II1I.'.t.. l(1),( ,II Iht.' Iavauon uf Cluul!Ll:uhlt.' (1II1n~

\~'I (If l'I'I~ III it lr.tlls.h.:lhlll \',hl;h \\Puld have D\.'t.'11it dl'l\\lllal hUI Illt ...

1.~7or II(I( to) "ftha! \1.'1



Pnra!1ral'h " eU\l.'rs thc posmon III' 1o:IIIl\I.'tSIIlIl \\ hCfl.' it ....'l:1I111\ IS

t:'linl!luil'h~-d b\ conversron 111111shaft'!> III il COIllI',m\ or olhl.'r ~'\lntll':",

Ihill paral!traph apphl.'!1 III Ilw, "lIual"l" the ~I.'UIII\ I.. deemed hI tun e

been redeemed and the redemption pnl\.·t."C:d~ im' Ihe market \alu~ ot the

..harc!! or ~llritit:!i into \\ "",:» rhe se"'I.'uritlt:!l1l11.'hcm), en'" cried

Parat'raph (1 cover.. Ih<,'p(l~'llnn III' Irilfbl~r .. \\1' redempnons bv U\lsh.'\'''and

persunal represeruanves rafa~laph 8 covers transter'! between connected

PCf!t\lOS In these slluations tht.' Inm!lt~'r.. all': \lcl.'llll.'dHI h'h I.' been ellected

at market \Ilu~

P;trl!mtph () pnwldt:s that ,..here tran"lcrs are made and Ilw cllnsidcrllll\lll

ill n(ll whollv or rartl\' it, lllUll~ 's worth, ur tl1<.·Iran!ll~·r .. are nOI at arm'"

lent'th. th~ mtnsfenl will be dffn·wO to lia\ e been made al the market ....Iuc

\11' the seeuriues

Parallraph I0 covers Ihl!' issue or 'iI.'l:urities in ~p'Ul'lh: trandl1.· ..

:'aralJfillph II s(lpulatl!'\ thai \\ heft: II Irllll'd~t la~ellplltl:l: lind ..~ 110. 7:K \11'

th~ Incl)n~ and Corporation Taxes Act of I()88 "ppl .. , rhe Intn!lli:r ill nol

rct'lrded Ii such {llf the purpose .. \)1' 'io\,'h1\ Pat III!Ild t'li I: \lJpUlah: .. Ihat

1(lr th(.' l'urpo~!!I or Iht: Ill' il\llld::nc,,· I'II.l\lMUn\ iI I.1I"CUIIII1H11l pn,li! \\111

he lakell IIlIIl 'I(Cl\\lIlt where Ih,,' l~f~1I1 Il.'lth/lfl~ II j" tI lIu:1-It:)Sldcnl 01 nlll

1.1\\11 ,tied on the I nt''''d l\1Il1:l~hllll II h, hm''''H'I, h':\l1l1d the scope \Ii'

Ihlll tll':"I!> to 1.'\1\11\11\1: tlv:!\1.' I'hI\I\IOIb 11\ dl.'liul



:07 Section K{l0) oflht.' Finan~c !!II! 1')% I\cc ill~l 1'.11,1l-1t \) of ..ch 11111'

the Fimmce Act of I<,% St:~liun 9"( 41 ~)W\Ides that referenceshI nnuke!

\ allies n:latt: 10 the \ilut .. ilt Ihe lime \If the c'I.'han!!lc SI.'1:linn ""( "I and

(6) covers the pouibihty of the treasurv mal.llltt ICl!lulmltll1 .. hI determine

the mirkc:t \alues

101( para 1..:l(4) of' sch 11 of the Finance Act \11' 1'1% Pilrll~faph I·H~) and

(6) provides for the pU!'Isibilil\ of 11\\,trcll'lUI\ mul.mliL Ic~ula!iHn.. rr:lalin~

In :UriI'll and the manner of dClcnllllllnll 11\4:11,nlue ..

:U I II (70) of the FinanceAct ~)f19Q{\ In terms of!i 97( ~) Ih~ pm\il~illn!l

will n(lt apply wMre tht: manufiil,a:lred inteft:..t is not treated u intercft! in

the hand!!of th~ recipient

t
~n Para 1(2).( 4) of ",11 D ul'llllo.' Finan<:l.' Act (\1' 199(1 [larul!Lraph -I cm en

the meanin~ uf tlanslcr l'ra!bl~r IIldud~'1 lnm'lli:r b\ \HI\ of '11th:,

c\chl!nl!le. tiift or otncf"ii.I.' WIlt:!'\.· II I'Cf",1n I:lltllh.-d HI a r~lc'ilm

discounted 1I4'1:lInt\ dl\,'1, hI.' Iii tr,',th ..d II' tran ..lerrinlol tbe securitv

tllllllt:dilltch prior \I) 1\1.. de.lIl! (II IU"Il\·,,,,'II.IIIl:pn:,,lltallH'" rile tran ..rcr

III deemed hI Ill!\ C 111"1.'1\ 1'1.1-:\' ,II III\.' m;U~~'1 \ ,1111\'!,) 1111.' IIhltumclll 111\

dille or 11,111'>1(',



percentage change over the rel~' ant 1'I1:li\lU Ihe change rd.ttc!i 1\) fhe

value of the U~I or in iln~ index ill' the \ alue {If such illlllCt Ihe n,,'II." ant

period means the period I'I1:t\\~n the time of the (mAunalloan and the

di!ehar"e of the debt rile period mit' 1'11:a similar ~~criodwhich dHl\.'rs

frum the o:-iL(inal period Itll \alualhll1 purpoM.'s Sl.'l:liol1,H, In} ilf\\\ldl.'s

that an uwt is a charll~ahh: a!l~t II' am IolumI'll It .. ul!op\\..a1 on I" aHl.'t I

April I ()4)6 would be II chafit~ablc 1'1I1fl lbr the pUl'p\\~s Ill' th~ laxation \If

rharl'clMe Gainll Act Thi" .1i!>tltnC!\ that fhe a!ll.~1 ,.. an ali"'! or tlw

compill1)' and that charlleable ~inll that mi"ht !teenl\: ttl, the purp"~"S or

the Taxation uf C'hlrtlt::able (lui,,!! AI.'t !4l11.luld1'11: di!lfr:!l~m.h.'d S,'\:lIon

93(' 2) stat':l\ "''11 I dilPO!l&1 \If an IlSl!oCI is a dlllptl1'l1 for IIw l)\u!X)~S or

the raxation of Charlleab!e Gaiml Act. or would !'It: such a di!lp(.)~1but for

the provitUon. tlfll 127 or 116( 10) orlnal Act

::o~ Lawr~cf R Ru~n In\'tliin~ in l~l' C®POIl ti\\ltd~ (''}K61 at IRK A

Itrip i. defined il1. "~(") (,frh(' FilUlnct: Mt of 1'>% all an\'thinkl wh~~hill It

strip of a lJill-ed1JI.'CI!I4.,\:urity, includinli1a lI!rip Pitfitllfltph l.t( I ) ot' sch 1.1

of tile Finance Act of 11)% provides th.H everv ~lIdp hill 1'11: trl:lled as i

f\:le\ill1t di!lA;\lun!t:d ,",'CUlil' li'l till.' purp\l\l:s 01' I Ill.' l>l.'ill;,lulc

~O(, Ii ,)~ ,::, (1I'th,,' l'lllllll\;\' \~'Iof I"<lt> SI.·e .t}..., I pilnl~qll'h 1,,\ t::l or
,",'I1I.,\{\l1e I::: ot' Ih .... l·llIUI\\'I.· HIli "1%



1'>9 The Taxation vI' Gilt:! ami Bonds ill I: Sec al",o .. 1'\1) ~lrthe Finauce .\~l

lit' 19<){,

:0 I s 94( I H:\) of the hlllinl:'" AI:! \11' I ')lIb 'iCC\hlll \).jl (I) pl\l\lOC" that

pt:rCI.<tlta~e adjustment IS determined b, Icli:ICIII:t: 1\1 Ihe dltl~rt'rll:c

between the indh:c!i ill the month .. ill which the two IlIllCS litll An index-

linke<! 1&ilt ill detlned in s 94( 7) IS any )\ilt determined w hollv or 1'1111\ bv

reftrence 10 the retail price index

1()2 para 15 nr~h D nl'the Finance Act of 19% (larl1!lraph Ult,) "'!'l\'Cllit's

thai an aliSC! ill a "hnr~cl1hlt' Its~1 in relation It I an, ~I.'lltit\ If 1m, ):lain

accruing to any penon on 11 dillf'k\~1 or that asset would be It dli:lr!lcahh:

llain Ihr the !}urp~Jl!esof the Taxation of rhllr~II:,IIblc Glin,. Act uf 11)\):

ParlliTlph 13( 7) stipulate, thaI where it i...beinll determined that the i-In

would be a Chlll1l.~ble jain. \\Hl assUmptlllll" are {~1be made First. thaI

the Isset h, an asset of the l>t:flKlll In qll~l\lil)!1 Second, 1111: t:hal~l:ahlt:

llainllllUllI m;;tht II.!CfUt: under that '\1:1 ..huwld be di ..rc~llr(,h•.a

~OJ !1 tl,l t11' tbe Finance Act of 11)9(\ Section l)t(..; I l,r\l\ 11.11.'''111'11OlIflOtllllN

\\111be acceented for '" if the TiI\alltlll Ill' ('llttllt~·llblt.. (iiun .. \~t III I'J\):

hadcn~~t in relall\lIl ttl th,,' ,1"..,,'1 teplt:ltCntm~ the relation ..lllp ilS It flu" in

retation II) an us,"-,t that does 111'1n:plc"clII th",' l\IiHl n,'lalltlll!lhtp Section

91((1) (71 and (I() litlpullllt.' .. Ilml the reference III a relevant percentage

Chllll~\' III thl.' \ alue 1I1\:hal !l\.·.,blt: .1..,CI" I" a 1\,'I~'fI"llC'" 1\1 the umoum "I' Ihe



1996 There mUl'l be Ill) mconsi ..l\:nn \II rnatenal dllli:l~nl.·~ h"'(\\I."1I 1h1.·

\\.IY in which any j\CCtllll\lt"~ method ,s ill'pitl.>U as r~!.oIiuJ!Itlw same loan

relulinn5hip in $Uccessh c accounting period"

191 II I) I ( I ) and c:!) of the Finance Act or 111% SI.'\:lIoll \) II ;) slipulall,'!i thaI

in this typl: of sltuatiun everv pa\mcnt \'1' IIlh:rc,t IS il"sumcd til h~ a

payment in di!IChirge llfthc earliest ollt!ltandintl- liahilit v hI .hat companv In

respect of interest payahle under the n:hu1tlOl\hip Sectloll 1>1 (.f) ,'u":r,, the

idcntitlcatiQn of the carliest \lutl\tandill~ Itabllu\ It mU'!i1 be ldcntllil.·d

tlcctlrdini to the luth"ri/ed aCI.·{l1.II1IlIl11 me!ht~ mU1l1 rl.'I.'enll\ used In

respect ofthlt relationship If the Accrual method ill used. it ill by reference

to the time when the interest accrued If it is the mark-to-market ba~s, it

will be the time when the interest became due and pavabl,-'

ll)~ The [1ll:">Ation of' (lilt!! and Bonds III 1(1·11



lIn para:'

ISol Inland Revenue The Ti\MUIUIt of (Hits and Hond .. iI ~'lln"lIltall\~ dll~Ulllcnt

issued on :~ \lay !I)()~ at ~.t,

186 Inland Rt.,\cnuc The: Tu"Ui(H1 of (lilt, '11Id Ihmd .. a pre .... H..-leils,: I...."':U

on 10 July 199~

Isa Ill'. TI"lltiQU Qf Qilili tind lJQ:nd~al \) Sec abo ..so of the t'lIlitnt:e "I:t \)1'

I (~ Section 80 CnVI'latlcli thaI the pwtih and 1'1lm.. I\nd the deliclt .. III

rflpccl of' klan n,,'laliul1!!1hil''' shall be treated h prulil'l and "illls of the

companv' .. trade, and e...penses of the trade in I:O!l\l'uttnl! till: pmlils Ilnd

tplinll "~u\.tr.dinildelkilll sre covered III .. IU Such d<:tkllli ma\ Ill:

un~ alliinsl the ccmpanv'» profits III either the detktl 1)I,,'lIl)d(II earth."

acctlunlinll periods, or mit' be dl1(lhlt.' I,ll etll1Up f' Ilt,of (II m,l\ 1"1\' I,'alllt:d

forward and 11:1 illllilifl'l! non·tradll1!!l prulll!> Ior Ilw Ilt:\l ilcl.'uuntmAi JX'lwd

liN Tile Tallti,m ot' (Hilli and thma!' lit') St,'I.·lltlIlMh 1)1' IhI.' 1·lIlltI1l.'~'·\~tor

199(1 CUverli the appill.'alltlll Ill' "~'1.'\)1lI111ll~I1lclhllil .. III 1I,,'''!'ll:~1 IlrlUllll

rellUtlfl!lhip" Se~lit>!1l'!(l1 ~) I'TIl\lo\." I,ll II", "I.'~ntdl!> .IIlU mark-to-market

OllSCliof al.'~'I')ull!lIl!ol SI.'I.'llHll X" dClll .. with the ..11\ .. 111111\ \\hl.'lt: there ,.. a

,',))InCI.'lllm I'II.'I\\\·en the ~1\II1P,IlI\ ,1110Ih,,' dehhll III l.'lcdlllll ii' Ill\., 1.''''1.'

Illlt\ be ln tbese ~lrl.'\II\"I,n~\' .., Ih\' ,11.\'1\1.,1, h.I'I' \11\.,111.1 : i

i I \.



(al tl'M:period from tbe dille lIt' the '''SUI.: 1\1 th... dlill.' of Ihl.' lir,,' lntl.'tl.',,1

paytnl.mt. and

(b) anv period ~nllit1~ with Ilw dB) alh.'f Ihe first ml,,'fI.'1"l pll\ttl\.'ftt dale

and c.'f1dlnll,m the nc:'\, tnlcr~ 1\"\tl~1\1 dale

Where the ~rit' dncli nnll,'ttm a n~ht h' 11\11:1'1.'''1.each (lfthl.'ltlUI\\\lIl!l'" an

inttlflle period

HI) the period from the dul\!' IlrlSMIC to the '1Il1llH.'t!ldl\,1ah.·\lflhe dale nj'

i~.and

(b) the period trmtl tilt: til'S! anniH:f!ilU" 0111.' to the ~\111d ~lUli\!i.~t.

date

17~ fltl:fll 1~(4) and (~)

17f'1 para 14

177 para 10

17M para 17

179 pari 1M

IIW para III

IX I panl :1

1M: ,,..'1 ::



transfer made on II conversion Dr 1\ securitv IIlIII urdinarv shere ~'upllul III it

companv When.' 111"..re is lin iI~n:t'nllo'llIhI If;lIIsl~'r it !'oI..'Ctll'll\ ill .1later dillt:

and the transferee becomes enntled to tlw 'I.'cunl\ "hcn the iI~fl.~'1l1ellt I~

made, the transfer take, place \\ !1ell the tran ..I~'1w tX'l:onw~ entuled 10 thl~

security

169 SilllQl1' ~ T&'\!:t\ at para B 5 4~1) It should he noted IlliIt Ilw~ transections an:

!Oubjt..'Ctttl capital pinli til\, St..'C at IlaTU (' ~ XI ,

In pnra D(I) Paratullph IJ( ~I PHI\ Idl.~ tllilt ibe ll!l~)tllll 11I111Ulll.'tl\m trun~li:f \II

redemption is the &'1m-Olin!\lbtailll.'\.I h~ the transteror lIT the I~..rson enutled til

the security immooilltdy helhrt: redemption In terms or panl 11(1) such II

person ill regarded till obtainin¥ III respect Ill' the Iransl~'t or ft.'\.It.'1llptioll ttw

amount he actually obtains and anv amount which 11ei", l.'1l1ill·t."(.11I1 obtain hut

does not

Panltlraph \.l(on I)l'(widex has "1~'Cial phl\lSI~lt\" Idllllll!o'to death, If;lI\~I'lltln..

lx'! \\ 1.'I.'nconnected 1~'1son, and lIndl.·m I'itl.""

I 7.j p.IIU I ~(Il. (~I and (~) Iltl.' IIlI;11111\.' 1\0,',11111 " d.,.'linl,·d III PUI«" \\ 111:1'1:U

SI..'CunlY 1.'(11';1.''''a lI~hllll UlII,'le..1. cach otthe lilllo\\lng " an mcome penod



1~6 para 2(9)

1~7 (Jl1rll 2( 10)

I~R para 2( II)

l~() paIll .~(I)

160 pa111 J(2)

I('l) para 4( I ) and (2)

Ib2 para 401, (2), (h)

Ie", pari ~(I)ali<.! m

1M p6t11l ~O) Note 111011 in ICI1l1!! 01' paru ~IJ)(t') l'I llualil)lIl)/l pruvision 1i.)1

redemptit)f) is detlned in para • end thaI para I(h)·(dl ilpply Insofar ilS para

~(.l)(/) ill c~)ncemed. a relevant prospectus ill delin~-d in para ~(·I) as a

prospectus under which ll~ ,,\,'Curityconcerned \\iIS Ill'iU\'<U Pllrit~raph ~l c.)

provides that connected cmnplInil.'S un: I.Mennil~-d in acctlluullI.l.' \\1111p.1I11 .J

of$Ch II [0 the Finance ACI \l!' 1981{

166 para 6(JJ.(61

I h" para 12( I ) unu (::) 111 11.'111" 1'1' pam In II "'l\t~'1III ",..lauon III -ecuntv ml:ans

transter h\ \\,\\ "f ,I 'ilk' 1..',...h.IIl!l"· ~11\ \11 ,'lh c·I\\N· It d\lC.. 11111mdu\k'i

; ;.'



14.1 para ~(I)

I-U, See, for example. l'ara!S~tA). h.:!.~ of sch II !II )I ')·1 lIt' tilt' Finance -\\.'1 \If

I (}89

148 partt 2( I ) of sdl ", W !I ~b of the Finance Act of 1990

14q pari 2(2) (If sch In 10 S ~b of the Finance :\':11'(' 199()

I~o para 20) (It'lieh 10 (0 S ~l> of tliC Finance..\.:1 or I (NO Insular Illi the third

requirement is CI' cerned, the l'I.'l:urilj shuuld IXII 11a\~' lX'Cl1 is)lul.'I.I If! the

dn."Um&titlil.'eS ill \\ hkh !\ :09(=1(, ) I' 'Ihe Income and ('oflJt.lluliun lu'l;I.'!i Act

of It>S8 apply

1~ 1 para 2( -I) of sch 10 to !I ~b \)1' the Finance ACinI' 11)\1( I

I~= para2(~)

1~.1 para =(6)

I~~ 1)lu'!! =(11



Para~raph 2( 12) provides that Ih~ condition I~ Ii.lllilkd \~h~lt: a ,<\,\WII\ \\ll"

issued betore q June 19!!') and the redempuon proce ...'(.b in certam qUi!ilt\lI1~

cin:utnstanccs are nol les!! than a !otipulalt.-Unlllnuni

Paragraph 2(12;\) applies simlll\rl~ where tile n:t.lcmpll{lll proceeds are

stipulated to be nOI more than the IsSU ;mce

Pnr8lJfllph 2( I ) lists lilt' qualit\,itlil cu. nstanccs \\ hich aPI,ly to pam 2( 12)

and 2( 12,,) The qualil,,<ing circumstances are, tirst. if IIlt:r~' is a llmdanlt:llIa!

c~e in the rule$lj(weminw. the index then such dU'lnge \'~l\dd I~ detrimental

W the holders' interests. tlte index ceases to he publish!.,,! without hI.'1ng

replacecl by a comparable index, \\ here a S1;.'Cllrit~ is i'l..stl!,,,lbefore 1.1

November I<)Q I. ceruul'\ citCUnlstdl"_'el<l which are certain or likd\ \11 ~'W.:'UI,

where II !l(.!Curily ill issued nn or .:Ih.'! i" ~O\ ember 111'1 t. certain

circumsraaces fhr redemption \\ hich may l'lt' made ht'lhrl: fl'U1(lml\ are liJlliHl.'tl

where securities arc iSllUed on or nllel ; J ~~)\\,'t1l1'lt'1 jt)() I 1:f.'I1WI1

cireumsunees tor "'edempti(ln which may ~ made prior to maturitv al the

opden of'tbe holder tlfthe securitv ilppli.:s

II should be noted that par,,:( 1.1)applies and is St.'! out in II 1.'-1 above

1..11 pUn!'



('his situation should have applit.x1 in the ,,'4\)01.' 0[' I\l\lh a ..bert-term prmniSstlrv

note <lndn hlfl!l-I~'rll1 plOlllJ~~OI' note uch a.. it dl,.'I.jl dlst.:oul1l bond

I'he ~rih.-rinflto he used in dt.'tI.·nTlinin~whether expenditure has al:ltlally been

incurred is \,llI,.*tht'f ali ahstllllh: hahihl\ Us OPllll)ol.oU10 a \.'OIllln!lL'f1l hahiln ... liUS

been if1l.1Irn,-d'" Iftht: lIahilil\ hI pa\ tht: lace value ol'tbe hUlK! \..as dfo.'J.X.'flCk:nt

upon II future 1:\1:fl101 if the liabilitv mav have been reduced or IIIUen I\\.Y in

certain circumstances. 'ltfdl liahilit\ \\uuld ha\c h<.'t'fl c:nl1tinllt.'I1t .,\ If the

liabilitv is C{lntltll&ent. it will fl()j have been actualh incurred tor the PUl'p\l~ uf

the itenernl deduction t(lm'llllol r«,

Ibe principle which has been l.~tablisl1t."tIis that where a liahilitv ill d~~t

upon it !inure I.*\t.'flt,~dlliabilit~'has not been ilx'urred'" The liability fllU·M be

absolute and cannot he c~~l1dltitmal III suh,ttl'l.1 ttl any l,"{lI11ill¥t."l\\"·Y'olI Thill

pnfl(.ipl<.·lull' been l.'I1ullCiateci ill \annull Appeilliit~[)hi~on Cil&ellf~1 and applied

in a number {lfjudl!'lf1et1tll deliver«! in the !SpecialCOtlrt~~I \\·Itill! no purpose

v.ould be served in di~u!\.,"ny all the special court decisions. it is appropriate to

relbr 10 two I.·arly ~pt."CiulCOUll easel! in order to illustrate the types of

"iluatlnn!l thai the CUlIn" have had lu consider'!

In II (' 1)",1)" the 11t'!.>a.,I.·r \\iI~ U l.'OIHllUl1\ \\hkh earned \)11 !1 hU,IIll.'1SS of

Ictttnl!l Ptnl}l."1ics and dClllinll III hmd l>untl~ Ihl,.' ~'UUISCo!'its bUMUI.'SSII hild

purchased pllllll.'nll:s which it hud subdivided end st\ld under it hire.. '.1Urd'W!i<I:

.., ..11.'111 Sale .. \\\:Il' ellected tlltough an iI~L·fIt 011 it ~'onmllssion hm.is In terms

HI



It ''I thu'l d ....lI' lhal It ~'I."dl'l4',lunt hond 1lI,I\ 11\'a PfOlIlI'I'o('f\ flott· " If '0(1, il

1'1 l!x'f<.'thft'. h\. detinill(lfl, (It! Ul1I.'ondill(ltutl fllOIl1I'IC m wntinlol made hv hI1\'

Jll'f'!('f\ to ltM<tfhr... II i..!riIjllk.'ti h\ dK' maker nw llIa!..t'! Wl(h.'l1ith.t·. 10 (la' II

~tlln of ftl<mc.'\ at it fhc.'tl m d<.'h,'muMhk.' 111lK' III thr.' lillUI ..' In i' ",~tlit.-d
~lf1 (tl' hi" (trek'f or II) bearer 'I

TOOl. a Pl'Omll.lIil1fV 1"k.1ICand. llM.k'\-d. a htll of ~ch4mt'e "j ''I an unconditional

lIabilit\' irk.'ulrt'd by the nlAk(,'for pavee 10 pa\ ,he ta~t:\l1lue uf the fXlIe \)f Nil

lit maturity It ~'I\lId. lltw.",\\'f. N appn ..-ciatl.-d thai \'them: a d(x'Uf1lent

containi~ I prom)!Ie to l\il\ l'Iltlf1\'\ C~)fltl1l1l!\ terms llnd COl'ldltiof1!1rclI'i~ to

the c('ntract. ltit: 11l:tK<.'fnUl\ nOI have tnl:urred ill. UllC(,ndiuun.u habil,,\ to pa\

the face value: or the note Itl maturity In thi, "itUltkm the document will not

ctln!ilittlte a pmmis5ol'v ntlh:

('ertain types or 5t1-Q111«1 Pl'ntntS!stlf)' ntlt~ i!i!iUl.'d in the L'nited Suu~ c\)ntain

not unl)' t~ of paynwnl of capitalaoo int.m.'St hut Il~1 VlffilUS1JtUtn\nt~ ....

Such I document \\ol.tld probahlv !lut consntute a prnntllilKl,",' 1'It)'(' in S{lUth

Atiii;Anllw'"

lber efore. \\ hen a [X,'fS(lI\ 1'1'11.1\"1 U 1)!.'!lHlal,,'(f pnllnissol'v note 111n dl!l.;\\Unt \'Il

lis titc\: \tdue Ill: is incurrin~ un ullcundllionalliahihl\ tu pav ils I~tct: value tu

the hnld\.'f m due c:nutlol!at mahuil\"" III tbe I:in:umsti\lll.'t'!I tbe di"'\lunti!l~

c\~n'l(."1 would have been IIh;UIl<.'t! b\ the mulo."'l i11 date OI'I ..slll.' \\1'111<.' note '"



nl' Ihe ditlerent I't\l." Ill' IINlUIH\.'IlI .. 'I ,\ \1",\,1' d!\I.'ount bond. Itl! \"\(lInple

l1'1{l\ 1'1.' 1I1\PC ufitlf1!-(-h:nlll""ItH'I\('IY noh' 11t'\\\.'H'I IXX'JU<i\.·IIll..' nUtIWl!\

dUll.' of d deep dlSl.'uunl 11<\!ldIS nontll1lh it date v.hu.:h is a longer period aller

lis 416111.' \,f IllI,'IlI\.' Ihan is the maruntv date or many pwmissnry nut e,.. the tin·JI1J..t

dll1erC'I'ICt:' in Ilw cllimin~ Hl'tll!: u\.'tiul:tion of Ill\.' diSl.'\)untin!l e'TMl'Cs Is more

Il'lah.-rial For <-"\Ample, if on I Ft.-bruarv 19KK A Issu~:d is ' ..Ith a prnmi~)r,

note at a disct'IUnl nn If!( llt1:e .."Iue and tbe t1litwritv dale: .\as I April I(>88, tbe

dilloCount e\~ Illay have 1"''''11 deductihlt: at the earhcsl In the year of

alL~llmcnt tmdillt: (lll 2') h:hnUlrv 1')88 Ifl'ltt"ud of the vear 1)1' as.~!WIlfm1

l."tlClinl!l on :8 h.>bnuu\ 1\)1(9 11O\\o'\l:t. if on I h.obruan' 19R5 A issued B

\'!th a det.>pdiscuunt bond lit !l di'ICllunl on ih face value and the maturity date

\\is I h.'bruary 199-1,nul \mly \HlUld the dl~~l1.mt have been m1J~hgreater.

but the timin\( dHfereocc would have been greater A nllY have been ablt to

claim the disc()l.lntinl!l \*\jX"flSCS 411 it dt"Ciuclion ttt rbe earfiClit in lhe )etlT of

IlIlM.'Sslllent mCin[l on ~q Ft~nuu'\' 1988 itll\t~ad of I.'itl~ !q)r®dinv tl~

dcducti't)fl of the expenses ill II~ ~'eaTSof ilOSt.'SSlllC1ltIMually on ~() Fehn.ul1;"

Il}~Ut and endin~ nil ~14 1\-Orl.larv 11)')..1or duimin~ the dt.'tiuctinn \If all the

t.·\penM.'l' in the vear 1':'" .......'stl'k:tll t.'1ldin" on 114h-bmun 11)\)-1

In order to delem,ine wbether the discouming C\pt:Il!oleS \\CIC actuallv incurred

\\ hen a deep diliiCoutll bond \HIS iSSUt'tl. il is unponant II) undl.'!!l{lllld 1:\1:11:11\

v.ha! I!'I it deep discount bond It l!'l it lV~X' l\rp'\\mis~lt\ note in terms ot'whieh

Ill\.' person issllin" it undertakes III PH\ the bearer Il~ HI\.'c \ uluc IlI1 mJtutit\

date rhe matuntv date I' ll\ltlllilih .1 1l1l11llll.,t1'1\\.';11' alh.,t Ill\.' lS'l,,' dal,,' '"



n~ pla!:r.' \ ..herr.' 'h" expenditure or 10''1 ,.. incurred IS II tactual 1.'t1<luiry'"

Wl~n..· II IS incurred \lul!\h.k' Snulh Afri<:lI ... II(h, of tilt' Income 1.1' Act

applies In this event. there 1\ deductible llllh ..0 much or expenditure or IOSM:\

1\5 the Cnmmil'moner may ill1~\\\ 'I

rile requirement ill Ihe ~I.'f\\'fal deducnon 1'\\1111111.. lhat expenditure sl'Klllld !"I(:

&<:lWIIlly ili(.1.lm.'\i durin~ the war of 4lSM:sstl\!.:nt IS of particular Impurtance ill

tbe case of a petS(m issuin~ a deen discount bond ASSlIfnC A wishell to

borrow R 100 00(1 from B fhr it period uf tht' vear.. lU a fixed tnlen:'it rate of

l.l.~o" per annum A ct'lUld borrow IhI: R 100 ooo, pay tbe interest nn an

annual balU!! and repay tbe capital al tlw end of lilt: live-year period

Alternatively. A could issue B with a deep di!\l:()l,mthund \\ith it la~evalue llf

R20~ ~78 and a maruntv dare tlve \('an later Ii ,\,,)uld pay A R100 OUOthr

the bond

It is important In determine ,,,hen A mcurred I\I~diSt.:Ottnlinli expenses of R I()~

~78 lf'be actually incurred them \~hen the bond \~a!i issued then. pr(1\ided the

other requirements of tbe ilcncral dedut:liml Ihm'tliia have been met Ih~

expenditure would htl\1: been deductible I\t the date ot'tssue l\t'the bUild .:

It has 1)\.'('11shown that expenditure is actuallv incurred w hen n hnbilitv 10 P~l\

the expenditure has 1'1(.'\'11incurred ' lhe qllr.'\lIlll1 I.. \\hl:lht'l the h.lhilil\ to

pll\ the lace value on a htll. nOle \)1 bond. lIh.;'·dlll~ a d~'I.'p dl'>l.\IW111)l,H11J \'us

incurred \\ hen till.' instmment \\(IS issued The plilh ...irh:~arc similar ill the ,,"1St:



Iiahllil\ ~·\'~I.. I" wbere 11"11:11."'''\' k,y-.tI"ahlll!\ 10 p,*, the l'\PWN:'." 01 \\h\'I~

tlll.·n,·" Illl.'ft.1\ a dimilllltinfl in tbc \ alue ofnsSl;.'" I!

n~t:llunS haw 1~ld thaI expenditurv \II lo ..~'" are nnh dl.'<iucuhlc It: mter

alia. tlll.'\ art: incurred during In.: \Cur lll" it..~· ....mt.·1\1 I. Ibe II.'U ....)fl lilT thi, ,..

dUll the Nl\i, of iTh.·UfT1<.'lax is tnc: aMK.'S'llletl! of annu111Ioconk,' and 1.'\pc.'l1St:Su

It is thus not JXls..uhle h\ dl.'la~ the pa\Tncnt of hahilitlt.-s and tller··1 pO~p<lflC

10 a later year of aSie"'Ill'k.'llt 1m: claim thr deduction uf tbe e-<penditure

incurred ~. H{l\',I.'\I.'f. wbere habiliti~ cannut be i1l'Ct.'I1ained. they are

dedllctihle wben llnally ascertuint-d 1<.

The basis of onlv pcrmillilll' tbe dooUl:tion of c\lX"nditllre incurred durin!ll I

year Ill' UMI{.'ssn'k.'f1!hi bv "0 Illeun .. clear rill.' requnement i)l not spt.'Ci!'call,

llid d{)\\fl in the Income Tu\ Act Then: is ampie iutl'l{\ril~Ihr the pmlXlsition

lhal C'\penditure does not have tu Ill: claif1l(.-d unly in the year of assessment in

which the irl\:ultli! to which il n.-Iall'S is n.......xved or h..l'l lk:CI'U'1.>O t· It tuu.

however. been Iwld INti expenditun ..• incurred in a ,caT l,j'I\SlioI.'SSment is no!

deductible in a later year of Ils~ssnl(.'01 ,. P\lssihlv, the basis tor (lnlv

pcrtllitlif\~ th..• deduction or C\llI.'tKiittln: in the veil! Ill' IISM,'S!ioll'le111 is Ihal s

II (III rdi:rs 10 'C\I)l,·ndllUII.' int.:IIITI.'t!' IIKOIl'le la\ ,.. It.'\ ied on an Ullllilill bm'ls

and [1'Iedal.: I~lf \.:akul{ttinlol a dt-alKIIOIl IS 11'k.' lasl UlIV (If tIlt' veer of



I '1'II.·ndntlll· and lo..~·, \14\ nul l.'l)\l'l Il~' mete dllllllluthlll III 1Ill' value or an

.tSSI,.'! '" In order rOt tlll-n.' III 1'1\'an l"lX'lkhllln.' III 1o" there I1It1',1 1'11.' an actual

t.,''1lt.'t'KliIure llr nlllt:l\ \in~ q

undertakes to pay 1M liC.lldt."f0: tilt: hOl;J ils face \alut.' itt maturit~ The

discounting expenses "iii dcar" cnnslilutc C\p.:nditlln: incurred by A ':

\\ 'here B ~quirt.'lI a hill. IXHI.' Of hond ltI a di~'(lllnl on u .. tlK:1.' value and

~(l(jatt.'li II to C. \\htl prt.~'f1!' II lil{ pa\Hw!lI on dut.· datt', lilt: di!l4,·o!.JnUlll!I

c\penditurl.' bv a and C dt.·l1rh COfNIIUh,' c'f'll.·ndilun.' Ill<:Um'd h\ :hcm "

7,1 ACn'ALLY I7\Cl'RJUm

In order lhal expenditure Of lul'l!'oCSan: dt.'duClihlc under ll~' lLCI'lCfllldt.'duCll(lll

lhnnula, Iht." slx)uld IU\\I: been actuallv incurred durin" the ~car or
1l!>~S.\lOC"f\t The Icgis1utiun is concemed wilh actual expenditure and not

1\\'CCSsarv I.'\pcnditurc q I h)\\I,.'\I.'I, an expense actual" incurred dol'S IXl!

mean actuallv paid .• Thus 1,."I'>I:llditun.' I~d",,<ll11':lihkwhen the liahilm III pU\ il

has been incurred ." Ihe 1mbiht\ to pav 11\\' expenditure mllst ha\ e been

actua'lv It1\:ul1'!,,'('1 " It hit.. thus been held thnl 1.'\I~ndiIUlI,.· or iu!'>sr..'sh"\ e b~,\:11

1\l.'IlIHIlv IllClIIl'I,.'(! \\ hen,' either 11l1l11lt.,'Sh<t\ I.' been i!1.'11ll111\ paid nUl or \\ hr..'fr..'

there is u Icwtliinbllll\ to Pil\ 1ll\II\1~'"'' I he cnuv or a Iinanl.'i.lltmllSi.t ...uon ill

the la,pil\d~ hOllk~ or ,11;\,'\1\11\1 do",'" Illli l.'olhll1\III.' III\., IIh:UlIlIl!J. \II' ,1.:1l1<11

\"'PI..'lldllllll' I .\ dl.'t!tll'llI HI 111<1\ nol bl.' datnll,'d \\ 111.'11.'Illlh ;t l.'nllllll!J.l,.·nt



I' I' I I ' . I' 1 'I' II I I I'n.-ma 01 pn,'f1\1»1.". t1S»I.'S 1t.'MI tll1~ Ilonl llt.' saf!.' of s \eli!.'''. slU~1\ ns!ICS.

provisrons 1I11hc: Inco.ne lax :\1.:1 covenng them rhus. Ib! example !\ 11(1)

cmCh.'fJ III s ll(o)

ascertamable mOIlt.'\ \ulur.· should nol be grven to '>I.'uh:II liabihtv incurred ,'M In

principle this i,nut ditlercnt tlom ..t.·ltlill~ the liahilitv bv a cash pavment ."



monevs claimed ill'> a deduction fillll\ IflCOI1K' dt.·ri\t.'d Iiom trade. 10 the 1.''\(1.'01

that SUdlll'kllll.'\S were 11111laid \llll III !,;"Ix'mkd till the Pllll'1\l"l'l'> of'trade

rht.'I'\: is an examination of dil'lCO\lfllin!{expenditure lUx! losses. not uf a capital

nature actually incurred in the production of income Ihis is followed bv a

hrief dilOl.'Us.siol1of the lllCUllinu of trade end s : l(),') Ihereatter there is a

discusllinn of' the tradil1~ stock pm' i!llons CnnUUIK.-d in s 2~ SUhsll:ntial

chan~es to the ta'\iult\li uf dISCO\U1lmg ttdllS.ICli,lIls \WfC introduced in s 2 J of'

the Income Tax :\\,"t 21 1'1' II)<}~ Tht'SI..'were incorporated in a fle\\ s 24J

These pro\i'!.ions are examlll(.'l.i in detail in CllfljUt'k:ltllll with 11'11:e\tll.lirnttk)n 1)1'

the !leneml deduction thmlula nnd s 22

7 2 ~:XI'ENDITl'RE ANI) LOSSES

The mt.'ilninlLorIn\: word 'loss' in Ilw general deduction thrmula is not clear

II' Jt,tl~·&.. C\ltPtJJ LId , (,H~:'tlw Appellate Div.sion discussed its melnin~

i'I'le court held that the word 'loss' has ""',eml meuninw." and that its nwaninl:,l

in s II ia) is obscure In a Iradin!! contex: the court held thaI the word mav

mean a d,,~rivllion, nonnally 01' all 1!\\\)lun!ar\ nature. suffered by the loser

On the other hand expenditure nonnallv lllt'iUls a voluruar, payment nt'

money ' The court illust: ated the ditlkll!t, ot' the mearung or the word by

laklll!ol. as an example, dnll1u!lcs incurn ..-d In .1 third partv during tladinl!l

111.:11' ilk's TIl\,' pavment made til settle the dall1il,!!t.·sI" a lu." although once the

pavmen: hil'l been rnild~' it 111iI\ .ll"t) Ill' !.·.tlll'd l"IWlldllllll' I 1 tl.,w-. have been



lhere is an examination (\1' Ihl.' treatment or Ihi.. expenditure lor income tax

purposes rWI.·!l'iillln: ,s th..ductible Ih 11income if the n.....[uirerncnts laid out

ill the Income Tux ACI1 n.·lu[in~ to [he deducrio» or expenditure arc Itlllilll.>U

In this regard. the relevant provisions to consider life 'IS l1(a), 11("), 2.~(j()

and ~·IJof the Income Ta\ \1.'\ As far as the second and third situations

referred to krx\\ care concerned. il IS unportant to examine s 2·1) and the dlt,(;l

uflne lradinWostock provisions contained in s:::: of'tbe Income Tax Act

Sections ll(tl}, Il(h) and :.'(}.' I are cummonl~ retern ..'\i 10 as the tlcnt.>fal

deduction thnnula Section 11(tl) deals with expenditure or losses actually

incurred in South Alhca whils! s II(h) deals with expenditure or losses

actuall, incurred outside South \Ihl.'a Sections II(el) and (h) set out the

positive requirements tor deductions, \,htl ..t s ::!.'~\!) s~ts Ol.lt the negative

requirements

In order to determine I~ taxable income derived by' a person from carrying 011

any trade within South Aihca, s 11(a) permits the deduction {tom income !i~)

deri ved of expenditure and losses aClllall~' incurred in South Athca in the

production or tho,' incom\' It is prov ided that such expenditure and losses

should nut be or a capilal nature S\.'Ctiol1 II (h) is similar to s II (el), C\CCPI

Ihut il applies 10 expenditure and luss!.'s actuallv incurre x1 out ...idc South Africu

and Iht deduction IS Iinut 1.'1.1III Ihal amount or 1111.' expenditure as the

CommISSIOn",! 1Illl\ all\1\\ Section ~ ~(g) prohibits the deduction \11' am



O(ml'CnON OF DlSCOllNTlNG 1':XPl':NSI':S

7 I lNTROD(fCT(ON

There is a discussion of the deductibilitv of discount expenditure in this

chapter In approaching this discussion. it should he appreciated that there are

three situations ttl consider

TI'k: finn is where A issues a bill, note or bond 10 13with lace value of R I00 tor

RM At the date the insuument is issued A will receive RM Ir0111 1-3 A

undertakes 10 pay the holder cf it R Ioo Ilt the dille 111' maturity. v.hich may be

several years after the date \)1' issue A wil] thus incur expenditure of RJ) in

the transaction

The second is where B. having acquired the instrument from .\ Illr R05,

negotiates it to (' for R8~ If the 1t.'CciPI ofR85 is ora revenue nature in B's

hands, he will want to claim n deduction of R{'~ being expenditure incurred in

the production of'the RX~

lhe fina! situation is where C presents the inst rument tor pa~'1I11.·nl at maturity

date and receives its lace value ol' R I00 C on the same l'liISIS us 13 in the

second situation, would \\(1111 10 deduct RX5 lrom till' n.'I.'t.'jptor R IOil if th~'

receipt were or a revenue nature
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The learned judge sHlIt.'1.l that lilt.' liabilil! 10 pal,' interest \".lS subject III three

conditions These wen.' lh;~t the ImU1 v.as in existence. the interest wns unpaid

.11 the date \)1' dates or payment thereof and the holder of the mstrumcm WI1'"

able to establish title to it I:'

In 1'[(' H~~the court \\ as concerned with the deduction of interest in respect

of N(,[)s The conditions set nut on the reverse side of the Nt'Ds did Ill) I

create any suspel1sive conditions They were made payable 'to bearer' and did

not contain any conditions restricting the type of person whl may be the

bearer 1)1( The ;-';(,D5 not only evidenced the deposits and their terms, but

constituted negtYfiaiI~ instruments I.~IThey could be used by the depositors, if

they !'<owished, 10 secure payment in advance of due dates by negotiation to

I· d . 1111111f parties

It is not entirely clear whether the N(,D~ constituted promissory notes Whilst

they do not contain the express words 'I promise' or 'I undertake'. it has been

held that these express words are unnecessary in a promissory note III II is.

however. submitted !IUlI, in view of'rhe fact that thev contain conditions. they

cannot he said 10 be unconditional promises In pev us envisaged in the

definition of a prnmisl'nr;.' note In the circumstances it is submitted Ihal the

NeDs constituted negotiable insrromeut- . :



the lim" during which Ih~·1l11111C\ is \lSI.-O II i:- 1I11.:\l111...d and accrues from

I d ·,'1uav In ·ay

No authorir, is quoted to support this statement

InlI('J'1~~ Melamet J referred to the manner in which lilt' taxpayer's auditors

had presented the schedules to the tlnancia! statements WhIlst accepting that

a court should only be concerned with permissible deductions in terms of the

Income Tax Act. he referred (0 accountin!l practice to confirm .

'the extent to which a presently existing contractual liability to be

discharged in another year shoulc be treated as an expenditure incurred in

I ·I·~t ie year l'! mcome

Finally, Melamet J stated that. although II)\! taxpayer had undertaken ttl ptly

interest at a liJrutC dille or dates, ~IS the case may be. it cines not tbllow that

interest \\as incurred in the vear of tls'~S!ifnent in \..,hich the instrument ''''is

issued He indiceted thut this \\ous contrary to tnt! inherent character of

II1terest 1.'1.

In commenting on the aHlIcsmd judgments or Melamet 1. it is r"''1.'1.' ..... \~ tl)

analy'se them in detail



condition is only fulfilled in a later war or assessment, il is onlv dl.-duCliblr.: in

the veal' of assessment in \\ hich 1he condition is liJllilkd II'

Melamet J found that the liability to PH\, interest was conditional upon. first the

loan being in existl.'n~e. second the Il1ten:st lX'in~ unpaid ill 111t.'lilM which \\as

stipulated for the pavment or interest. and third the holder of the instrument

being able to. establish title to il II', He went nn to state that the loan could

hive been discharged for some reason and tmll it is a prerequisite that the loan

was in existence at the time v..hen the right to claim such interest arose II"

Interestini1y, he stated, 'It mutters not tX)\l, unlikely the fultihnent of the

condition is "I M

)\'Ielamet J continued b~ stating thaI whilst the linnndaJ instrument may

evidence a cortracrual liahility {U pay mIeN'S!. the actual liabili!v S{l to pay is

incurred when interest iCCNe1i {)!1 the outstnndini loan II" He then referred to

a quote from Halsbury The ldl\lv$ of t;DillIDdl~1to the el~ect that intemt

accrues on a daily basis, even if payable at intervals. and mUl<tbe apportl<.1ned

in respect of'the lime between borrower and lender 1.'1 He referred [0 sections

in ',\!ordl'lllnd l'hGll\it.::ILIe~llJ lletim.'t)I.': and The S,)ulh Alhc~n La\\ of

Obliiillit1fill'.'· and then stales the It)ll\)\\ing

'Imerest IS an c.xpensc to rllllll>t'INlh.' II lender hll lillo' 11Il)(" period durin!!

which the motley IS lent III it ~"l)llJ pal1, It CiU1I1{11 ht, incurred print to



In 1rc HlJ(l the taxpayer executed a promissorv note in terms of which it

undertook to pev (j sum 01 mOIlC.', on II specified dale Ibe sum pavable

included two elements The first \'..,\'1 the capital slim advanced bv the bank,

and the second \'..as the discounung pro lit or fixed interest Ihr the period

t.'T1dingon the redemption dare 'I he prornissorv note contained no additional

conditions Itl.

In both r[('IA8~ and IIC 14'}() i'vlelam~t J found that the mtCfe«t which ....I1S

included in the linancial instruments 1Il\ olved could not hi: r~rdt.'<i in the

hands of the taxpayers involved as 'CXpt.'T1diWIC actually incurred' in terms of

!I II (el) In the year of assessment in which the instruments were is.-wed or

made, as the case n'ltl\ he I lis reasons \\CIC ~mi1ar in both cases I,·,

Melamet J accepted thaI, in order to be deductible in terms of s II (a), there

mu~t be an absolute and u!1coooilimml 1~IlJ obligation to pay such

expenditure II" It is nut neces&ll) ti.lf the expenditure I{l be dillCl1il1Jed in the

year of as.~\ln~nt in question II' 'rile authorities quoted by rvl~l!lflW'tJ in

support \If hi$ statement \\ ere ('{tlte"" Oil".' aod NMI~malc Pers ' II II III

respecttlillv submined Ih'lI Vlclamct J \\it .. correct in making ..1.11:11stUlCIlMlls

lind that it is It COITt.,"t interpretation ofllie autboritles cited bv hun

He 'hen 1,:o£1I."I.'llycited ('diUI .. S\on:s"t .ts authoritv for the tact Ihut ,I' it

~ondlll( Inu! Ilhillolitl ion I.. mI.'1II1t.'l.i III II P,1I1h:lIl,u Will ot' 'hSl.'lISllMll. and "UI:h



All NeD is a fixed deposit receip: iSSUI.'{llw .1 bal1~ Of btllfdin!-t societv I'll It IS

negotiable in the secondarv mlll~1.'1which 1.'\lsls Ill! such Iinancial instruments

The ilk,"-Icr normallv undertakes :' I 1'<" the amount of the deposit to the holder

on the maturity dale \Vht'T1 an NeD is issued Ior II period or II.'SS than one

ye~r. imerest i!4 nnmmlly payable at the maturity date WI. 'Il an NCD is issued

tor klclltter than one year. interest Ilmy be payahle «her at maturity dale or.

I· II . I'"~more common y. SIX mom 1 V III arrears

In ltLH~~molt of the NCDs which WI.W issued provided for the payment

were attacbed (0 the certiticates Three NeD!! provided that tlw amount

borrowed lo~ther with interest was paYl\ble to bearer on the maturity date

The lice of the NCDs contained inlhmuttitlf'l nonnaHy found on such

depo!Uted IU1dannual r1te$ ufinterest The conditkltl!il contained on the reverse

side of the NCDs related to the Imns of their i!l.~e and negt}ti~tit)1l The

conditions did not in env \\3V create SlI~I1!U\e ct)nditi~).n~relittiny to the

payment of capital and interest I•••

A prnmis. ..ory Ilt)le is defined t\S ~U\ lIncnndlllunal promise III \" rinng made by

at a fixed nr \;...teI1Hinahle future date. 11 sum certain in monev, to 11 specified

person or his order, ur tu bearer I,,'



T~ issn~ before the court \HlS \\ 1l<.'lhcr!he irucre ..t payable on the ~CDs

issued during the relevant vear or i1ss(.'SSIlK'l1t \Hl" deductible by the taxpayer in

terms of's I((a) in this regard. it should be noted that the greater portion of

the interC'St reflected on the NCDs was shown ilS being payable in instalments

on dates !allin1<& in future ~~fU1!of'assessmem ,>'

In ltCJ4t)'f" the taxpayer borrowed a sum of ll'lollfl<.·Y from a bank TI~

capital borrowed. together with accrued interest. \\(15 repayahle arler a period

of five years In order to secure the n."ay'flwnt of the capital iU1dpart of th

inte're&t. the taxpayer executed II prnmiS!lury note in terms of whtch it

undertook ((I pay the hank a sum of lnofl<.~'on the due date The amount

nayahle on due date represented the capital borrowed together with accrued

interest calculated If the rate or 1~o II per annum for the relevant period W

One ofth~ iwes which the court c(l!~d~ed was whether the intem.t payable

in tmT\S or tbe promissory' note was deductihle by the tllxpayer in th1e~'eII" '11'

l.\.sei!l.l11enl in ....hich the noll.' Will issued In thi!! ~rd the coert \.\,u

concerned with the meaninlolllf 'expenditure al.'tllally incurred' in s II (II) , .. ,

In both cases ;Vle!;Jmt.·tJ found in favour oftl\(.' ('ommir.sit1t'tt.'1' IH' The sections

lIfhis jud~m-ent!i dealin~ with the dl.\I~II:tlhihl\ of interest are virtuallv idt.'11tlcal



assessment in question It means expenditure ill respect of which the taxpayer

has incurred an unconditional It..'gal obligation to pay during the year of

assessment It is not necessarv that the liability has been discharged during the

. • ·~tvear 111 quest H,)11

Expenditure may onlv be deducted in the war in \\!uch it \\41S incurred" It is

not necessary for expenditure to be due and ptlyable lor it to have been

incurred There mUltI simply be an unf;onciitional legal liability to effect

Whilst the principles enunciated above are dear. there have been nNO decisions

recently delivered by rvlalamet J in the Transvaal Special Court \',hich \varral1l

specific attention "I The reasons are tbat these decisions are directly concerned

with the meanil1(l of 'expenditure actually incurred' ali it relates 10 orillinal

In lIe HS~'I'the taxpayer WIS a bankin~ company and carried 01111l! business

related to banking The taxpaver's husiness was timded trom interest earned

on certain sHuulory investments IhHl1 loans from its hulding company and its

suhsidiaries and from deposit accollnt" held wiu, '''e taxpayer The taxpayer

nc~u!iahle certilici:llCS or deposit (m. i!S thev are referred to. NC'Ds) by the

'.,taxpayer



('0101.'11JA. \\.110delivered the millonly judgment," stated that expenditure is

only' deducuble in terms of s II (It) if inter llliu, the taxpayer has incurred an

unconditional k"gal obligation during the vear lIf assessment trl question He

pointed nut that such obligation (ollie! he unconditional at the outset. or.

although initially conditional. [he condition could be ti.Illilk..d during the

relevant year of assessment However. if a conditional obligation is initially

incurred and the condition is only fi.Illilh.'t1in it later year of' assessment, the

expenditure may only be deductible in such later year N7

The I~med judge drew a distinction between expenditure: which is suhject to a

condition \Nhich remains unfulfllled at the end of the relcHlfll year of

assessment. and expenditure in respect or which no condition attaches but

which cannot be quantified until a Inter vear of assessment In the latter

situation. the expenditure is not disellowable because the expenditure cannot

be quantifled at the end of the y'et\r of'assessment "

On Ihe facts of the case, Corbett JA It)Und that the nbliWllion to pay the

turnover rental was contingent until the turnover for the 11·momh periods of

the Icn....: agreements wax determined ill the end or such periods Thus, the

expenditure \'<as nut ul.:tllully incurred 11\ u vear or assessment which ended

prior to the termination cl'the relevant lease period '1'1

It is clear th'll the expre ....um ·I,"I'I.'nditlll\' i!\,'llmll\ incurred ill ... 11(,I) ol' the

Income 1,1' At'l does nol mean expenditure actuallv paid during the VCUI or



judgment. made it clear that expenditure was onlv deductible in terms of s

II (tI) if the taxpayer has incurred an unconditional obligauon in respect of it

during the year of assessment in question ~i

The Appellate Division again considered the meaning of "expenditure

nCH.lilly incurred' in s ll(a) of the Income Tax Act in GR y,E__ '.Slom

.LJ.d_ .• z

The fiets were, briefly, that the taxpayer conducted its retail c1nthing business

throughout Southern Africa in leased premises The annual teases provided fur

it bask rental and a turnover rental Tht' turnover l'e'ntal was hued upon the

lessee's turnover. as defined. for II Il·monlh period The period commenced

from either the date of commencement of the lease, or its anniversary In the

circumstances, such turnover rental \VaSonly escertainsble after the la1\.tday of

the taxpayer's year ofas.sesl>mel1lNt

The court wall required to determine the application of the words

'expenditure actually incurred' in ,: ll(ell in so 1111'as they related to the

turnover rental which could only he determined after the end of the ut.'q~yer's

years of assessment in question .·1 In a majurity decision the court held that

such expenditure had not been incurred, and the taxpayer" S appeal was

dismissed N·



In its financial statements as at ., I March PI' the same wars, the taxpayer

included as an expense half or tilt.' anticipated bonus payable The

Commissioner .lisalluwcd such expenditure 111 the Appellate Division the

taxpayer contended that the expenditure \...as not limited to a particular

employee, but I~) all ernplovees, and Ihal such expenditure was an inevitable

commercial reality The taxpayer's obli"alil)!1 to P,1\ the bonus was ~I~i~·t to

a resolutive condition The obligation III pay the pro rata portion ,,1' the bonus

arose at the end 01 each month lind ceased only if the employee's service

terminated ""

The court held that the taxpayer had concluded contracts with its employees

indi\;dually The court held further thai it waa unnecessarv to reter to the

conditions as resoluti\ e or suspensive The fact was that ttl ~ I March it wall

not possible to determine wbich employees would remain in the taxpayer's

employment as al 31 October ofthe same calendar vear In the circumstances,

the taxpayer's appeal WIlS dismissed ..'

On the facts. this judgment is consistent with all application of the meaning of

'expenditure actually incurred' as discussed above The taxpayer had not

actuallv incurred the relevant portion ol'the bonus Il!'l nt the end or its flnanciel

war The reason \HIS lhat the PIlVll1t'I1I11l'slh:h bonus was dependent upon the

emplovee's remainmg III the hl\pml.'j \ 1.'1111'1(1\ils itt the 1.'111.1ot' the Illlk1\\ing

October Therefore, tit the end llt'its limlll1.'lill WHI, il could not he said that

sud! expenditure hold been actuallv incurred l loexter J '\. \\ hu dl.'li\ ered the



equipment would become pledged tll tile customer as security n.lI the due and

proper performance 0[' the comract Thus, the company's liability to incur the

repatriation expenses or the vessels and equipment was contingent upon its

performance under the contract Accordingly the court held that the

repatriation expenses had ItO! been actually incurred by the company 1"

There have been some recent Appellate Division decisions concerning [he

meaning of .expenditure actuallv incurred' It is appropriate to refer briefly to

these cases

In NA~ilmatep~~ l3.P~\' Klil71 the facts vvere that. prior to the tax yea.s in

question. the taxpayer paid its stall' bonuses on a discretionary basis No

speclfk policy applied (0 sU\:h pavment During the first year In question the

taxpayer altered its conditions of employment by introducing provision tor an

annual bonus which would be payable to employees who had completed a full

year's service The amoun; ot'the bonus was equivalent to nne month's salary

A pro rata reduction applied in the case or shorter service It was provided

that the boTtI-ISwas. payable to employees in the taxpayer's employ on 3 1

October of the relevant tax year The Itlll amoum l11' the bonus would be

reclaimed 11'001 anv employee who. alter receipt lIf the bonus. gave notice of

intention to resign before .~I October or the relevant tax year Subject to this

stipulation bonuses were paid on 3() September of the vears in question 7~



of the agencv agreement the I.'llillpall\ retained hall' of the commission earned

h~ Ihl.' agellt until completion ol'the silk, In the event ora sale Ihllin~ through

the company debited the agent with the Ilrll amount or the commission

originaHv credited to him The (.'OI1lPill1Y· sought to deduct the lull amount of

the commission \\ hich it had originallv credited to the agent

The court held that expenditure is actuallv incurred where monies arc actualb,

paid out or where an obligation to pay monev has been incurred" The court

found 011 the !~tcts that the company' was under no legal li/!bilify 10 pay the

balance of the commission to the agent The agency agreement provided that

in the event of the sales falling through, the agent would have been obliged to

refund 10 the company the hall' of the commissions received in respect 0(' these

sales 14

11(' ,'l~O illustrates the type or situation in which a contingent liability may

arise Another example is IICt)Q')'~ In this case the appellant company was

a subsidiary of a Dutch company It had been formed in South West Africa to

tender for and carr, out It contract in film territory In order [(I complete the

contract, the company entered into an agreement with its holding company fbr

the hire and transport to South \\\:st Africa Ill'\ essels and equipment required

t(lr the contract The company sought. inti.'!' alia, to claim the deduction ol'tbe

estimated cost of the return [0 the \clhcrllll1ds of the VI.'sSl.'1s and equipment

lhc court found that, in terms l1rtlle mam ('\11111<\1,'1 ill South W\,'sl Africa. if the

companv railed to fultll all llt' ils (\.·1l11~ and condiuon« the \ \,'ssels and



The mailer was considen ..·d by till.' (jCll' ru' Commissioners or Income Ta., \..ho

confirmed the assessment The taxpayer's appeal \I. as discussed by Goulding J

III the Chancery fJivision IMI The taxpayer. heil1eLdissatisfied with this ciOCISHlfl.

took the matter on appeal to the Court of Appeal ..vhere the judgment was

The court referred. with approval. to the judgment of Rowlatt J in WiilT\Qre ,.,

Although the court in Wigmore considered the position from the point of view

or the vendor and S:c.h£tt1~considered the position from the poin: of view of

the purchaser. the court in S.cham:r did not consider that the principle was

different 1114 Accordingly. the court dismissed the taxpayer's appeal I.~

It is. therefore. clear that the apportionment of interest concept referred to by

Halsbl.lry does not apply when capital market instruments such as 10M stock

are beir.g traded in England Thus. it is not only incorrect (~1apply the En~li$h

principle of apportionment of interest to capital market transsctions in

England. but it is incorrect 10 refer to Ihis principle as authority fer its

application in South AfncR

Fourth. and in any event. English law draws a distincuon between interest and

discount lilt. The issue Or:l promissorv note HI a dlscount on its face value will

be regarded in lll!.'ll,h law us a discounting transaction Thus the profit made

bv the person ad\ ancing the lilllds IS treated as a di'I.'O\lIlt1l1~ pwtil lhe



So! Mlrprisin~lv_ Rowlat: J found in favour of the taxpaver He described as

'absurd' the idea that a person would pay a slim (~r interest which sum \vould

onlv be received a lew mnnlh!l later lie went on to state

'Tne truth <If the mailer is that the seuer does nul receive "interest" and

"interest" is the subiect matter or the taxation He n..'Cei\ t.'lI tht.· price of the

expectancy of interest .1-.'

It is interesting to note that. u,,'ike Malamet J. t.'\'C!1 counsel fbr Revenue in

W~J: did not contend that. where there is continuous ti\'vnership of the

instrument, the principle of apportionment should apply

A li.ll1her example of the limitation of' the principle of apportionment in the

case of capital market inKIn.U11t·ntsis SclmtlkL v ('a,lmll\~lc Ll~'\;tQr !,If

IIl."'ru~IN The facts were that the ta..xpllyer purch~tsecl certan 61:00 Treuury

Loan Stock The intemt on the stuck was paid hill' yearly The purchase

price pmd by the ta...xpayerfor the stock included accrued interest for the period

from the dille that intert.'5!was lasl paid in respect uf the sto~k and the dare

when the tll.xpayer purc!ull1l.'tl the stock Tht·reath.'f taxpayer received IIlleresl

payments in respect or the stock in the normal manner Itt.' \VI:\S assessed

income tax on this Intel est l le argued that he \\i!S \1111\ Ituble to income lux 011

that part 0(' interest accl1.1intolto him alter the date of purchase of the stock '*'



For example. in Wi.iJnorc: 1I1M lnspecior ofTaxes] \' Thomas Summ~nmn c.~

Sons L!dl'~ the taxpayer ..(,ld a holditl~III v, \\a ... tock The 'lock was 'Klld

with interest n!,hts and the sale price \\US IIK'tCHSt.,(j10 la~t' uuo account the

fitet that the sale had taken eflect during an intcrcs.t period and the purchaser

beretited rrom this because interest had. in em.oct. accrued on the stock in the

period between the date when inlen.'Sl on the Sll1Ck was last paid and the dale

ofwe J1~

The tilxpayer was asllCS~ (0 tax on Ihe interest that was Jeemed to have

accrued on the lUt~k from the date when interest WilS lallt paid ilnd the date of

sale The matter wall considered b~' the Commissinners for the General

Purposes of the Income Tax Acts who found in InVl)Ur 1)1' me taxpayer

Thereafter. it came before Rowlalt J in the KinS's Bench Division ''''

'A'he1 the matter was argued before Rowlatt J. counsel lhr Revenue limited

himself in certain important respects First, he did not contend thn the

principle of apportionment should applY where inco-me "vas taxed by

deduction In other words. he argued that apportionment should npr~ly to

interest not taxed by deduction, but 1\(\1 to interest taxed by deduction

Second, he conceded that even where interest is not taxed bv deduction, the

rule or apportionment does not apply \\ hen: the holder t'i' an instrument holds

it continuously (rom year III vear Third. he did nol s(.~k 10 applv the prindple

lit' apportionment when the change III o\\nt.'I~llIp\\as nol in consequence lll'it

Sltk



It i'4 therefore deal that the old Dutch authorities \\CfC llf'th1.' vic.... that Dutch

la.... did !il)! applv an automatic rule or apponionment III interest Ihis

approach \VBS referred tn with approval bv the South AIHcan courts, indudin~

(he Appellate Dtvision Accordingly, the old En~lish rule of appnl1innment

ha!i not been followed in Sooth Africa

Second, the reference 10 IlalsbUl;t' and the authorities quoted therein is 10 the

accrual of interest rlnd not the incurring or interest exper-Iiture ",M TIw tests

used to determine whether then: is a receipt or accrual ill terms of thb

de:tinitinn of lP't1SS income in s 1 of the lncome Fax Act are clearly different

(rom those used to determine whether expenditure is deductible in renns of !I

lHel) 1;.<'

Third. the Enwish authorities referred to were considering dim~l'enl

leii1>latit'm 11f1 The only pt)!Sible value tltat they could have wOlild be

persuasive value 1'1 They certainl~v cannot he used in preference to South

Aliican Appellate Division decisions bv which ivlelamet J should have been

bound in terms of the doctrine of stare dt.ocisis I':

In MY event. it would appear that the apportionmeru or inte~~ concept

rererred to b~' Ila!sbuTY halO lunited application, particularlv with regard to

capital market instruments 11,



l he Dutch aUlhunlll.'l\ Oil tills ISSUC were n..·Ii:lfI..'tllo III "ell) \ 1loln~s Bros by

D~ \'iItit:rs 1P Ihl He !\luted lhal

'It ill !OUtflCit:nt t\w the pUfPO~ of this case In sav Ihal l"l\ the: Roman-

tilt: c muact Of (pr",unabh I trom OtlWf .tdmlsSlble cnnSideratiuns. thallhe

tif'llf stipulatii n wu madc fhr the bt."fletil of the creditor illl wen It! the

,It is a well.n:cujrused principle of our law that where a 11.1lUre date hu

l~ axed tbr payment of II deb!. a presumption arisetl than liUch titture

MticiptllC the dale or pavmen; To this nile there are exceptions, \)!ie ~)r

"vhkh occurs v.11eI11hcfuture date has been fixed partly thr the ht'llel11 or

tbe creditor, and in thaI case Ihe dehlOf canno: Pfl\ before the agreed date

ur k'l\s. pnssihlv. he pays illlt.'tl.'sl up til the illoll\'t."1date as \\1.,'11.\,,'



henelh. the borrower cannot repay the debt earlier than the agreed repavmem

date unless he is prepared to pav additional interest III cover the period

between the date ofpa.yment and the later agreed date It·1

in a later pas.~e. Voet stilted

'Moreover any person who lake!' money on loon for II year. and has

promised that he \0\111return the principal sum with interest when a year ha.'1

passed. emmot repay the printipal sum !J.O<1!1er.except with the additkm to

it at the same time ofintemt ft)f the whole year He cannot be released by

paYlns it in proportion to the time durinl' which he has used the prindpal

sum The attaching of a day to money held III usury appears. Ill! any rate if

you look al the start of the matter. \0 have been made for the mke of the

creditor. contrnrhvise to what vvt.: !lhol.!ldhave to !lIY in the case of a granf

of the gratuitous use ofmont."Y dt,:

Vsn der Ket:sael referred [0 the transaction t1f II loan of money where interest

accrues on the outJl.uLndil111capital He sUlled that a debtor is I1l1t entitled to

anticipate the repsvmem date and thereby escape liability lor interest Van der

Kee$!$C1WII" of the opinion that the I 'an ormoney on interest is normally made

lilT ihe !x:neth of'the creditor and the debtor "..



anticipates the agreed pavment schedule and III settle his Ihllltloebtt:dncss at an

earlier dale than lhal sliplIIUh.:din the agreemeru between the parties

Ihe questions to be answen ..d an: whethe; the debtor is entitled III settle the

debt in this manner and whether he is only liable for interest to the date of

payment of'the olltstanding debt (If for the inlt.'fCS( for it lunger period I~"

Van Leeuwen suned that where It repayment date has been tlxed, a debtor may

repay the debt on the agreed date or he may anticipate such date Thus he

may. a~nst the creditor's wishes. repay the debt earlier than the Il8reed

repayment dAte The reason t(.lf this is thaI lire: deferral of the repayment date

is for the debtor's bCllClit However. this rule will not apply where the

repayment date has been agreed ttl Ihr the beneflt of the creditor and il has

been specifically stipulated that the debtor cannot repay the debt earlier than

the ~ date '''',

Voet adopted It similar approach to Van Leeuwen He stat~,,1Ihat a loan can

be repaid earlier than the agreed repavment date if the dale hal' been fixed tor

the benefit of the debtor However, if it has IX-e11 fixed Ihl' the bc.'llelit of the

creditor. the date for repayment cannot he anticipated Thus, where f\

repayment dale is fixed thr the benetlt ot'rhe borrower. in order III eneble him

('.1 have addilannai time 10 collec; the 11l~\IlC\ required to 11.1"'\ the losn, he can

compel the Ic.:nuerttl accept an earher scuh.·ll1t·!lI Ill' Ius mdchh,x!ne!\s 011 the

other hand. where the repavment date has been prescribed till the lender's



As authoritv It)! his contention Ihm intere ..! IS meum..'{l from day to dav,

Mdamct J referred 10 Halsburv." Words and PhnlSl.·S LC16all) Dclinr.:d'" unci

11.-':& Honore I'"

The reference to these authorities bv the learned judge is open to criticism fhr a

number of reasons

First, if nne has regard to the authorities cited by Melamet J. it will be noted

that they reti:r to En~lish authority Halsbur, 1.'0\ ers the laws of England

\\\lr05 and.Phm~ t~llJ p~nnt.~ is an English lI.:ull dictionalY The

reference tI...1 Lee &. Honore b IS !irst edition published in 19~n The p6lm~e

refim'ed to is based on En~lish law It stated that. inter alia. 'in the absence of

any authority to the contrary .. the ancient Ent:' h rule of apportionment"

might well be followed in South Africa "'1

This P'lWlie was not repeated in Ihl.' second edition of l.ee &. Honore

published in )978 I'M There is. in lact. South Arhcan aurhorirv to the contrary

TIle type of situation in which this issue has been considered by Soutb African

legal authorities is v..here a creditor is 0\\1.'<.1 mOil!,.'',' by a debtor uno the parties

have agreed to conditions relating ttl the repayment of the debt Such

conditions include. !ilr example. mtere ...t on tht' (llilstnndill~ debt and the terms

of pavment Ill' capital and in!I,.'!I.'s\ The issul.' ilItst,'S \\ here the debtor



As there was no evidence in t•-ither of the l.·u......~ to support the learned judge's

assertion tilat the actual liabilitv is incurred when the interest accrues on the

nUlsll1ndin~ loan. one mllst IlSSUIlK'that the learned judge considered that his

proposition was founded on a It.'gfllbasis With the greatest respect, this does

Ilot seem 1(1be the case As has been stated, the financial instruments created

unctlnditionalliabilities and the rights to enforce the obligarkms in underlying

contracts on v.hich the instruments were based ....ere suspended II'> In am

event, the learned judge. having referred Itl ('uhex Oil I'" earlier in his

judliJllents. appears to have ignored the principles enunciated in thaI case In

~Qil BOllia AJA SIlted

'We are not concerned \vilh the case where the devaluation occurs in a

subsequent year before the liability is discharged III the latter case the

quantification fhr the purpose of s IlIeI). ar the end or tht: tax year. of the

expenditure actually incurred cillling that vear. is Itot atlected by the

subsequent devaluation of the foreign currency 01-1

The same reasoning with respect, applk'S to I rc l·r8~1'.' and 11'(' I.IQO IH

The liability lor interes: \..us incurred during the years of assessment in

question and the learned iudge should not have bt.'C11 concerned \\ ith unlikely

events that he considered could. C\lI1Cl.'i\ ablv. un ......in subsequent vears or
assessment



title to it. but this does no: create ~I condition suspending the liubilily to pflj'

A further point to consider in respect of the learned judge's assertion thal the

lmereet Iiahility was conditiol'laI is the position or a holder in due course 141 If

the promissory note in question was negotiated to a holder in due course. he

would have acquired the instrument free [tom any defect in the title of prior

themselves!"

The maker of II promissory note is liAble to pey it according to its tenor and is

precluded from denying to a holder in due course the existence of the payee

and his then capacity to indorse l~~

In the cireurratances, it is dil1icl.lll It) accepl that the taxpayer's liability under

person holding the note lUI il holder in due course

The next point raised bv Melamet J was that \vhill'll the financial instrument

may evidence a contractual obligation 10 pay interest. the actual liuhility is

incurred when the intere« JCCrtJ~S on the ourstanding loan lJ' He then referred

In various authorities in ,m attempt to .iustit\ the proposition thai interest is

deductible on a dailv lw," \)\ er ibe period lit' the loan, as II is incurred and

I, I d I~MaCCl1lCSrom , IlY to av



It must he accepted that all N(,D reflect ... 11l underlving 1.'01111.1(.:1 IlCtV.t."C11 the

issuer and the depositor lind a (1rllmissllrv note reflects such a contract

between the maker and the payee I 'K The underlying contract is the causa for

thl' contract on the instrument I"I The obligation in the underlying contract

and the obligation arising from the instrument both exist 1,jI1 They are

interdependent Where there are two such obligetions in respect of the same

pertorrrance. the creditor dnes not have it free election to enforce the

obligation relating to the underlying contract Once the creditor accepts the

negotiable instrument. the right to enforce the obligation in respect of the

underlyilig contract is suspended until maturity of the instrument When the

creditor claims payment 01' the obligation relating to the underlying contract he

must accouru for the negotiable instrument III

Thus. if the creditor were to negotiate the instrument, the debtor cannot he

sued by the holder of the instrument as holder, and by the creditor on the basis

of the obligation created by the underlying contract In this situation the

holder is subject to the same restrictions in relation It) the "h1i: 1 the

underlying contract as the creditor was prior to negotiatior o! this

instrument W

In the circumstances, it can110t be argued thitl the liabilit~ III PlIY mlerest

contained in the instruments \\U5 subject to the existence of the underlying

contract or the interest in respe-t of the lIndl.·dving contract's ht.·ingunpaid at

payment date Clearlv the holder \lfllll' insuument should be able to establish



·\ .lcgotiable instrument is a document which is by custom and trade usage

transferable in the same wav as cash P' It is transferable hv delivery and is

capable of being sued upon by the holder 1 q

In ITC 1496 the court considered the deductibilitv of discounting expenses or

interest contained in a promissory note A promissory note, by definition.

consrirutes an unconditional liability of the maker 10 pay the face value of the

. d II~note at matuntv ate

In lIC_H.~.~Mnel II'_( 149~ the stated facts do not indicate that the persons

who deposited or advanc ..:d the monies in question did so subject to the three

conditions referred to above be Melamet J I", It therefore Ii.,lkms that the only

basis upon which Melamet J could have found that these conditions existed

was if these conditions arose by virtue of the nature of the instruments

themselves In other words, the issue of an NCD or pronliss{ll) note \vill

ftl1tomatically result in the creation of'these conditions

With the greatest respect (0 the learned judge. Ihis cannot he correct In the

case of a promissory note, one cannot create lin unconditional liability \\ hich IS

subject 10 conditions The instrument ilselt: whether it is an NCD or a

promissory note, is the document which evidences and embodies the

contractual rights and its possession is essential in enforcing these nghts I"



I'his limllltla raises a number of issue .. which have been discussed in chapter

J It is. however. 1\1..'1.'\.' ...",11\ In refer 10 them brietlv

First. accrual is determined 11.)1'an accrual period The accrual periods must be

applied consistentlv until the maturitv of the instrument There are t\VO

possible bases for determining such periods. und in hi: th cases the period may

rot exceed 12 months One is where the instrument provides for regular

payments at equal intervals The accrual period will he the period between

such payments The other is the period elected by the holder or issuer, as the

case may be :14

Second. the yield to maturity is comprehensively defined It is the rare of

compound interest in each accrual period at which the present value of all

amounts receivable under the instrument by the bolder equals the issue or

transfer price, as the case may be'" A holder is dellned as any person who

has become entitled to "'1V income under [he instrument If the instrument

provides that any interest is pay~\ble. the person who is entitled It) receive

pavment is also regarded as 1\ holder ,'I"

There are certain circumstances in \\hkh tIlt.' vield In maturitv should be

recalculated or redetermined Wht.·ft.·:I)\,' m..trument t .. linked [(I II \ ariahle nile

or intere ..1. Ihl.' rate orcompound nuerest I .. calculated 111 respect \,1' the rate

applicable \\ hen lilt' compound inten .....t I!» 1.'l\kulull..xl l'his rate applies in



amerdrnent \\ias effected bv "i 14 ot' the In1.:01111: Tax '\CI 1(1 of 19% It

:'Imvides tha! s 24J applk'l' to all instruments issued Oil or before I~ March

I()9~ and which were unredeemed on 14 March I,)qh The application {II'

retrospective iCllislHtinn to them: insirun.ems i..unfortunate and govemmem

should be di..couraged frorn continuing this practice

Special provisions apply. insofar as thl.·Yrelate 10 holders, to Instruments which

were issued on or before 1~ March 1<)(l~ and which were unredeemed on 14

;vtarch ,9% The di1f~ between all amoems which have accrued t'Or tax

purposes and the amount which \" ould have accrued until I.' rVlarrh 1996. had

the proposed measures been ullplkahle. nrc. for tax purpcses, accounted for

on the date of the instrument's transfer or maiuritv. \" hicbever is the earlier

Section 2·lJ not only applies to the IlC".lIClI ot'inctmie but also In the incurral of'

expenditure In this section consideration will only be given to the quesuon of

the Incurral of expenditure The issue of the accrual of income has b~-n

discussed in chapter 3

Interest is defined as induding the ~russ amount or interest, related t1n.ance

charges. discount or premium 11.'l:1.'i\able Its a result (11' n tinandlll

arrangement :1,' The amount which IIt.:Cl1Ies 1\1 the holder of 11 Hllancial

Instrument in an accrual period IS dl,'!erm. ned by mllltlpl~'ill~ the yield tl\

maturitv hv the Ildjus!t.'Cl inrtial amount 'j.



SEcnON 24J

As has been indicated. li.trther legislation ha.. recentlv been introduced In order

to regulate the laxation of Ilnancial instnllnenl~. such u.. deep discount bundll

l'he Il'!,lislation is contained in a I~'\\ s 14J of the Income Tax Ac! It ,,,as

enacted in terms of s 11 of the Income Tax Act: 1 of 199:' Section 11(1) of

the latter Act selll out the application of the new section Section 24) applies

to three broad cireumsrsnces The t1flit i~ to an~' inslrumelll issu(.'<iarter I~

March 19q~ In these circumstances, tlw instrument IS deemed I') have come

into operation on 16 March 199~ and s 1·jJ anplil.'') 10 any instn.unent is.\Ued on

or after that date The second is to any instrument issued on or before 1~

March IQQ~ where. after that date. either the tern, is extended or the terms and

conditions are materially varied In these ci11.'1.1rnstances, s 14J is deerned to

have come into operation Irom the date of such extension or \ariatkm in

relation to that instrument The third is to any trQn~!eron or al~er IQ July Ic.}Q~

(lfany in&rrument issued on or betore I~ March I tJ<1~ In these circumstancu.

!Ii 24J applt~ ttl any instrument transferred on or al\er that date with el1ect

from Ihtl date \,1' transfer J! is therefore dear th.u, based on tbe amending

ICilisialion bmuilht into (,,·mxt by s .:!1 or [lle lncorne TuX :\CI .:!1 of 19()~ and

apart Ihul1 the circumstances M:t out above. s .:!4J did not att~1,t tn!:>Lrumt"nts

issued on or before 1~ March 1()t)~ However, If1 hi-; budge: spt"l.'Chof [9%.

the Minister or Hl'kU\cC announced il thrther lunenanlCm to these tranvtorv

prmlsinl1'. Details of'these amendment» Ult..'t.'unlllinl.'(i;11 )iI,.'l:titlll ~ , I ~ oftl)l.·

Budget Review issued hv the 1It.·p.u1ml'nl (In inuacc (In I ~ vlarch il)9o lht.'



the Iirml rnaturitv date, Ihe [U\PH\C:f was ~1l11hllhl~ Ii.lt the tilll ,1I1lOWll of !nt.'

finance charges lhe Ill\f'lil\1,,'1 Sl)ll~ht hI deduct the 11.111 amount lll' the finance

charges in the veer of rlSo'il!SSment in which the agreement \\US signed and the

R~ million was advanced .'1'1

The C'1.~mmi!l~onerrefused to allm~ the deduction claimed on the grounds thai

interest could not be incurred prior to 111(.'use of the capital lent. the interest

was incurred and accrued Irom day w day and the liahility to pay interest w;;!)

conditional upon the klan 11einlolin e....istence when the interest payment!!

became due :ltI It was argued <In hehalf of the Commissioner that the

e~i5!en~ of an unconditional I~al liability WIS not enoukloh to establish

whether ~penditure IUUI been actually incurred It should also relatt: to a past

event In addltion. the capital involved should be used or employed in

incuning the expenditure in question Van Zyl J reiected these arguments H\!

re{~ to IIC.l!lS~and [ICJ~19¢11:; \vell6ls the judgment nfVan Dijkhor\! J

in lIC. I ~S7 and agreed with the critkism b! Van Dijkhorst J of the

judgments of ivlelamet J in ITt'J~J~~and 1I(, 1.196 In the circumstances, he

allowed the taxpayer's appeal .'11

The judi!tO'..:ntsof Van Di,khorsl J in 1T(' I ~g7 and Van Iyl J in rn: I ~gR .111.'

imponant because the:r' reiect the proposition regarding the accrual of interes;

advanced by '.telar" t I "1 IT(, I·HI~ and 11'(' 1·1% The judgments of

\1c1amet J have been criticieed above, and the itld~Il\t'IHs \If \ 'till Di.ikhorst J

and \ 'an Zvl .I reinf lII:C Itll.'~' ':11111.:1'1111\



availahle 10 the borrower. no right to interest accrues Van Dijkhorxt J agreed

with this reasoning A loun agreement gives rise 10 reciprocal obligations A

failure b~' the lender 10 perform disentitles him to claim performance from the

borrower The learned judge then correctlv pointed out the di!~kult~ in

recorcihng this reu'lI.lI1ing with that in ITC 148~ and ITe !4% .~".

In the circum~!anc(.", Van Dirkhor!'t J did 110! accept the principle that as a

general rule', interest accrues from day to dav This principle \..as too v.idely

stared and Wf\S mcor-ect Accordingly. he th\lOO that the discount c~

constituted expt'flditure 1•mconditionallv incurred by the taxpayer on I ~

September 1')1'18and these expenses were deductible in the taxpayer's year of

assessment endinl' on ro September 1988 .'"

111lICJ ..~J;{S·'M the lacts were that the Hlxl~lyer was a public company which

had been liquidated It sought to deduct certain expenditure relnLin~ to a year

of as."e!,!~ment prim to its liquidation The expenditure related to a loan

Ilireel'nenl concluded between the taxpayer and A. a subsidiary company of

the [3 group of companies In terms of the agreement. a sum l 1 R~ million

was advanced and flClid over to the taxpayer The agreemen; provided [hat thl.·

taxpayer incurred an unconditional liability 10 pay the finance c:harg~ There

was provision thr \. alter the llnal maturitv date. to calculate imel'l.'1\ton the

tacilitv at the prime rate over the period ot'the loan llsuch mllnul1l exceeded

the original finance charges. the iaxpaver \liol1l't'(.! to pm :\ the dillerence l he

(lgrl.'Clllcnt provided Ihm III the c\ en! or Ih1.'capital lent bl.'ill!-l repaid prior ttl



"the actual liahilitv tl1 pay" The liability 10 pav the amount due on n note

on clue date arises upon issue tlll'fl.·of It is in its nature contractual It is

actua! in the sense that it is real. it exists. it is not eonungern The interest

was not separately specified 011 the promissorv note and the dt..bt payahle

on maturity could nOI he split ex facie the note into capiral and interest

There was no \\<ay in which earlier payment of the note than on due date

could brinlol about a reduction of imerest unilaterally 'I1"c unlikely

po55ibility of a later a~eetneflt III grant II reduction of interest upon earlier

redemption ~)f(he note cannot affect the original unconditional nature of

the transaction ....1<1

Interestingly. \ 'an Dijkhnrsl J referred to the unreported case \)1' X lf1v~tt~lJl:)

LPt)'JJ.,1g (ct\.<4cno (}6S0) in \\hich Melamet J delivered lhl" judgment In this

judgment. 1''f'lelamelJ stilted Ihat the terms ora loan a~ment dete.mine when

the lender of money becomes entitled to the interest nil the en >hal l'ent In

considering the nature of the IIireement in question. th~ imerest \.lvIlS nnly

paYllble at the end of the period of the loan The lender's entitlement to

interet! was conditional upon his willintlt1{.'!'iSand nbilit! Il' mske the money

available 10 the borrower tor the period of th.: 1e;1I In the circumstances.

~vtelamet J stated that the interest lid nut accrue 10 .he lender until the end loll'

the period of the loan. unless the contract specilled otherwise .~I'In discussing

this jud!lment. Van Dbkhmst J stated thaI the accrual of irrerest was

dependent upon the terms of the contrac: Iflhe period of the loan is fixed and

the monev is paid over. the interest accrues II' the monev is nol made



The learned judge referred In the authorities relied upon bv Melamet J to

sl.Ib!\lllntiatehis conclusion tha: interest llCCI1.!C,", lium day In day and stall.-<i that

he did not consider them bil1din~ upon him lie went on to slate Ihat the fidl

terms and \,'t)ltdilkms were not !U.·Ioul In the Jud~nl<.·111in IT\' 148~ II was

not. therefore. clear whether the t1ndin~ of Melamet J that the Nrt)s were no!

unconditi,ol'lll WItS solely based on the flcCt that. in his opinicn, interest accrues

on It daily basis Howeve Van Dijkhorst j indicated that this was the view

held by rvlelarne't J when Oil\! considers his Judgment in 11'(' 14% ,"'\ In

considering 11(' 14.'J¢. he lilsted

'If there were no urccnventional terms and condition» -tached ttl the

promi~\Ory note concerned we res{)t:Cttitlly fail to see how the mere

possibility that the parties fNlY in future decide to cancel the note before

due dllte can mflke the note conditional That COl1tin3ency exi~ts in til\.'

case of all contracts (even holy matrimony) hut this does not detract from

the finality of the tlgrml'k.'1l1 Neither I:M it be Sitid that at note is

conditional because the holder must eSlabli!lh hill title thereto The promise

to pay ill uncnnditkmal in favour of'whoever is the holder of the note This

is inherent in the concept nf u prormssorv note Section 87( 1). Bills nf

Exchange Act ,'4 of 1\}()..l

We respectfullv d~) nut go aJ\lIlj.l with the learned jtl~.lt:·!odistinction

between "u contrncrual liahilitv hI pUV Intl.'lt'sl HI s.\llt\C Iinure date" and



deductibility ol'the discount charges l le stated tha; expenditure is incurred in

the [ax year in which all unconditional liability for the expenditure is incurred

and not in the lax year in which it is paid He reiterated that expenditure is

only deductible in the year in which it is incurred Accordingly. he found that

on 1~ September 1988 the taxpayer incurred a I~I liability to P'lY the face

value of the notes when they matured The liability was unconditional, and it

included the discount C'har~es .~lt

The learned judge then referred toIlT l-IM~ and ITe H()", \-\,iLh regard to

lI.C..J4..s~.he Mated that the proposition that interest cannot be incurred prior

to the use of the capital and that it accrues from day to day was too broadly

stated He went on to state the ti.lllo\',ing

'Nothing prevents parties to ealculete the interest. which is cornpensstio«

It,r ffifk~ey lent. 001 on a daily basis but on a weeklv or monthly basis or

just in i lump sum In fael it borrower \\h,) has borrowed a lump sum for

ft year Ilt Q s,pecilied interest cannot under our common law unilJtterallY

reduce the sum of interest by a accelerated payment of capital Voet

~2 , Q, Voet 11 I :"0, H;mitl v E\I\rafO I')·B .\D ~9~ dt 602 If on the

other hand (he capital is repayable ill will and the interest is calculated 011 U

daily basis I!·... abnv~..-stated proposition that the interest aCCl1.lCS from day

to day is corrt.'Ct ..~l.'



constituted a sale ol' an asset Till' loss incurred ,...as of It capital nature and

WlIS nor. therefore, deductible from the taxpever's gross income I'"

Van [)iikho~t J then examine'CI the nature of the transaction and concluded

that It could not be regarded itS the !lale of promissory notes lie exarruned the

difference between the discounting of a bill and the lending of money He

slaLoo that in It discounting If a .sacrion the seller of the bill does no: under>' e

to repay il on due date TIt: signatories to the bill have those obligation" U'

the seller is a signatory to the bill. his liability arises £\s a mult of this fact and

not because he is the seller 1'111 Where a bill is sold by way of discount. the bill

itself has an inherent value On the other hand. where a person offers hili own

promissory note, a discount house is m.rely obtaining the maker's written

promise The stren~th of the note is dependent on the Illaker's worth Such II

transaction could not be regarded as a sale Ihe Inct uat the person \\00

negotiates tilt: note endorses it would not change the nature of the lrlUl$lCri{}n

..\~~nrdintdy, he reiected the argument that tbe tmn' sction \,,1tS II sale of

pl"Omi!l5ory notes with Q prepaY111ent or costs He fbllnd that there Viall no

loss If the difference between the discounted and lice values or the notes

were to be regarded as a loss. lillCh loss would not be r~ded as being of II

capital nature I'·'

Van Dijkhors; J Ihurld that the transaction \\as !1 loan or monev raised on the

monev market hy the tavpayer B acted Ibr the taxpaver and B 's commisson

and stump duties were immediate 1,:ostS ,", I h.' then ci.nsidered the

XI



drawn bv the taxpayer in lilvour of B or order, endorsed by 13and discounted

in the market 1",1

On \ ~ September 1988 the taxpayer issued promissorv notes with a face v~I!I.I·e

of R.1~ tilillion and a redemption date of' I" December 19H8 B accepted the

notes on I ~ September 1988 No mtHlt.'\ changed hands on this dey B

retained the monies received in terms of the arrangement with the taxpayer

The rransacrions were reflected in the books of account of the taxpayer l"~

The taxpayer ~ed that the discount charges. commission and stamp duty

constituted M expense incurred on I ~ September \988 The taxpayer's

financial year ended on JO September 1988 II \HIS common cause that the

commission Md stamp duty were deductible The issue was whether the

discoum charges were deductible The taxpayer argued tim! all the discount

charl'es were incurred on I~ September 1988. these expenses were incurred

during its flnMcial year ended on 30 September ll)~lS I'·,

Counsel Ibr the Commissioner argued that the discount citurges were not

incurred in the taxpayer's tinandal year ended on ,10 September 1988 as the

taxpayer was only lei,Ulllyliable tn PU\ these expenses on I~ December 1995

It ...vas further contended that. flllkm ing the decision in IIC l-I8~. discount

charges should be treated as interest anti should I'll.' calculated de die in diem

On this hlts!s, most ol'tbe expenses would fall into the Ihllo\\ll1ll financial yeat

Altt.'lIIttlt\ 1.'1\, ("ounsd Illl the ('OIllIllI\\iol1l,,'! contended Ihat the InU1S<lI.:llon



ignoring the English law on discounts and thl. distinction drawn between

interest and discounting bv the l Iouse or I.lllds

Atler these cases, the issue or the deductibility of discount charges was

considered by different jud!,-cs in the Special Courts The first of 'lese cases

was considered by Van Dijkhorst J in rre: I ~~7 I'll The facts were that the

ta.xpayer carried on the business of lull maintenance lea~ng Its issued shares

were held. directly or indirectly by A and B equally Originally. the taxpayer

leased vehicles from Band on-leased them ttl its customers under tull

rnaintenance leases Subsequently, the taxpayer and B agreed that !inance

costs could be reduced bv raising money ir the money market by way of

banker's acceptances and similar instruments The taxpayer would issue

prornissorv notes and these notes would be discounted in the money market by

B ~Ihe rates would be below the bank overdraft rate The cost to the

tlk'<l:>tlyer would be the endorsemer» commission, starnp dUlY and a discount

charge These' tinancin~ lmll1gementll were implemented by the parties The

limds raised in this manner were lent to B al rates which were similar to those

charged under the financial leases The terms upon which B discounted the

notes were standard terms applicable to this type 0[' financing Minor

variations were set nul in iel letter of credit advising or the special terms and

conditions TI"K'sCterms included those dealing with the seeuritv. tilt' facilitv

and its cost The acceptance commission. discount charges and sll'~Il:) .1(11)

became pavable whenever 1\ bill \\IlS accepted The promissorv notes were



!lOt accrue Imtil maturitv It therefore differs from interest in that inurest

<lI.'CI'lIl."S from day to day or ill fixed intervals whereas (I discount docs not IM7

Thus. particularly in IT(, 1-l%.'M~ it v,as. with respect. inappropriate tor

Melamet J to sec>kthe anal{)g~,of interest in English law in order 10 justify his

contention that di!lcnl.lntir~ expenditure IS deductible on an Cln"'laJ basis

In lIC J.4S~'11'1 Melamet J referred to accounting practice in order to confirm

the treatment of expenditure which has been incurred but which will only be

paid in a later year of assessment Once again. having referred to Olltt:x_Qil I'll'

earlier in his judgment. 1')1 Melamet J chose to ignore this Appellate Division

decision which dealt with the same issue In this regard, it is sufficient simply

10 refer 10 the following portion of the judgment of Both a AJA in C:~t\Qil

'The court is only concerned with deductions permissible accordin" to the

Innpge of the Income Tax Act and not debits made in II IlIxP4\yer's books

of account for deduction even though considered proper from an

accountant's point of view -I'),'

The l1nal comment thtH can be made on these 1\\0 judgments or Melamet J is

that it is regrettable that. on such all important issue, t\ judge in 1:1 Special

lncoine Tax Court should arrive at an erroneous conclusion and ignore Roman

and Roman-Dutch lit\v. decisions or the ....,ppellate Dh ision or the Supreme

Court. and selectivelv quote trom cenain anthoritie ...on 1'.Il~.li...h hl\\ completelv



!I\'\ilble income "1 nus, \..here interest IS deemed II I,'\c deductible bv the

is!\u~r of an insrrumeru in terms of s 24J(:2). the issuer may !lot also deduct the

discount expenses 01 interest actuallv incurred or paid hv him 111 terms of the

instrument: II Where the term of an instrument issued on or before 1~ March

1()t)~ ill exrended or i15 terms or ctlndililll1!1 are materially altered after that date

the instrumem is det"'med to have been issued alh:r that date In these

circumstances. the provi~tm!l of s 24J apph to the instrument from the date of

the exten~on or variation of the instrument :'.' The importance of this

prll\i~on 11M mostly [mIen away with the minister's announcement in the

bud~et speech of 19<)6with regard to the introduction of retroactiv ~ legislation

concemil1i the commencement of the application of s ..."lJ and the enat:ttnent

of s 14 of the Income Tax Act )(') elf JQQ6:" Section 24J~A) provides that

any amount which 11Mbeen deemed III have been incurred by II person in terms

Of'll 24J shall not be deducted more than once from the income of that person

U II remll! of'an application ofs 24J

Where there is more than one issuer in relation to In instrun~nt. one must

exclude all amounts paid or payable, or received or receivable by uthe; iHuers

ll!' the ltlstrumenl when calculating the accrual amount or the holder .'.~

Where the holder of an insrrument is cntith ..d to any interest 111 terms llJ' the

instrument an(I, at the same time, is also liable 1\1 pav in(~:rest in terms or the

instnmlenl, he will not he 11hnkk'f' and issuer tIl' the instrument at the san~

lime If the interest receivable hv hun t.'\cl.~'lls the mterest ,><\\ubk' I" him. hI.'

\\ill he regarded tis the holder nC the msmunent ('oll\crsd\" Il'the interest



Once the total amount has been determined. the second part Ill' the calculation

is to determine the udjll!llt.'ti gain This ~ail1constitutes Ihe 1.'\11.'11110 \\ hkh the

Intal umoum exceeds the sum or the mlllsl~'rprice or redemption pavment in

quesrion and any payments made bv the issuer in 1t.'f111S or the instrument

durinll the eccrual period m An example of the calculation of such III ~n

where an alternative merbod of'calculating interest has not been applied by the

issuer is given in the Explanatol)' \'!ertll.lrllndum:··' and has been discussed in

chapter 3

Section 24J(",)( fl) pmvides thai an IldjU!lll.-dgarn on transfer or rt.*demption \,1'

an int~trument is deemed III have accrued to such person in the yea.r or
a!l~eunlent in which the transfer (If redemption takes place Where $l.lch tutin

il1(ludes an acc.rual IImount or an amount determined in accordance with an

alternative method. Ilnd such am01.mt has been alkl\Ved as a deduction frorn the

income of such issuer durini' the ~'W of assessrnent in \vhich the intttrument is

tl1lnsl~n-ed or redeemed or in it preVll'lIS vear, S ~·1J(4A)(b) PfllVid~ that such

amount must he included in the is!'IU·er's income 111 the year or a!i~'Un~"fl( in

whi~h the ins,trumem is transferred or redeemed

The ndju!>ted 10,\!1incurred by rhe issuer IS calculated \'1\' liN delt.'f1'tlinin1L it

total amount Where an alternative method or cah.'Ulitlin~ interest in respect or

ttl!. instrument has nut been applied hv {he issuer. this IS determined h\ adding

the transfer price or f't.'<.il.·mptiullpavmem and a11\ PiI\Illl.'llts mad!.' h\ the i..suef

in respect of the instrument dunll~ the accrual period The 1\1" 1.'1lllsllllllc!Ol Ihl.'



Rl 000 000 on 31 December 11)9~ Au amount of'Rl \()(J()()(l is repavable on

.II December 1997 The taxpayer's financial vear ends on 28 February The

yield to maturity a5:!Jumini{an annual accrual period is f.:j.(Jf7~4oo per period

The cash [10\·\S relating ttl the financia! instrument an: \e! out in the table

Month R
---,

.II December IQ9~ I 000000

31 December 1t)96

0

31 December J l)(J7 (I 300000)

(.'lex) 000)

below

'{''i,'' 0'~~

~~v~:J~

Based on these cash !lnws. the incurral ol'interest by the taxpayer is set out

in the table below

t.ItW~,1 !( !(l~

''''~''~~---~>,~- ,'....,.---_._-
'" " 1,llll":q In '1'10

TIL' )I!.llt' 1'1.'1'100 AlM (R)

11)(J~/(l ]1< Pcb 1')1}(, I (lIlI)ll(M)

llJ%/' II Dec 1')'% IIKlIl eM")

11)<)(117 2:<h:h I OJ')':' t 1·10l"~

Note Vleltl Inelll'l'I\l (R)

1),I.jHI"~·1 229l«)~-------~------~-------+--.-~,-------.~-~----~2 1I,1.loI7~·1 1l"1')~

1MF~'h I'JlfIoI I 1-10 1"'~'1
._'- __ , L-_ .• "., •.l..



I
··~---... ....--------..-

i\, I.'thod

I

199~ 1996

412.<)(} I ()~.I ()

1---- Ditlerenee tll YtT\l -- ....---4~.()3----(.-~.~-.()-Jd
I-.--------------------+----------~------.---.-8.111)

(II) Weighted cnpltnl

(8.110)

2~C),O() 2~9.00

( 108.87) 108.87

(2 I.()Q')) 21.(J'l"

367.90 150,10

0.03 (0.03)

O.OOn O,(JOII

367.87 150.13

Difference to 1'1\\

Difference as Q 0 of interest

(e) Cnlcultlted

DHrerence as o. of interest

(cl) Ylcdd to IHI\(Ul'lty ()'(1\1)

~------------------_.----------~----------~
In considering [his table. it is appropriate to examine the ahernadve methods til'

calculating the accruals in more detail

The weighted capital method of cakulmiun is an application or the follow ing

thrmula

I'otal monthh balnll'l:c,'s



in n.·spt.'l:lor all such instruments held and not disposed of or nut n..edeemed by

it at the end or !\lll'h year of itsseS!tIncnt It is necessary III take mto account

mterest which would 1..1\ .,~ !"-'CII taken into account 11!\dthese provisions nul

have been IlppIkable in prior vears or U...,,,,,,·'1Il1ICl1t In addition, account must

be taken lll' all) income included in the company' Ii gross income in prior years

(If al!S~,!mlen. :.1

The Expianatory Mernoraadum contains it di!ll:ussiun and example on the

alternative methods l~rrellecting the spread of interest Ihr aCClluntinit

purposes tIll In the example. it is as.~med that the tlLxpayer borrows the sum

ufRIO 000 on 31 May 19<)~at an intercsr rate of 17.~~oo per annum The

loan agreement provides thaI the loan is repavable within six months by WilY of

mOnIhly instruments of R I 7~3 The taxpayer's I1rUtndru year end is .11

AUilust The interest payable ,1\ er the period of the loon is R~ 18 The

cru'Culati()r. of tl~ interest ulting vanous nlCllll.l<is or calculation are ~t out in

the tahle below



payable by him exceeds the interest receivable by 111m in respect of the

IIlstruml,mt. he will be n.'gurdl.'(l i\)\ till: i..suer '.,

A company whollC busilll.'!!s consrsts of dealing in instruments may elect it

dilferent balis for it It) be taxed on ils interest .''t, Ibe basis on which the

company will be taxed will be 10 applv a market \aluation in respect of rbe

instruments The company mus! make the election in v,riLing and mu,t $Ubmit

it statement I.lcltingout in detail the meth<xiulogy lhal the company ",,111apply

in dClcmlining the nllrkel value nflhe instnml\'nts The election shall nm take

effect unless the Cornmismooor has, lIub't.'Ct to ar.y conditions that he might

impose. approved of the methodnltl~\' and the marmer in which the rrwket

value of the instruments is taken into acccurrt in oelt.'11l1il1lnl' the company's

ta.xllble income The election will he binding on the company in respect of III

such instrum:\.'11ts dutinS the year of USessrl'lertt in vvhich rhe election takes

etfect and in all $Uhs.equent years of is.~e1Wlwnl Where the c(.)mpany hal

made ~{;hM election any instrurnent In which the election applies \'I,i11 be so

dealt with until the instrumem is either !oI.lld or redeemed The C'ommislioner

'nay withdraw his I\ppnwul if it \~ll" l~htaint.""by Iraud or us I result of n

misrepresentation or fltilun: 141 lhsdusc 11 IlUllcrial H1CIby 11\1.' cumpany The

Commissioner must. of course. IX' satbtk-d Ihal, haVing regard ttl the llllllal.'ts,

(he approval sn()uld 1l1.11 hil\ C been granted When: a compenv tltl longer

complie« with the plO\lsiot1s or .. 2-1J(t)) the approval grarued b~ tlw

('Oll1l1li"sIO!'lCr is deemed 10 have 1l<.'t.·11V.ilhdlil\\ n \\ ilh !.'Ill'\'t liom sud. H'm

ol'iI,\I:,,,mf.'ll[ Alllld,ll'(!l1"'111 11111\1tl<.·lIt,ltk· 10 th,,·!:omp.llI\ ' .. tll\uhh,' IIlI.'OIlW



n..xlemption proceeds, a:s the case mav be. and am other pavmerus received by

the holder duringthe accrual pcl iod in question

Where an alternative method has been appt.I.'<i. the loss is determined by

addinf.t{th.: adjusted initial amocnt in relation tll the instrument and ttll amounts

determined by appIyitlg the alternative method and any other payments made

by the IK11derin terms of the instnnnem during the period from Ilttluisitiol1 10

the date that the instrument is transferred or redeemed There must be

deducted from Ihill anlount the transfer price or redemption proceeds, l!i the

case may be, and any other pay1TItmts received by the holder durin!( the accrual

period in question

In terms or s 24J(.1 l(b) any such loss on transfer or redemption of the

instrument is deemed ttl have been incurred in the )'car of assessment in \~hich

the instrument is transferred or redeemed Section 24J(·lA)(il) stipulates that

where such loss relate!' to an income instrument repres,entillij an accrual

amoum or all amount determined according III an alternative method and

where such lI00Ullllw been included in the hutder'li income in l'l previous year

of I\S.'IC!'!i!U11et1t. such amount is I:\lIm\>"bleas 11 deduction [rom the holder's

income in the vear of ils~ssment in which the instrument is transferred or

\VI1I.'II.' s 1-11 applies. al1\ 1f1!en.·st paid h\ " person in terms of 1111II1slnlmelH is

(101taken rrllo IIC(,'IlUIlI I<l! Ihe pwpo~', (It', II in ~'ilklll,lIl1l!o! ~w:h 1""!"iI.l11·'



extent to which thi~ amount exceeds the inuial amount of rbe instrument. the

accrual amounts in relation tu previous accrual periods and the current period.

and any other payments received 11',the issuer less anv pavments made by the

issuer in previous accrual penods Where an ahernauve method of calculalintl-

imerest in respect of the instrument has been applied by the i!!Suer, this iii

deterrnined by ndding the transfer price or redemption payment and any

payments made by the i!SUer iii respect of the instrument durinS the period

from the dnte of iSSl.Ieor acquisition of (he inSlnll11ent by the issuer until the

iwet" transfers or redeem; the instrument The loss constitutes the extent to

which the total amount exceeds the initial amount of the instrument, all

amounts determined in accordance with such alternatlve method and any other

payments re \,',.ed by the issuer during the period from the date of issue or

E1cqui!itil.')nof tht it'tstr mt by the issuer until the issuer transfers or redeems

the instrument ;,10

'TIle definition of .adjl.lated loS!!on transf~r or redemption of an instrument'

contained in s 2-1)( I ) aU!it1covers the situation lh.m1 the v1e\vpoint of the holder

of M income instrument

Where an aUtem1111VC method has not been applied, the loss ill detemlined by

addinil the adjustl.xi initial amount in relation to the insuumeru and the accrual

amounl in respect 0[' the nccrual period in which the insmunern is transferred

Of re« '!HI.'Cl There must he deducted lrulll this amoun: the transfer price or



R 1om 000 x 0,1~1Il17~4x 10{lf ~()(J

"I R 1 ()O{) 000 x 0,1·10 17~4 \ J()(,!.1(Xl

3 RI 140 17~x O,14017~4 x ~l)/J6.~

J RI 140 17~ x 0.140175.1 \ 306(1(,~

Where an issuer makes II profit or loss on the salt: m redemption of an

instnlment, the adjusted protit nr luss, as Iht! case mav he. i" deemed to haw

accrued to him or I:I'l\C been incurred by him. iI" the case ma~ be, in such year

of a!l~C1I5ffient :."

The adjusted gain from the issuer's perspective is determined by first

Jetmninintl a total amount where an ahernanve method of cah:uitltintl

inle~t in respe.. of the ittstnln1ent hall not 1~ applied by the i5Suer tl~ total

amount is determined by addinil tilt.' initial amtltmt. the accmal amollnts in

relation ttl previous accrual periods and am payments received bv the issuer

1m any payments made in previous uccrua! peri<xj" There is added to the

f\djusloo initial amount any paymellts rt..'CeiVI.-U by the issuer in Ihe relevant

accrual period When.' an eltemetive method 01' calculating mrerest In rc'·:~'C[

of the instrumem ha~ been apphl.'d bj 11~issuer the total amount is dctcl1nitll.,(j

by nddin~ the initial amount. and all amounts determined in accordance \\ill1

the alternative method and am other pU\l1lcnls 11.'I.'c!\t,'(!b\ the issuer trom the

dale of Issue or acq iisition until the tnlll"I~'1(\1 redemption (\1' Ill,' msnument

b, the i....uet



Having considered the is.'Illes arising tium the formula, il is ll{)\'. necessarv

It) consider the application of the formula to the issuer or an instrument There

is deemed to have been incurred bv the issuer an amount of interest 'I here are

two hues for calculating the interest that is deemed to have been incurred by

the issuer The tirs:t basis is ~o determine the sum or the accrual amounts in

respect of all accrual Pe1i(1US lalling \\ ithin the ....ear of assessment This applies

not only [0 complete accrual periods. but also to any pan of an accrual period

tallmg in the year of assessment The accrual amounrs are determined by

applyilig the formula The second basis is to calculate the interest by applying

an alternative method ::' The meaning of'elternative method is defined It is a

method of calculnting interest in relation to any class of instrument It l11L1st.

however, conform with gen,~rally accepted accounting practice. be consistently

applied in respect oCall instruments for all financial reporting purposes and he

result in respect of the accMtl of income and the incurring of expenditure

should not diller materially from that resulting from EU1application of the

formula :~.I In the Explanatory Memorandum three alternative methods are

referred to These are those based on the weighted outstanding capital and

interest and on a straight-line spreading or interest and that calculated by

applying the rate end instalments in terms of the relevant agreement .':'

An example 011 the incurral of interest is given in the hplan;.ttnrv

Memorandum which \\iII be discussed us II gives one a better understanding of

the application or the Iorrnnla contained III s 2·1.I ','.. In tht.' example the

taxpayer enters imo em iI!,ln:cmCl1tin terms or \\ hich 111.'I...'·CI\I.'S an amounr of



March I(ll)" The definition l~ran instrument contains a general definition.

certain inclusions and certain exclusions The general definition covers any

form of' inrerest-bearing arrangement An instrument includes stocks, bonds.

debentures, bills. promissory notes. certificates and similar arrangements It

includes various forms of bank deposits and loans as well as repurchase and

resale agreements Where there is a right to receive interest 0; an obligation to

pay interest in terms 0(' such an instrument and the right c r obligation is

acquired or disposed 01: the acquisition or disposal will also constitute an

instrument There is excluded from .,IC definition of instrument it lease

agreement and any agn.~ment in which the holdel· would quaJil)' for an

allowance under s 24(:2) of the Income Tax Act ::: It should be noted that the

definition of an instrument does not include a share It could he argued thtlt

certain types of short-term redeemable pre terence shares should be included in

the de!1rlition of insln.unent as such types of shares have certr,' rights that are

similtr to those reilltilli to certa:j( 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 to the price 0(' the associated shares It could.

thel(~fore. be argued that these types of bonds should not be covered by this

legislation as they are similar to the associated shares and should not be treated

dinbren!!y A similar argument could be advanced in respect ol'bonds that are

linketl 10 an OtllClaI price index It is submitted that the approach sdopted in

the United Kingdom hal merit Securities (hat give the holder k\ proprietorial

interest in a cc-upany should not he covered Iw s 2~Uand securities which ,1\1

nul should be covered bv s 24J



calculating amounts receivable allvr the date when the calculauon IS made "

It' the variable rate changes the rate or compound interest IIllisl be

redetermined In redetermining the rate or compound interest, reference must

be made to the adjusted initial amount at the end of'the previous accrual period

or year of assessment In addition. the variable fate at the dati: of

redetermlnation must be used :IK Where the terms and conditions of an

instrument are varied a'ld this results in a change in the rate of compound

interest relating It) the instrument. thf' compound interest must be

redetermined :1'1 Where there is a vsriation or alteration of the rights or

interests of El holder in respect of the instrument, the rate of compound interest

relating to the instrument must be redetermined :."

The third issue arising from the formula is the meaning of the adjusted

initial amount lnsotar as an issuer is concerned. it is the sum of the issue

price. the accrue! amounts Irorn previous accrual periods and anv other

payments received by the issuer in previous ICC mal periods less any payments

made by him in respect urlhe instrumeru ,'.'1

Ihe fourth issue relates III the I,"PC of instrument covered by the formula

When considering the position of all issuer. 1111.'Ii,mnula applies 10 instruments

This is dillerent Iroll1lhe case oft! holdt.'r where [I~ tormule applies In income

instruments The instrument must h..1H.' been iSSI.ledafter I~ March 1995 or on

Of bclllft: (hut dare lind Inllls!t.'lll>t1 <Ill tH aller I') JlIh II)\)~. (If. instllllr as il

n.·lules III its holder. issued on III hetore I ~ 'vlarch and unredeemed III l·~



produce income ."1 Ibere must. Iherrrore, he it factor linking expenditure to

income so thnt it ItlllY be established that the expenditure has been incurred in

the plt\dHcti~.)nof'ineome N

The most irnportent factor II'llt! the CHUrls have to take into account is the

P1.Il1X1~ofcl'le lIet which rt."Sldtt.'din the incurr<~it«ofthc cxpenditure .." If the

nct HI pt:rlbrmt,,"CI vvith the purpose of t:amlfli income, expenditure attendant

upon it is deductible ..... \C\11encon5iderin.,. tl~ deductibility of interest. for

eXimpte. the ultinmte use or destination of the mo~ v borrowed ill no! a

decisive factor m

The act entailitlj! the expenditure mu!\t have heen incurred with the purpose of

camini' income :'It It does not matter whether the income will be earned in I

year of weument after thnt in which the e"\penditure is incurred J~ The

income referred 10 is income liS deAned in s I of the Income Tax Act, l'I!I11ely,

woy income 1,es4i exempt income:w Therclore, expenditure Incurred in order

to produce income which ill not from a South Aflicnn source ill nul

deductible ....1

The expenditure must not he incurred I\S a scheme to improve the tinan,;ial

appearance of the business'''''' nor to enable II company to ollrcha"'e its own

shares,''''' nor tIl he uuli,cd fhr 1l0n.prodllCIl\C ptlfJXlSt:s ,'hi 111mever, it: Ihr
example, monc.y is borrowed III fund \' 'I king clipiUlI. 11\1,'nuerest incurred IlI1

the loan is deductible ,'f.'



tt7( II Ill' the Bills nlT\changc Act l-t of I%·1 a~ an uflcondill(lflalli4£hilil\' uf

rbe i"sttl,-r to p8V the fhce value 01'11'11.' note 10 the llolI,' " holder in due: C\'Il1t~ at

the nt'lc', maturitv is a !~lt)r uttainl'l an applk'.uinn or the lu\\ or r~'Clpwcal

noHhlatinn!l ttl the situation in vvhich it pwmissuf\' nnle "i,~,,-d If this

interpretation did nut apply, lhe detinition of a prO!1it!j,!,Of\'nt)te ...oukl be

inetr~ive

Ilavin!l "....amine<! tlw situation where A IS~'" it bill. note or bond to ti at a

di~'lUnt on ;ts ta{.'e \al~. it is n«:\.'!l'lolry to di:.cull!l tlw litualion where B

netlotUlte! the instrut'!lefll rc (' WI'l\l p~ts it fhr payme'n( IU maturity The

iuue to be considered ill al \\ hat s(a'~e do 13 and (' actually il1<:Uf t!wlr

expenditure rei1til'ltl to the tran!lll("iOnll If one applifl the if'l1«al prineipt'C$

relatintt to the incurrinll of expenditure II!! di&CUhed tlxwe. it ill clear that both

B .nd (' \0\<111hIve inC1.tmO their ('''x~l1dlture \"hen th~y irn.:urr«l an abtolute

liability to pay tor the instrument

IN THE PRODllCTION OF INC'Ol\'iE

It is not I,'l\olll'h merely 10 estahlish that expenditure and !o"''it.'Sare deductible

if incurred in the :''Car 11t' as''!oI.'S.'11lellt :'" ThI.· expenditure and !tl~ mUll 00

connected with the eantilthl tit' profits lind nOI hI.: incidental ttl the bugjncsll

heing conducted ,"1 Thus. expenditure and ItlsSlo'smust 11.1\1.'been incurred ill

the production ut'income ",' (it.·ncmllv expenditure and losses d\l Iltlt direcilv



too court con~de" ..d V.hcll'M:l Ilk' tux{l'WI.'f incurred nil ab·.olute and

llllttlWilkti lq,wl Iiabiht~ III r\.'S{')t.'C1or II'M: dl.'till<.'lion li(l'\ll:lhl b, it The court

thund that. l'l!l1 the evide~. 11111:U1Xpay\'t wall unly required tu pay the

purchL~ pri\'\Cin n:tp«! of th~ ctlntmC15 l4Ulin!l.t rl."CCip1 of the bilhi of Illdml

and relevant invo~ The C{1Urt fhund that the tl.l(payer did rn>! incur an

',II1Conditkwlliab41ity to el1«'1 payment prK>r It) receipt tlflhe c:klCl.!tMnl! : •.

The court retmed to ES.t: FltlillKillS~icn lPt)'j I.tel v 01un~)41co\'eri~

the principle t'lt' reciprocal nblilUtlklflS and held Ihal the U1XpaYef had rx ,

incurred an uoo('lnditional I~mty in the year or ~t in qu"tion

AccordinWY, the court diwll$t(i Ihe ta.xpayer's appeal :~II

In lILH+.I the principle of reciprocal oblipti(}f\$ applied in that the li&bility

of the tlkxpayer to pay the purclwe pnee waul conditional upon the

perfunnatnce Of tender orj)tl~{)rmance by the seller J"" C'lettrly. the fhcts of this

case v.ere sOl'MWhal Um.I!§Uw in that the contract WitS onJy concluded wl~n

Ply-ment li.)r tile millen.ls 1'l1.)(llllh! wa.'i etl~"'tecl It is submitted that. on the

IlIcu! or the c:a.!Ie, tile (,I:urt co~ly IlppJ}t:I.i Iht~ principle of reciprocal

()btiptitln5

In considerin~ the application of this principle III the issue (11' a bill, note or

bond, it could po!i5ibly he ar~ued thit the liability o]' the iSltuer to pay the lace

value Oil the instnnn\!11t ill conditional upon the holder pn:)IIcminl:l it to him !i.lr

pavrnem It is, however, submitted Ihal the definition of a j'lIllllt'SOI'\ note III ...

·111



!\(>ught to deduct an amt>unt in respect of commi[m~nts thr product.on

I1'U1lerials The taxpayer imported certain production materials used in its

process of ImtnUt&<.'ture The price uf these: materials in {he world market was

volatile The taxpayer sought to protect itself trom t~ price fluctuations It

produ~tion tniterials rbe production materials were manufactured trom

certain raw nutterials The contracts for the purchase of the raw materials

w ere !uch that 11 00 time did the taxpayer a<:tual1yIlcquire the rl1"\ tmterials

thr which the contra~tll 'vere concluded The taxpa~r merely Ilc<'luil'edthe

right to purchase ~1J.)p!ies nf the production I1l.t11mals In addition:. the

contracts pnwided l!I method Ihr delermining the price of the production

The amt)unl which tht: taxpayer !it)ughl ttl deduct \H'lll that reitllinlt to the

purchase or Ii-nuft: supplies or tbe production materials The deliverv \If [lie

materials wall effected in later years llf MS<I.'SSllief1! The court accepted that

the price ol'tbe material» was either fixed or determinable and that in each case

there \\as a binding lind enlorceable contract '

-110



nul acceptahle This rai!\l.'S the Issue whether a l'la,is or vafuation should he

acceptahle in certain circumstances and not acccptabte In 11111.:rcircumstances

It is submitted that it is nol desirable lilr R busis of valuation III only be

acceptable in certmn circum!ttance!I as this leads tn uncertainty A balill of

valuation 14110uldeitl~"I' be acceptuble or IiOI 11 is !ruhmitted that there IS no

valid reason why the strmklht-line balis ,~rvaluation should nOII~ acceptable in

ill circumstance!!. and the t~i!llatiof1should be chanyed acctlrdiniJlv

In the clrt.'Umluulce1. it is suhmitted thai [he definitiun of ahemative metmlCl in

s 24J( 1) of the Income Tax Act sJ'k)Uldspt'Cif~ the extem to which the result of

an nppliation of an ahenUltive tlWtl1nd nUlY vary trom that achieved by an

application of the yield to maturity basi!! before such ahemttive meLh(.lCi

becomes ullacceptllhte In addition. the section should alsl'l claritY whether one

method may be acceptable ill certain circumstances and not in lltlWrs

The Ali&\,Ique1Ition to c~msider ill \",hether the incuniflj of II liability in mpect

of 1\ bill. note or bond ii alTeC10ci by the 11\\ relitil1lj to reciprocal tlbligatlt1M

The g.eneral principte relatiny to reciprocal oblii:tlilllOI1S is disc\l!\5eO in dmpter l

to the extent that it al10cts the accrual or gross income It \\111be recalled that

reciprocal obligations apply in bilateral contracts where one rar1y cannot call

upon the other party \l1 pertorm hi~ nbH~Ulli\lns under the contract unit'S .. he

himself has fulfilled his obligations or is ready to perform his pan of tilt'

contract .'1<' In other words, II penon's right 10 performance IS conditional on

hi .. re-perfonnance or II .eciprocal obligation ,'II This I\l~ or contract sl.ould

-10")



Y t'"r At'ltud Wel.ghted t'flpUnt SlMtlrdH-llnl'

--n 0,46 O,~4

1-. _._--_.-
1 () 0,47 (),~:!

I .--.
3 0 n.•17 o.:!O

4 0 nAR 0.17_. --
5 0 0.48 0,1('

6 0 0,49 0.12

7 0 OA9 O.OS

S () O,~O 0.0-\

~
9 o n.:' I 0.00

10 0 o.~2 ·o,()~

II () n,~' .0,1(1

12 0 O.~4 -0.16

13 0 OJ~ -0.23

14 0 O.~7 ·0..10

15 (1 .7.0~ -tUS

It is clear ftom the second example that alUlual variations ro the yield to

maturity of the annual accruals applying the \\eii/ohtl.'d capitnl method or

is acceptable ill this -ituation 11 is s,lIbmilll.'l.l thm, uppl~'in~ 1111.'second

example, it would be dillkult to argue that the struight-lme basis n[' valuation is



~. I Ylt"ld ,;'-'T~\C(~~t~r-"Stl'fllght- _" 1Year Amcuat \:Velghted
I I

(Rnnds) fU:fItUrity Hnt" cl.pltnl

\I tJon! IIlot I

1 IOUO()utl I02Kl~)7 ltl2Kl~)':' 10(1(,(1(17 lI0212.~

2 1OIlIIUOtl 101 I 107 lOll \07 I(1(,(1(,6' 11Il~9.1~,

-J 100011110 lO\.Imn IO'\.JKln 111(,(Ji,(,' 111O~1~

" IIl1lO1l1l11 lOilUtt,x IOllUtt,x IIlt,(1( ,(I '" III.I'J~U

-!l ItlOCII 100 1l1o1 nox 10·1\1(11'1 106ClII(,' 11202\7

€I (IKIIUKI 10..IK2~~ l!loIK2~~ 1066(1(17 112(,12"1

., It1(11II 11)0 Jl)~ "'II" ltl.~'''h'' 1t16Ctfl(l' II '2(.1)I

Ii IIIlK K )(lll IO~IJ<)!N Itl~I)')!I') ltlhClhh7 II*' 1l0~

II I!IU(1(1I1(1 lO(JtI7~' ltl66'~' 10(166(17 11481~·1

ICI l\1(l(l(}lI() 1074~7H ltl7·n7M 1U666f17 W72ii

-11 IIK IOO(l(l 1111'12:17., IIIK2K7.' )l16(,(1l! ., 111l71~)

12 In(}UUIKI 11)112'·11 lt~m41 106(1C1I1' II'Khl'

IJ 1l1()(1(1I111 llOlKtJll Iltl2Ht)t1 IUM(J{l7 III) Illt-I

101 I!It IIlUI ItI Ill·I~,.n 1114(101' )llts666"1 12tl~I'N

f-- -Itl ) IIKIlIOOO 112",,,,11 112''''9 10(1(1(1(17 I

The thUov'iinj table illustrates the percentage \If InIal intere s t of the vaIialions

of the <.!·rH:rentmethods or calculation wah the yield to maturity basis or

cah;ulatinn



has regard In the example above The straight-line busis of valuation \HIS not

al.:l.'cpt.lblc III tht' (,pmmlssinnCl ill the YeaI end as diM:llSM·d in tilt.'

Explanatory Memorandum In the example given in tht' ExplalUltlll')

Memorandum, the year ended at the end of the third month At that stage the

vsriation with the yield 10 maturitv hniis was ·1 (}()O 0 If the vear had ended at

the end of the firs! momh, the variation would have beet' -()(jU 0 The question

arises whether. in tbese circum!tafll:e!I. the straight-line basi!'! would have been

acceptable In this regard, it should be noted lhai in the example given in the

ExplaMtory Memorandum, the weighted capital method was aceepteble to the

Commissioner At the end ,If the third month the variance l1f the weillhted

capit.1!l method was 4~O 0

The second issue follows on frorn the first issue II' one has l'egard to the

weighted capitlll method in the above eXll1'lple. it will be noted thaI, aparl from

the last month. the variation v..as between 2~oll and 4~Oo Clearly ilOl~oo \\as

Q,cceptable to the Commissioner. the lower percentage variation.'4 were also

acceptlbl<;; However, it is not clear how high the percentage variation should

be before it becomes unacceprable

The points raised in the (\"0 issues discussed above are reinforced when one

considers a 1i,II'therexample AlillUllle that n I~·\ear bond is issued The issul.·

price is RIJmillion and rbe

redemption price is R I () million The annual coupon rare is It jO 0 The

accruals nrc sCI out in the table belov,



II is stated in the Explanatorv Memorandum that the weighted capital method

and the calculation bv applying the rate an I instalrnents in terms oj' the

agreement an: acceptable as methods of calculation However, it is also stated

that the straight-line method of calculation is not acceptable ,,"1 The authority

thr this statement is. presumably. contained in the deflnitlon of the ahernalive

method in s 24J( I) of the Income Tax Act Paragraph (,.) (If the detinition

stipulates that the method should achieve III result in relation to the timing of

1I'It"accruel snd the incurrel of interest that 0('\('1not differ significantly from the

yield to maturity basis of calculation It is respectfully submitted Ihat tlus

del1nition is not 5ut1kiently clear Paragraph (r) 1.11' the definition of alternative

method stipulates that the result of an application of an alternative method

should not 'differ !\igniHc!11tly' trnm thai achieved by applyina the yield to

maturity ~Ris of valuation It is not clear '."hut would constitute u signif'lcant

difference In the e.xttmple sel out above, which is given in the Explanatory

Memorandum, it will be noted that. apart Irom the sixth month, the cumulative

percentage variatiou .vith the yield to maturity lmais of caJculatit1n varied from

-fiCOi'o to ·109'% On the basis or the comments in the ExplMilOl)'

Memorandum. the straight-line basis is not acceptable III Revenue In the

opinion of the Commlssicner, these percentage variations clearly constitute

significant differences to the results achieved by applying the yield to maturity

basis of veluation This raises two issues

The IiI !'Ii issue is \"hether one basis of calcuiation is ncceptable in some

circumstances and nul acceptabte in other circumstanc- ::ell example, ir one



The [able below sets out the monthly variations or the diflereru methods or
calculation with the yield to maturitv basis

Meuth Actual \\i~l.ghted Slt..~ight-

caplta! line

1 0 17 ..AI

2 0 1 ~ ·36
1--.

3 0 12 .~O

4 0 Q -22

5 0 5 ·12

6 () o ()

The variations as percentages or the total interest are as follows

Month Actual Welglned capital Stl'ni.gh t-ltue

--
0 2~ ·6()

1 0 .o .96

3 0 ·I~ ·IOl)

.. () ·10 .I)H

5 0 ~" .(1 I

--
6 () () 0

J_________"

·IO.!



The straight-line method or calculating the accruals involves an \','quul

allocation of the interest over the period involved The table below sets out

the monthlv accruals in the above example

Month :\'loull1l" flC'et'IUlI ! CUlllulntiv(! accrual

86)4 1'1·6..14

1--.
2 86,3-1 172.69 ._
.3 R6J..j 2~I).O.1

4 86J4 .l..j~.38

5 86.34 4.11. 72

6 8t,J'1 ~18.07

S18.07 518\07

The actual interest calculation 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

Mouth Payment Intl'I'(!litJAccrual

I 17~J 140

2 17~3 123

.3 17~.~ 99
----- -

4 17~3 7~

5 17~.1 'i0
I_._--- 1---- .. ,....... 46 17C,.l 2~ I

IOS1S ----.,----i!'IS
___ -- ____ .__________ J

.j(l'



--r-'--'--r-'
Capltnl Payment lnterest Balance

------_,-- -17"~1--r-- ,--_..-, I 1(JO()() 14() IHl)3
_, -------- ......._--

2 8.19.'\ 171i~ 12 j (17b2

3 6762 175.1 99 ~JO()

4 5107 17~.1 7':. ,'1431

i---

5 3.;128 1753 ~o 1728

6 172~ 1753 25 0

Based on the above figUft.'S. the total interest Ihr the period is R~ 18, and the

lotll of the ()l.l{standing balances at the end of each month is R25 424 The

accruals are, therefore, 85 fbllows

Mont I Cumulative Monthly

It Accrual Accrual

1 171 171

2 309 1J8

3 413 !(J.:I

4 48.1 70

5 518 35

6 ~18 ()

I 51R 518
----.



to give a precise and comprehensive definition or expenditure of a capital

nature .:' In ('II{ v G\.'w~e Fon..~t Timber ('0 Ltc!"'" and New Stare Area~ Ltd

v (IR '.'7 a general distinction was drawn between capital and revenue

expenditure '!M

The word 'capital' must be given its ordinary meaning ,.•j 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 of capital that is referred to

in the phrase' expenditure of a capital nature" ",

The (acts or each situat (i should be examined to determine whether the

expenditure in question is of "I capita.! Of revenue nature II I The true nature of

each transaction must be examined in order to determine whether the

expenditure relating to it is capital or revenue .1'.' However. the determination

as to the capital or revenue nature of expenditure is not always a question of

'act '" The court must examine all the facts including the purpose of the

expenditure After the factunl situation has been established. the court must

determine whether the payment is part or the income producing operations or

equipping the income producing machine or structure H~ A recurring payment

can still be of R capital nature I'~ The purpose of the expenditure is an

important factor HI> Generally. expenditure is (II .... apital nature if it is incurred

in creating or acquiring tin income producing cone '1"11. t1 source of profit or 1I

capital asset m On the other hand expenditure is or I' revenue nature if II is

part or the Cllst incidental In the pe: Iormance of the 111(.:1)1111.' prodocing



In the former type of case. where a person borrov ..S a sum of morev and

applies it lbr a purpose which does not produce income. and it is not direcrlv

connected with the income eaminB part or his business, the interest rerating to

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

The approach is different where. for example. B acquires .1 post-dated

promissory note made by A \'lith it face value of R 100 1'01' R04 and negotiates

it (Of R96 to C \.',1-;0 presents it to A lor payment at maturity dale The

transactions between Band C and C and A are. in effect, sales 11'1 Thus the R2

profit earned by B in respect of his sale 0[' the nOLI.!to C. and the R4 profit

earned by C on his sale of the note to A. do not constitute interest earned l.ll;

The issue whether the expenditure incurred by B and C is incurred in the

production of income h dependent upon the nature of the proth earned by

both of them III If the receipts from the disposals of'the note by B and C are

of a capital nature. then obviously the expenditure incurred by them in

aequiting the note does no: constitute expenses incurred in the production of

income I}) On the other hand. if the receipts are of a revenue nature. then the

costs of acquiring (he note arc expenses incurred in the production of

income 1:1

NOT OF A CAPITAL NATtrm~

In order 10 be deductible under the general deduction lbrmula. expenditure or

losses must not be of a cepiral nature '.'t It is both impossible and impractical



In approaching this issue, it must be appreciated that nne is concerned with the

situation where a person borrows II specific sum (11' money and applies it to an

identifiable purpose which subsequently changes The original purpose of'the

application of the loan is to produce taxable income whereas the latter purpose

does not result in the earning of'taxable income

Where a loan is repayable at the instance of'the borrower, it ~111 be argued that

the interest is not deductible al1er the change in the oliginal pcrpose of the 10M

on the basis that the interest is no longer incurred in the production of income

One would have to accept the reasoning of Melamet J in lIe l~QQ and the

decisions in ITf:_2iJ and 1I.e. JJ 71 One would, therefore. take the view that

the decision in LLC'JQ13 was incorrect

A similar lU"iument coulr' be advanced where the 10M is tor t\ fixed perinr

The position is, however. not certain cUi there is no direct authority on this

question ilK

It is submitted that the principles applicable to the issue whether interest is

incurred in lh,. producuon of income apply to discount expenses It should be

appreciated that original issue discount Inmsal.:tinns generally relate to fixed

periods The Ilnalogous situation with regard 10 irneresr \\lHIJd be a Juan fix a

fixed period or time Thus the decisions in IT(, q~,. IT(, 1171 and Irc I ~o I

would have limited application to original issue disl,.·Olllllll1iL Iflms(l\.'II11I1~



so The taxpayer sougln to deduct rental paid bv him in the calculation uf' his

taxable income The COITUniSSIOI1Cr of Taxes disallowed the deduction and the

taxpayer wok the mailer l111 appeal to the Specia! Court 'I'

The main issue before the court was whether the termination (If the partnership

precluded the rental from bein~ an allowable deduction As a partnership is

not a legal person! and the taxpayer ccntinued to carryon his professiun or
accountant. the court held that lit dissoluricn or the partnership did not. per se,

alfect the deductibility of the rental The court was or the view that rental

would not have constituted expenditure incurred wholly and exclusively for the

purpose of trade or in the production of incon.e had the taxpayer ceased

prnctising as an eccouruam upon dissolution of the partnership However, the

court held thllt as the tax.payer continued his profession alter the partnership

was di!lSolv(.'d. [here was a continuity of action sul11cient to warrant the

statement that the t~bli~ntit1ns were incurred for the purpose 1,)1' trade

Accordingly. the laxpayer'!l appeal wa... allowed ql,

A 10111 and a I~e can have ~imilar income tax conse<.jutmces in tha! the

borrower and lessee nonnally han' the oblillutions to pay interest and rents

respectively on a regular basis II' Thus, it is appropriate to compare the

decision in IT( lOB \CHlh those ill 11'(' 9~" and rrr Isoo and to accept Ih<1!

they are in con'lict
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•
1 which could be referred to support the argument that the original

purpose of the expenditure should prevail

l·ionxw.ier and PmaUCl:'t could be distinguished on the basis that they ''ull with

the latter type of case discussed above. llitmely. the funds were I)orrowed

generally in order to fund the taxpayer's Hosting capital II'" nc. could be

distinguished on the grounds that the court wa.'l primarily concerned with

whether the ta.xpayer was CII.I1Yingon a trade and the speciflc provision in the

Income Tax Act covering the deduction of the payment of annuities to former

employees IICJQl2 could be clistinlluished on the basis thaI the lia.bility for

the expenditure arose prior to the cessation by the taxpayer of his practice

However. lICJ.QU is authority agrunst the proposition advMeed by 1'vlelMiet

J The facts of the we were that the llLxpayer had catrried 1.111an accnuntinll

practice Ii partnership with Mother person Dwing the existence of the

p6lftners.hip. the partners signed a tive--year Iwe in terms of which they remed

certaln rooms The rooms which were surplus to their requirements were

sublet at I pmlil

When the partnership dissolved the Ia.xpayer moved (M or the premjs~ and

joined another firm The tLXpaYI.'r'lI fonner partner remained on the premises

and used as much of the accommodetion us he required The ta'(pu~er and his

former partner remeioed liable 10 the lessor nrth~ premises TI'k.,\' were able to

sublet the vacant room for u !~v, months Thereafter ttl1.,,\ \\t.'I'C unable III do

1.'1



He took the proposition further

.Even where a loan is fixed lor a certain period a change in the application

of the proceeds of the loan may alter the deductibility of the interest

expenditure attnching to that loan .• ,~

He ren,rret! to IIC~9~3""in support of this latter proposition

The decision in lICJ_5.QQ was set I.•ide by the Appellate Dh·ision in G.l~ 'r

Q_~J3rQllt,t.PIQl2.~mleU'11.t_g 1111 In thllt CS!e. Nicholas AJA stilled

thllt the enquiry relates mainly to the purpose of the borro\<vinlJ, The ultimate

use of the funds may sometimes be relevant On the facts, the court found that

the ful'tds were not borrowed in order to produce income nor did the 10M

incre1Ise the taxPllyer's capacity to produce income The court found thltt

there WItS no! 1\ v1lriation of the oriiinru laM and thnt there was a connection

between the interest expenditure and the original dhidend debt

The Appellttle Division did not apecillcally rc!er to 1I\" Ullin. and IT,

lU~~..4tN IT.CJ.IJ~wu pril1Ulrilyconcerned ',.\1Ih the l!-tetthat the taxpayer Imel

cealed trading and is not direct eutbority for the proposition propounded by

Meltlmet J 1T('J111 is more supportive nrtlw approach adopted hy ~\'le[i1m~1

J 111\ it WIlS concerned with the re1tults of the cessation cf trade Itld the

incurring of expenditure in the production of income \Ielamt.·t J omitted to

refer to cases such tIS l:ifllm:icr.' I" Producer.' 11 1'1'(' 7:\1, 'i' I Ie 10:'1'I' and



This situation should be distinguished (rom that in which there is iI cessation 01

trade Whilst it is beyond the scope of this thesis In discuss this matter in

detail. it should be noted that the interest will 11tH be deductible where fI trade

has ceased unless it CEIl' be established that the person has continued his trade

or profession or that the expenditure was incurred ")rim Il' cessauon of the

trade and there is a link between the business and the expenditure Incurred ;"1

It has been argued that. in the case of int(.'f(.'St.wbere there is it chan~e in the

onwna1 purpose of the borrowing the ultimate purpose may delC'lmine whether

the interest lUIS been incurred in order to produce income .n~

This approach was taken further in IIt'J ~(J()'''' in which Melamet J applied

principles applicable to the cessation of a trade to those relming to the

production of'income and staled

'Where n loan is raised Ihr ore specific purpose but. sub,equently. the

prceeeds ol'the loon are diverted to Mother use then, when the k1M is not

for II fixed period. but is repayable t111 demand. the deductibility of the

interes; expenditure must he tested by reference to the purpose of

minimisil114 the interest expenditure, day by day. "" \i .: ' liability to PO'>

continue to govern the question of the dt.xltll:tiblltt~ ot' the interest

di .""~expert Hurt:

,J.J')



borrowing effects 2'1·1 In doing so. one must assess the closeness of' the

C0I111('.'Ctionbetween the borrowing and the income earning operations .~~

It may be necessary to distinguish between the situation where 8. person

bt)ITOWS a specific sum of money and applies it to nn identifiable purpose and

that where l\ person borrows money generally and on a large scale in order to

lund the tlofltil'1gcnpiutJ or his business ~'I(>

In the fanner type of case it is possible to identify a clear causal connection

between the purpose of the borrowing and what it actually effects In the lauer

type of cue it is not possible to determine exactly what a specific borrowing

eff'~cts II is only possible to stat:: that the borrowing was effected in order to

provide the person with money to run his business It is not possible to link the

borrowing with speciflc ways in which the capita] is employee! in the

busil1el'S ..N'I

Conversely. where 1\ person borrows a SUITIof money for use in his business in

order to produce income, the interest r~l.aling to the 1t1M will have been

incurred in the production of income "'Ii II: subsequently, in pursuing a

legitimate business purpose he invests the monev in an investment which does

not yield viable income. the interest relating to the 10M will still be deductible

" , . "Ill r I Ilor Income tax purposes' . 'he test applied IS the purpose for \..hich Ill!

t .-1 ".'money was iorrowec

·IIX



Tux Act 'K7 Thus. if t\ issues the hill. note of' bond. he should do so with the

intention of utilizing the proceeds thereof in his income-earning operations :~K

In this l'iitualit)!1it is clear that the act entailing the expenditure is incurred for

the purpose of earning income Theret lre. the expenses attendant upon the

issue of the bill. note or bond are deductible

The question which then arises is whether the discounting expenses are

deductible [fit is established that it is necessary fbI' A to issue the bill. note or

bond at a discount 011 its lace value and if the issue of a bill. note or bond at a

discount is 1\ necessarv concomitant of A's business operation. the discountinl'

expense sh01.tld be deductible. provided the other req, iirements of the general

deduction fannula are mel :tf'1

The situation should be no different. in principle. (rom that in which interest is

incurred in respect of money borrowed ."JlI Where the money borrowed is used

for the purposes of a bU5inesl!. the discounting expenses should constitute

expenditure actually incurred in the production or the income or the

business NI This should be the case whether the money \\11" borrowed for the

acquisition or fixed 01 nOll! ing capital .~l:

Thus, it is clear thtu in applving the purpose lest In expenditure on interest nile

must determine the purpose of the borrowing 10 which the interest relates ."n

It'the loan is ubtained ill the production or II\C0I111:. this test in the general

deduction formula will be satisfied It is also nnportant III determine \\ hat the



business .'110 Where a slim is borrowed lor a specific purpose, there wil[ be a

close causal connection between tile purpose or the expenditure and what it

effects ,'ilIOn the other hanr' where money is borrowed !:lcneraJly in order to

raise floatins capital one cannot sav that expenditure was incurred In order to

achieve a particular effect This applies panicularlv in the case or an instinniou

such as a bank In this situation it is only possible to state that funds are

borrowed to provide capital for the business It is 110t possible to link

particular funds with certain specif'c types of expenditure .'Me

In order to determine whether expenditure has been incurred in respect of

receipts or accruals which do not constitute income as defined in s I of the

Income Tax Act, the court must assess the closeness of the connection

between the expenditure incurred Ilnd the income concerned 1ll\ ln doing so,

the court must take into account the purpose or the expenditure and what it

actually efl"ects :11<1 Where this approach leads to the finding that expenditure

WIlS incurred lor a dual purpose. the one to produce income as defined in the

Income Tax Act, and the other to produce income which is exempt from tax,

the expenditure should he apportioned .'.~

Where A issues a bill. note or bond to f3 at a discount on its face value he is. in

effect, incurring a discounting expense in order to obtain the consideration

received by him rrom B TIlt' act entailing the expenditure is the iSl\Uing of the

bill, note or bond at a discount .'... In order III be deductible. II\\.' tnstrument

must have been issued in Older to earn inconx ..• as defined in ~ I or tht.·Income

-1 1ft



exercise of the taxpayer's energy and ability Thus interest paid on moneys

borrowed to acquire the shares was 11\ I deductible Ill! the shares had not

produced income There must be a close link between the expenditure and the

production of'income .',.,

However. where expenditure is incurred for tWl) purposes, the dominant

purpose wil] be the main factor :7~ II' the dominant purpose is to produce

income and the incidental purpose is not to produce income, the latter purpose

will be too remote (rom the expenditure to affect its allowance J11l Thus in rIB,

y QlllkensbeQJ ~mJ·1Q1§JJfJtl1Jdm the income from rent and business

profits was held to be closely connected with the interest expenditure The

interest was incurred lor the main purpose of producing the income The

interes; was also incurred for the incidemal purpose of producing dividend

income This did 110t affect the deductibility of'the interest

The purpose for which expenditure is incurred and the closeness of the

connection between the expenditure and the income eamil18 operations are

both interrel&lted,1'1l1Therefore in exeu'I1ining the closeness of the connection

between expenditure and income earn,il1g operations one should have reg!tl'd to

the purpose and effect of the expenditure ,'1'1

111 certain circumstances it is IH.'CCSSCll)' to distmguish between the case \..here a

person lX1n"oWS tl specific sum or money lhl" a specified purpose and the case

where monev is borrowed generally in order [0 mise t10atillu capital for thlo'



Difficulties may arise where monev i-; borrowed lor the purpose 0[' earning

income and, subsequently, when profits 11mI.' been accumulated, such profits

arc utilized for a purpose that does not earn income x« T11t! purpose of the

expenditure should be the main facwr,,,,7 although. where the non-productive

income is material, the courts have permitted the deduction of only a portion

"
I d' 'hMl) t ,.c expen iture.'

Once it has been established that an act is performed witb the purpose of

earning income, it is necc-sary to decide what expenditure is attendant upon it

and is therefore deductible .'tl" There are three types of expenses which

deductible :'71. The first is expenses which are necessary for the performance of

the business operation The second is expenses which are attached to the

perf o 11nlU1ee of the business operation by chance The flnal type or expenses is

those which ar~ bona flde incurred for the more efficient performance of such

business operations. These types of expenditure are deductible provided they

are so closely connected with the performance of the business operation that it

would be reasonable to regard them as part 0[' the cost performing the

operationm or a necessary concomitant of the operation .'I.'

The 'closeness of connection' test is' ;":lly applied by the COUl1s ."1 In (.'IR \

StulpirQ the ta.xpayer was required to hold certain shares in order to hold office

{IS a director The shares did not produce income The court held that

although the shereholding was a sine qua 110n 10 his directorship, it \\I1S not the

shareholding that produced the income Ihe income \\US earned bv the

~I·'



capital employed ceases to be fixed capital and becomes circukting capital or

stock in trade IU

The court referred to Al1lmQOia S~Qgll'" 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 income or are retained bv the company and made use of to

produce income Circulating capital is a portion of the subscribed capital used

by being temporarily parted with and circulated in the business It may take

the form of money, goods or other assets it is intended that this form of

capital return to the company with ali increment and that it is used in this way

on a continuous ba.sl!, Thus. whet e a banker lends money to .1 customer he

parts with it The money circulates and the banker hopes to receive it back

with interest ~1t1

The court in SmJiaPW:YBoard QLl~~lJ1Q1l held that the appellant company

had not established that it had changed its intention to CIU'ry 011 the business of

n lender of money The IOlUi sustained by it was therefore a 1058 or a capital

nature and was not deductible .11'

This type of situetion is different from thai in which Band C hn\ e acquired

claims against third parties and have disposed of them for a protit In cases

like Silhsb\ll)' [;h'li\niQC l;~!.':(;ytQn money WIlS lent 10 third parties in order to

cam interest Ihe money represented flxed capital retained by the taxpayer iii

oldl'l III earn interest In tht' ca ..e {It'B and ( , the capital \~H~utilized bv them



Ihe firs! contention of the appellant companv was that the l.~lllnpall\ had one

busines,... that of administering estates .md general agencv. lind that [he lending

of money WUI> an adjunct and andllary to the busin(.'Ss II" The court thund that

the facts did not show this to be the Q15e 1111

The court found thnt it "'It." part of the business or the company to invest its

capital However. any losses incurred in respect or such investments would

not neceasarily be deductible ru Losses of capital would nUL be deductible.

whereas II loss it" '1 business of banking or moneylending would be of i!

revenue nature lI11d therefore deductible

The court staled that the lict that investments changed from time to time did

not necessarily show that losses Incurred were not of iI capital nsrure In this

respect. the intenrlon of the company \'vIIS an important factor The appeUII11t

company's mernorandum WiIS Ibirly restrict]: e and indicated that the

company's object was 10 deal with the capital by WilY of investment in the strict

sense lI.'

The court then considered whether M\, other factor had ;.,' crvened to citMlle

the company's intention ~Il The court found that the system of the company's

receiving its money hack in instalments enabled it tn invest in fresh securities

Whilst this indicated a system ot'mnlx'vlending it \\tlS nol in itself sullident to

establish that such It system exist ..·d Wh1.·reII loan (11 PUI1or U !Oi1l1l)1 repaid in

u n:lath ely short time. it moneylending blisilll..'ssCUll unl\ be established II' the



which time he presented it to A for payment (' made it profit on the

transaction \ltholltth these 'ItWIIIOI.· art' different, tht.j will be dealt with

together

Essentially [3 had a claim against A which he sold 10 C (' purchased tile claim

from B and recovered (he amount of the claim Irom A when it became due ant

Cases which have dealt with the dt.'C!uctibiliIYof c1aims4lli have generally

involved taxpayers lending money to dehl\lrs in circumstantes in which the

debts became irrecoverable The taxpayers sough I to deduct the losses on the

basis that they fell within the requirements of the general deduction lbrmuln ,jjw.

A good example of this type of case is that of SilJ.itt.QuIY ..et).fj.r~LofE:~QlJ

~_arr ,fII' ln this case the main business of the appellant company WIS the

ndministrlltion of estnles. representation of absentees and general tlttency It

earned commissions and other revenue from the remainder of its busin~

ivlosl of its issued capital '.VEI! raised tor the purpose of'investment or kilU1

The capital was lent lnd the appellant compnny earned rai!tini tees and interest

in respect of the loans This part of the appellant company's business brought

in work tbr other pans or its business In the course or its husiness the

appellnn! company advanced a sum of monev 10 a debtor who died insolvent

The appellant company sutlered a loss Its a result lind snuttht ttl write il 011' as a

bad debt ~IN



He argued that he had incurred a IO!l'! of circulating capital which he employed

in the production of'his income Itll

l'he main issue was whether the promissory note IlH111eU part ot'tbe taxpaver\

tradinj stock The court examined lh~ difference between fixed and

circulating capital There was no evidence before the court sho\lt'inll tlmt the

ta.'<pt\yer traded in promisscry notes Accordingly, the court found that the

transaction W6\! In ordinary loan (1{' money 011 the security of an interest-

bearina promissory note Thul\, the capital invested by the taxpayer

constituted fixed capital and the loss was of a caphall'Ulture -1M

nus should apply. it is submitted. even though the Rinds are used to acquire It

capital asset

(-la.\ini cxaunined the situation where A is!ues a post"dated note with a thee

value of SlY. R I00 to B Ihr R94. it is now neceSilry to ccnsider the other

circumaances relatini to the disc()unti"!, of II negtltinble instrument.tlll The

transactions to be considered are those in which B acqutres the note from A

for R~llU1d negotiates it for R% to (' wbo presents II to A tbr payment an its

fact' value nl'R I00

The positions of 13 and (' are sli'~htly ~;nerent B lent monev 10 1'\ and

received a promissory note Iron: A 111.. then :-.uld the promissorv note 10 (' at

d profit (' acquired the note limn B I h.' held It until the rnaturux dale III



Ihund t1m! the intere&t was nul lItl dU!lCiy connected with the capital i!l!ICts that

it Wal.'1 of a capital nature .'.,

If (,me 1I'-''Cf'1Ptl the reasoning in IT'·JJ~4. it b!i difficult to conceive of II

mtUlltion in which interest cen be ex~ndi!ure nf II capital Mlure

ln \;.~ of the fha tlmt interest ill of II revenue rutture and is deductible if the

(1tlwr requirement!; Ittid down in tne ~i1J deduction formula ere met. it hu

botn clrjU«i 11'1411interest ill sui lI,Jenen5 and therefore wlrrants special

trntment "" The question then arises whelh~ the polition is different if the

a«(Uuution of the cnP.it&llluet is funded out of the i~e of l\ bill. note or bond

lit 1\ diacOUI'l1on its thee value There is. in principle. no reason why oriiirutl

issue disc"'lnt expenses Mould bt: treeted differently to interest payment I<lII In

the circun'l!\4\.nees. where lunda &re ntised by the issue of at btU. note or bond tt!

a discount il.I'id used f'Or the purposes of'trsde Md in the production GI'it. ume.

the discounth1i expenaes shGuld be allowed as a dedu":lion in the calculation of

the [xlITO'Ners Ul:>(,llbleincome IW

This npproach ill supported by the judgment in lIe: ~~7 .0' In thtll ctU!r the

Ul){payo;.'f.who hid retired from bUl!ines.~. earned inecme from director's lees.

inreres and rentals One 01 the way., in which he earned income was by

lendint; money by iti!uing short-term oost-dated promissory nt~H.'1I The

tllxpayer sutler ..'CI fI l\isS on a loan maul; by v.ay of the Issue of a promissorv

note He SOU!'hl to deduct this loss in the determination of hi" lu\ablc !Ilcnml.'

·1 \\



have been borrowed and U!!I.-d for business purposes constitute expenditure

incurred in the production of inct)me ".' The court raised. but did not decide.

the question whether interest could be capital expenditure because of its

u.\ocialinn with the fixed ~'I\pitwinto which the loan is converted "'1

In IIC..LlZ4 hI: the appellant company had borrowed monies in order to

acquire shares in two companies which owned timber plantations The

purpose of acquiring the shares was to hold them h capital investments and to

ensure a continued !lupply of timber III a sa'.'. mjllintl company in the group to

which It belonsed The effect of the purclmse was lhlt the nppellrult C0I11pa.ny

would receive dividend income fhlm the two !ubmdinry compal'ues Such

dividelid income would be exempt from tsx in its hands The appellnnt

company sought to deduct from its income the interest incurred by it on the

klan which it took out to acquire the shares of the Iwo companies NI

The court found tlmt the interest (''Xpenditure was not incurred in the

production of income and ju<litJ11ent WS!! given in favour of the

Commissioner ,.~ However. the court stated that where money is borrowed

for II capital purpose it does no! necessarily follow that the interest paid 01'1 the

10M is also of a ClpitWIU\. Ire I'I~ The court held that. on the fhcts. 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 assets

Neither did the interest enhance the value ol'the CUpltulllll~ets rhus, the court



Because each case should be treated on its merits, it is possible lhat a certain

1~'Peof expenditure could be capital in the hands of nne person and revenue in

the hands of another "M' Whilst the tests have been set out dearly and precisely.

the main difliculty remains in endeavouring to apply the tems to the facts of

'1 Illt.part !clInr cases

It is nec~ to examine all the circurnstances SUITl)undini the transection

where A issues a bill. note or bond III B ttt a discount on ils face value

If one applies Ihe purpose test. then if the expenditure is pM of the COSlS

incidental to the perfomumce of the income producil\g operations. it is of II

revenue nature Md is deductible 'M' This would apply where. for example. the

litnds raised by A v..'ere used to fund work. service. activities or operations of a

business

However, the position is not 110 clear where the funds were Ulled to acquire ~\

capital QUe! used in a husiness If loan capital were used to (und the

lI;cquisition. the interest paid on the loan would probably be an allowable

deduction if all [he tlll~r requirenlt:nu of the Benera) deduction IOI1Tlula were

met ·.M If the purpose test were strictly applied. it could he argued that the

interest payment \....tlli capital expenditure and nut deductible IN"

The question whether interest puyrne11ls are capltal or revemu: expenditure is

b\ no means clear In (h:nn the court held thai interest paid on monies \'. hich



a mine was held to have been an enduring benefit "1, It should be appreciated

thai phrases such as 'enduring benefit' are essentially descriptive rather than

definitive li/ In addition. there 11£1\'<.'been cases in the United Kingdom where

lump-sum payments have been held to he revenue expenditure 111

circumstances where they were securing !a8tin~ benefits '11C

For example. the enduring benefit test did not apply to advances paid ngaUnst

antidpaled comnussions .,., Expenditure on the improvement of knowledge

and techniic:al expertise has been he1d to be of endwing benefit and therefore.

of a capital nature'III' However. where expenditure is incurred in acquirinll

knowlecllle and product knowledge which is short-lived and continually

C;hMlPng. it cannot be stated that the expenditure is of an enduring Of lasting

charecrer In these circumstances It mllY be poS!ible to establish thlll the

expenditure is closely and directly related to the taxpayer's income ettming

operations and is. therefore. ofa revenue nature tal LeSal expenses incurred in

unS1.lccessli.llly opposing an applicstion for lin interdict preventing the tllXj:>t\yer

from irlflinging a copyright lUlve been held to be of's revenue nature \a:

The test is of limited application It only applies where a payment is made

'once and for nil' It does nut cover the situation where recurrent pavments

are of a capital natuFt' IKI The real fest ill between expenditure which is made

to meet II continuous demand rather dum a payment made once and tor all ;N~

·lllI



Examples of circulating capital are the trading stock of a trading company and

rnone« lent to a customer hv a banker during the norma I course of banking

business.'?' An example of fixed capital is a loan or loans made by a person

who is not carrying on the hus.iness of a moneylender ,,~,

Tests derived from United Kingdom auth(1rities have been used to rulSist in

detemlining whether expenditure is capital or revenue \I" One such test is

where a payment is 11Utdeonce and lor all it IS capital expenditure and where il

is recurrent it is revenue expenditure ..,x This test applies only to the form and

not the substance of a transaction It~, Thus. it is of no assistMce where a

capital !lsaet is paid in instalments or where revenue expenditure b commuted

!lnd paid in one lump sum I", This test W!lS not, however, intended to be

decisive i11 every cue and it hes not been generally applied in South Mrica 111

A further test derived (rom United Kingdom authorities is that expendlture is

capilal where it is made not only once and fix all but with Elview to bringing

into existence an !Issei or an IldVEllll!lge for the enduring benetlt of" trade ".'

By 'enduring' is meant enduring in the way that flxed capital endures 1,\ There

is a certain amount of di111cultyin applyinilo1his test because it is not clear how

long an asset or advnntage should endure in order to constitute capital

expenditure "4 It has been held that phrases SLI'Ch as 'enduring benefit' were

only introduce ..d in order III make it clear thai LIlt: 'asset' or 'right' acquired had

enough durability in order III justil) its being regarded ns tl capitul asset ,"

Ihus. li.H example. <I payment III secure an ild\lu1{lIge lorthe productive life 1.1['



has been lost, the kIss is or a capital nature, and it' Iloating capital has been 10SI,

the loss is or a revenue nature .~x

When the capital employed in a business I.:hanges lh,,'t!uently. from morn:! to

gnnds and vice versa. and this is done in order to make a profit, the capltnl

employed in this manner is Hoating capital I~"

The distinction between fixed and floating capital is that floating capital is

consumed or disappears ill the process of production whereas fixed capital

remrul'lS intact.l(,(, Fixed capital constitutes asset~ which produce income !hI

The wets l'litly produce income without further action by the company or they

mtly be made use of by the company to produce income ~.: Fixed capital is not

consumed in the process of producing income In a llituatitJn where Cl loan of

money commutes fixed capital the lender does not retain ownership of the

actual money lent However. in an economic and accounting sense. it remain!

his capitai The money returns to the lender upon termination of the loan TI1e

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 capitll has not disappeared in the process ...1 Where a

person ca-ries on the busines» tlf banking or moneylending. loan losses

resulting li'll,n the carrying on (It' his business are of a revenue nature and

therefore <h.ductible ...1



with the taxpayer's income earning operations Ihul the court regarded it as part

t' ! f" I j' q', I I ' J d'(1 t 1(;' cost n eflmmg t 1t.' pro lis 11 I ie circumstances. Ill.' expen iture was

found 10 be ra revenue nature ""

Where an amount is paid for the cancellation or an agreement, the question

which must be asked is whether the cancellation results in the reduction (II

avoidance of a financial disability or whether it results in the establishment of a

new income producing structure. 1'1 Examples or cancellation payments made

which did not affect the income earning structure are a payment by a landlord

to a tenant tor the early termination of a lease, \~~and a payment by a principal

to an agent in order to termlnate an onerous agency contract because of the

size of commissions paid to agents 1~1 Examples of cancellation payments

which affected the income e,,~"ing structure are a termination payment made

(0 a tenant in order for (he landlord to obtain occupation of'the leased premises

and an EldJoiliil1~ premises which provided a new income producing

stI"LIC1Lll"e."·1 !I payment made in order to secure the earlier completion of a

building which would result in the earlier receirn ol': ~Jl. 'lid a ptlYlllcnl

by a franchiser to a franchisee to cancel the franchise agreement and take over

the ftanchisee's business for its own account I~.

Where a taxpayer is carrying on Ii business. such as a moneylending business

~\I1dwhere the capital advanced by' it has become irrecov erable, it is necessary

to determine whether fixed or tlmuing capital has been lost 1\' II' fixed capital



operation. 11M Thus, money spent in acquiring a source of' profit is capital

expenditure whereas money spent in operating it is revenue expenditure "'I In

ascertaining the nature of expenditure, the court must assess the closeness or
the connection between the expense and the income earning operations 1.1"

The closeness of the coru-ection is not defined 'II The court must consider

whether it would be proper, natural or reasonable to regard the expenses as so

linked in the circumstances being considered q~ It must consider the purpose

I~· . I '41ane effect ofthe expense

Expenditure incurred in protecting the income earning structure would be

treated as capital as there is not a sufficiently close link between the

expenditure and the income earning operation ',l~

Payments made in terms 0(' an agreement whereby the taxpever acquired the

right to prevent a competitor from competing with its main business for a

number of years were hdd to be capital q, The taxpayer's incom--oroducing

structure included its goodwill The agreement not only preserved the

goodwill but enhanced the possibility of its increase The agreement cenferred

upon the taxpayer the advantage of' eliminating H competitor III, This case can

be distinguished from another case where expenditure \Vtls incurred in order 10

prevent the registration by tl cornpetuor of t\ trade label wruch was similar to

that or the taxpayer '17 The court found that tilt' validitv or the taxpayer's own

label was not 111 issue '1M The main purpose of the expenditure \\ns to protect

and increase the taxpayer's profits The expenditure was su closelv connected
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actually incurred when there is an absolute liabilitv to pav for the

instrument The issue whether the expenditure is incurred in the production

01' income will depend upon the nature of the profit earned on the disposal

of the instrument If the profit is of a revenue nature then. clearly. the

expenditure will have been incurred in the production of income If a

person acquires a negotiable instrumenr and the instrument forms pan of

his tradini stock and if the proceeds from its sale will be of a revenue

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



of the issue in the issuer's income earning operations In these

circumstances the act entailing the expendinn e will have been incurred in

order to earn income Therefore. the expenses attendant upon the issue of

the instrurnent. such iii discounting expenses. are incurred in the

production of income

The ~iscounting expenses will be of a revenue nature where the money

raised by the Issuer is used as part of his working capital or to fund

workillg capiral The position is not so clear where the money raised from

the iiluc of the instrument is used to acquire II capital asset used in Il

business If the purpose test is strictly oplied it could be argued that the

expense is of a capital nature and not deductible It can, however. be

strongly argued that discuunting expenses, like interest, are not intended to

and do not improve. augrnen: or preserve cllpitaillsset"l Nor do they form

part of or lcld to the cost of acquiring cllpitnl assets Thus, it can be argued

thllt discountina expenses, like interest. are not so closely connected with

capitlilssets thAt they Ire of II capital nature If {me sccepts this argument

then, effectively, discounting expenses and interest are treated in II similllr

manner to rental paid

In the case or the sale of a ncy.oliahl~ instrument. \\ here the transaction is

part or a profu-making business !'peration it \\ ill clea: Iy im olve

expenditure incurred in the carrving on or Ii trade The cost or acquiring an

instrument will constitute expenditure lind the expenditure wil] have been



maturity basis or valuation II is not clear what would constitute a signilicant

difference

There are a number of issues which arise as a result of applying an alternative

basis of calculation The firM Issue is whether nne basis of calculation IS

acceptable in some circumstances and not acceptable in other circumstances

The second issue is that it is not clear how high the percentage variation should

be befol'e it becomes unacceptable to the Commissioner It is ctear from the

exmnples that MooGl variations to the yield 10 maturity of the annual tu:cruals

applying the 'v\eil'hted capita) method of valuation are greater than the

variettions applying the stnUght-line basis of vnluatiof1 in ;. rtail1circumstances

This raises the question whether the straight-line basis of valuation is

acceptable in this sit1.Lalion It is submitted that. relbrrinj to !10m.: of the

eXllmple.~ it would be diHicult to argue that the slnUij,ht-line basis of valu.atio·n

is not !c~ep'Ulhle This I'llilles the iSS1Je whether It basis of vnh.lalinn should be

acceptable in certain circumstances Ilnd not acceptable in other circumstances

It is s.ubmitted that it is not desi11l.ble for 8\ baiis \If vnh.llltion only to be

accepl!lhle in certain circumstances all this leads to uncertainty A basis of

valuation shoula eirner be tKcepulble or not lt is submitted that there is no

valid reason why the straight-line basis \)1\ aluation should nut be aCt'epulbh: in

all circumstances, and the legislation should be changed al.l,.\Atdin~I):

The discounting expenses will be incurred in the production or income

where the instrument is issued with the intention of utilizing the proceeds



out!ilandin~ capital and interest and 01111 straight-line spreading of interest anti

that calculated by applying the rate and instalments in terms of the relevant

agreemen t

The weighted capital method of calculation is sn application of the tbUOw111j

tbliliu[a

Total monthly balances

The straight-line method of calculating the accruals involves an equal

lllocali·on of the inter~t over the period involved The actual interest

calculation Md the calculation based on the yield to maturity hive the same

results It is stilted iii the Explanerory Memorandum that the weighted cnpilru

method and the calculation by applying the role and lnstalments in terms of the

~ent are acceptable lUI methods ofclIlculation However, it is ruso stated

thllt the mrrught-line method of calculation is not acceptttble The authority for

this statement is. pr~umahly, c.Jnulined in the del1nttinn of the ruternative

method in s 24J( I) of the Income Tax Act Par~raph (d of the deflnition

stipulates 'hat the method should achieve It result in relation It' the timing of'

the accrual and the ineurral of interest that does N)t diller !tltplillctll1tly(rom the

yield to maturity basis of cali:ul.atinn It is rt."S-pecUulh submiued that this

definition ill not !lUfllciently clear Paragraph (c) of the definition of elternative

method stipulates thai the result of an application of' an alternative methnd

should not 'differ si~ni!kunlly' from tbat achieved b\ applving the 'field ttl



liability to pay its face value on maturitv date I'his liability will 1herefore

be absolute provided no conditions are attached to it

There were two decisions of the Special Court il1 which it was held that

discounting expendrture is akin to interest It 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 lWO further decisions of the Special

Court which dealt with the same issue These decisions were thnt the

discounting expenses were incurred when the instruments were issued It

is respectfully submitted that these decisions were correct

As II result of these conflicting decisions. 5 24J was enacted In effect, s

24J provides that discounting expenses should be deducted on an al1l1ulIi

basis 'the annual deductions are calculated on the amount incurred

annually on the basis of the ~i~hl to maturity The second besis is (0

calculate the interes; by applying an Alternative method The meanil1g of

alternative method is defined. It is II method of calculating interest in relation

to any claw of instrument It 1111.1!1. however, conium, with generally accepted

IIccounting practice. be consistently applied in respect of all instruments for all

ttntlJicilll reporting purposes and the result in respect or the accrual or income

and the incurring of expenditure should 1M diller nU\leriall~' from that resulting

from an application of the formula 111 tbe hplannl~)!'V Memorandum three

alternative methods arc referred 10 These arc those based on the weighted



In both types of transactions the deductibilitv of expenditure incurred is

governed by the general deduction formula The pro\ isions or s ::!2 also

apply in the case of the purchase and sale of a negotiable instrument

In (he case of the issue of a l1e~oti:' ie instrument ill !l discount. the

discount is akin to interest Thus. where such a transaction takes place

prior to the issuer's commencing trade. 1I1e discounting expenses will be

deductible in terms of s II (hAl of the Income Tax Act The discounting

expenses clearly constitute expenditure incurred by the issuer of the

instrument

The stage at which the discounting expenditure ill incurred by the person

issuing the instrument is a fairly complicated issue There are advantages

to the issuer if the expenses are incurred at the time of the making of the

instrument. partlcularlv in the case of II deep discount bond If the

expenses are incurred at this lI(n~e then the I1I1Mcing costs \vhich may

relate to the use of the money borrowed tor a number of years may be

deductible at the outset The issue IS dependent UpOl1 whether the making

of a deep discount bond has the effect of creating £111 absrute liability to

pay the face value of the bond at maturity II" SlI the liability to pay is

incurred at the outset If not, then a mere coruingent liability is created ace

it cannot be said that the liabilitv has l'\l"~11 ICIUI1'h incurred fllr th

purposes of the general deduction fi.Hlllllld -\s.~ deep ui!\l:r'tlnl I'l'lld is \1

lorm or prornissorv note. it constitutes, bv delinl'ioll. en unconditional



to acquire claims against Ihird parties m The claims \\<t'IC sequin..'d l()f resale

at a "ron! WI They therefore constituted stock in trade I.'. Thus, the capital

was utilized by Band C as circulating capital VI

In the circumstances it is clear t' 'It if 8 and C utilize the promissory notes

acquired by them as part of their tradins stock and if the proceeds from the

sale of the notes constitute income in their hands, the cost of acquiring the

notes should be ofa revenue nature .'.'.' If the other requirements of the seJ'It~"I1

deduction formula are met, the cost of'the note will be deductible !I

77 CONCLllSION

In examining the deduction of expenditure incurred in discounting

trsnsectione, two basic types of transactions must be examined The first is

essentially a transaction of I011It This arises where a post-dated bill. note or

bond is issued at II discount on its face value The person to whom the

instrurnem is issued is, in effect, lending money to the issuer or the

instrument The discount constitutes the expenditure incurred by the issuer

or the instrument The second type of' transaction is ,,\here the holder of' a

bill, note or bond negotiares it to a third party This transaction is one

purchase and sale The expenditure incurred by the holder is the cost or Ihe

instrument and the sale proceeds should constitute ~ross income
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.;16 SlJb-Njg@tWd.yel.F. ( 1Q4g) 1~ SAlT 381.11'( LQ~ ( 19tJ6) 28 SATe 27)

47 l1~CJ)'.>(IQ35) 8 SAlT 252. C\1us;eDllJllPI)',LLlO YOR, lIe' 698 (1945) 1·1

SAI'C 370

48 ~A..QjL!.S.tUJ.Jd v 511\ In PilabQIil.~linilli..£\l.J.Jd.s .S.lR the court
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Third. there was indirect advertising obtained Irorn general publicity

The taxpayer was always concerned about its public image .\S a main

board member, Mr Ackerman helped to conceive the idea of raising

money 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 III

The majority judgment in the Appellate Division was given by Nicholas

AJA After considering the facts, he examined the various issues The

issue relevant to this .:Ilapler related to the wholly and exclusive

requirement contained in s :D~tr) He referred to three English cases,

e~1111~.stQ.k~lL.~J..Q1.ltle.l)s ..y .t?et:.S~1n.U~LMll]s,pe~tor ..9r:1Jl~e~J.'1

BQ.rY~.ll:lNll!u.I2.~t;lQJQLrll~~slY.B.J.lSj)~J.l8J..&ls~lIl., and iylJlUwky y

D,I.JJ.!1101QJltl Llns.p.~ ..QLlwsJl' He quoted the following passage

from the judgment of Romer LJ in the case of 6~lllm

'The relevant words ·"wholly and exclusively laid OUI or

expended for the purposes of the profession". appear straight

forward enough It is conceded that the first adverb· "wholly" • is

il1 reference to the quantum or the "'''ney expended and has 11\\

relevance 10 the present case l'he snle question is whether the

expenditure in question was "exclusivel-, laid OUI tor business

purposes, that is What was the motive Of obit) , ill the mind \\t'the



8.2 WI-lOLLY AND EXCLUSIVE RE:OUmEIVa.:NT IN SOI1TH

AFRICA

The Appellate Division was required to interpret the provisions

contalned in s 23ll() of the Income Tax Act in eiCk'!1 Puy" and

SQ~ 7 The approach adopted in these cases is open to crftici-rn ~

ln this section there will be a discussion of these !Wl) cases

In P_j~'n_PtU' the taxpayer pledjl.ed to donate to the Urban Foundation

live equal annual instalments totalling R~OO 000 The taxpayer sought

to deduct the sum of RI\.)O 000 in each of the first two years of

assessment to which the inst.uments related in respect of the donations

The deductions were claimed as advertising expenses The

Commissioner disallowed the taxpayer's claim and the matter was

consider-ed by the Special Court wher-e the taxpayer's appeal was

allowed The Cfl'le was then considered by the Appellate Division 'I

The taxpayer carried on business operating supermarkets. Mr

Ackerman was it!\ chairman nnd mell1!1ginJ;director At the relevant

time he held 30% of the issued share capital of the taxpayer He was

also a main board member of the Urban Foundation The taxpaver's

advertising fell into three broad categories First there was the dav-to-

day advertising listing goods and their prices xecond. there \\as the

advertising or special events such as the launching of new products



Section 2J(.l(} was amended to its present wording in IQ92" Prior to that. 11

2J(,r.() prohibited the deduction of monies not wholly or exclusively laid out

or expended for the purposes of trade Thus. the amendment in 1c.)C)2

eliminated the wholly find exclusive requirement. The main reason for this

was thaI it had been the practice of Inland Revenue to allow an

apportionment of expenditure partly for purposes of trade and partly for

purposes other than trade. The Appellate Division of the Supreme Court,

however. held that the provisions of s 2J(}() should be applied strictly £111"1

that no deduction should be granted where expenditure Wit!! incurred for a

dun! purpose. The amendment was therefore intended to restore the

previous practice of Inland Revenue in allowing 1111 apportionment of such

expenditure 1 The Appellate Division cnses which presumabl, resulted in

the amendment were SJIDihuis...fl.l:wl.l.:<LUL.!.ftj'll.l;\LY...clB~ and C1R ..Y

~'n Pll~ Whol,=smlen (PLy) Ltd ~

The approach which will be adopted in discussing the meaning of trade in 11

11(111 and s 23~1() will be to discuss the decisions in P~·lLP.Jl.Y and

SQ1~ and the legislative rt. ponse to these cases. This will be followed

by a discussion on the meaning of trade in South Africa This will involve II

brief review of cases in South Africa, Zimbabwe and the United Kingdom

which covered trade and the protlt motive and trading for a tlscal

advantage



g TRADE

S.l INTRODllC'TlON

Section 11 of the Income Tax Act 58 of ICJ02 provides that. in order to

determine the taxable income of a. person csirying on a trade within the

Republic of South Arlie!. certain specified deductions are allowable from

the income of that person 1t1 other words, it is a requirement of s 11 that a

person carry on a trade in order for that person to claim a deduction in

terms of that section Furthermore, s :23(}() of lh~ Act stipulates that no

deduction shall be made in respect of any monies claimed ItS It deduction

from income derived tram trade to the extent to which such monies were

not laid out or expended for the purposes of trade Thus s 23{.1() contalns a

11egalive requirement to the effect that monies will only be deductible 10 the

extent that they have been laid out cr expended 1\)J'the purposes of trade

Thus. the flnal aspect tlf the general deduction fort. \1.11a that requires

consideration is the quesuon whether expenditure or losses have been

incurred in the carrying on of' a trade This aspect of s t t (a) is considered

together with II 2~(}() 1'(' the Income Tax Act The test in s 11(CI) provides

for positive requirements whilst the test in ~ 13(j.[) Ittys down negative

• 1req ut remen t s
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396 ibid
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expenses being necessarily incurred in the performance of the taxpayer's

rLllics. cases interpreting this provision are of limited assistance in

interpreting s 23(g) The reason for this is that s 23(g) does not contain a

test of necessity However. it is interesting to note that the strict. objective

approach adopted in BiruID, particularly by Lord Blanesburgh. has been

criticized ~4 lt is submitted that the more liberal approach adopted by Lord

Warrington in the Court of Appeal in RiC.k~t1'1has merit In addition. apart

from Lord Pearce. all the judges in the House of Lords in the cases of el.'9k

and Im1Qr accepted the approach adopted by the House of Lords in

~ 4' It has been submitted that this is one of the reasons why the

House of Lords had difficulty in reaching decisions in these cases In the

circumstances, it is submitted tha. where a decision of the highest court in a

country is clearly incorrect, the court should not hesitate to adopt a

different approach to the same issue in a later case It is respectfully

submitted that. in view of the fact tbM the wllrding of s IQ8(1) of the

Income and Ccrporation Taxes Act of 1988 dlfters materially from thllt of s

23(g). the courts in Pi~k '11 Ei.J. and SQ~1l were correct in not referring

to the decisions of ~,~1U. PQQk and T~),Qr

The important decisions that have dealt with the issue or non-travelling

expenses under schedule n are i3emlc.Ys. l'vlaUalie~1 and Artbur Y l,)U~

These cases considered the deductibility of expense» under the provision»

or s 74 of (he Income and Corporation Taxes Act tll' I ()88 or its



subsidiary is the promotion of its business. the expenditr+e would not be

disqualilled because the activity involved another result or the furtherance

of another object which is inherent in the act .'. Accordingly. he found that

whilst the taxjJayer'~ loans had an advantage It. the group, that result did

not constitute a purpose different from that of promoting the taxpaver's

own business Thus the losses were not disquah: icd by virtue of S :'U(.'ll In

In considering the decisions in Pi~n,..E~ and SQ.l.ii1.Ias, 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 been followed by the courts in South Alrica

The important cases in the United Kingdom that dealt with travel expenses

under schedule E were B.icketl~ )~<!:Qlg.lJ.llplJ1Ul:U'yllJ.hlJ~tQI:.Qfuxe.sJ ..1l

f.QQk-1.l:lLYLJni~.QJ ..IIk'i~tl s __QW~ 4~ snd IWQ.LY~£rQXll1Utivl

In.a~QrJ.lLIlI.'S.ltll ~.I The courts iii these cases were required It) interpret

the provisions of the predecessors of s IQS( I) of the Income and

Ccrporation Tnxes Act of IQ88 This provision allows the holder of an

IlITIce or employment to deduct certain travel expenses in certam

«rcumstences It is II specific requirement 0(' this provision that the

expenses should I1I1\'ebeen wholly. exclusively and necessarily incurred in

the performance of the taxpayer'!\ duties IlS holder or hi" olllce or

employment k' this provision has the additional requirement o:' the travel



Where the coraection between the expenditur« Hod th~' I,Ht''lP'S interests

were too remote. such expenditure would not fall within the prohibition of s

:23(,1() provided it was wholly and exclusively incurred lor the purpose of

the taxpayer's trade 'f,

I'Me minority judgment was given by Friedman AJA" After considering

the fscts and other issues, he examined the requirements of s :21(,1() He

stated that there were two questions to consider First, were monies laid

out or expended witbin the meaning of s 23(}l)'J Second, if so, were they

wholly or exclusively t'\.id out or expended fer the purposes of the

taxpayer's trade" He referred to the judgment of Romer LJ in e~ntley~and

the decision of the House or Lords in Mru~ 1111he case ofB.~llll~.$ the

learned judge stlltedthat the expenses in question were deductible and that

the element of hospitality did not constitute a dual purpor •e with the

professional purpose involved Witn regard to Mlllloo. the learned jL·cige

statod that the case was concerned with the distinction between object and

effect The taxpayer in t.'~!.l ..wns held to have 1....0 objects One was

to serve the purposes of her profession lind the other was to serve her own

Friedman AJA stared that it \\tIS not uncommon lor businesses III large

groups ttl he structured in such II way that the act!\ Illes of each suhsidiarv

took into .fremln! the interests of the group If the sole object of a



the facts of the case from those in (,OT v tlSA C\) lnvcl!lm~nt$ Ud "where

the benefit conferred upon the other person was only indirectly and

remotely connected with the trading activities (If the BSA Company In

SQ.l~ the promotion of the group interests was an integral part of the

taxpayer's activities Thus. the evidence did not support the proposition

that the promotion of the group's interests wa .• merely a motive and not a

purpose q Further argurnente advanced on behalf at' the taxpayer were that

the I:remotion of the group's interests WIS the taxpayer's subjective

intention lind not the objective Intention of the taxpayer's trll.ding activities.

and the promotion of the group was not a purpose of the taxpnyer's trade,

hut en effect or result of it The learned judge was in accord with the

description of the taxpayer's business as being bcrrowing and lending

money at a profit. subject to the self-imposed constraints of operating

within the group structure However. he was not in filjreement with

elevenil'g the profit objective to a purpose and relegaling the self-imposed

constrslrus t("l the statlls of a result He was of the opinion thtlt the

evidence Indicated that the taxpayer conducred Its b~lsiness with n view to

achievinj two purposes. namely, the promotion or tile ilrtlUP'S lnteresu and

the making or a profit The concept (1('1\ dominant objective had no role to

play in tl~'s situation 14

The learned judge stated that not all the ulxpavel ., expenses would be

treated in this manner when considering the require nents o]' s 1.~(g)

.1')-1



incflpable of exact detlnition, and hence of lillie real use as a 14cneta'

tell! And the some aPl'lic! to the suggested distinction, urged upon us

by t'tlun5el Ihr the appellant. between ..subjecti ve intention" end

"c-bjeoctlve purpose" The truth ill. in my jl!d!(menl. Ihn! there an: no

hard and fut rules for deciding whe'ther a taxpaver .s expenditure lidl..

Ih!fl or (' ttlide the ambit of the section, it is nut possible to devise

\recise un:v~rNtI test for determininil whether expenditure

cornprises montY}! "exc!l.Il;jvely laid out or el(p~nded for the purp()~!1 of

uadt.· In aeneral, one can III)' no mere than lhat the issue is to be

resolved by eXllminins the panicular fllCls of each individual cue ,-II

The leltmeci judie round, on the evidence, thlll the taxpayer's Iradin"

activities were lIimCKIat achi·evinl' I dUll purpose One W'U furthering the

interelts of the if(}UP'S !tubaiciiary companies. and the other wu rnakin" II

prall! f(1f the taxpayer 'I He then referred to the various llf14umentll

advanced on behlllf of the taxpayer

The f1rst arjument WIlS thai the taxpayer W8l:i brought into operation in

order to funber the jrt1UP's interesu Thereafter, its sole lll~eclive Wel!l to

earn prolita for Itself Botha JA did not accept this argument on the basis

that it ,>valinot supponed by the c\il.ltml.:c·.' The second .I:~llmclll \\Us thllt

the promotion or the llftlUP's unerests was merely a motive and (WI 1\

purpose The learned judie did not accept this argument He distinguished



deduction of' expenditure and IO~!'Ie!lwhile s ::!H)l) is concerned with

'rnonles laid out 01' expended' ...

Botha JA then applied the views expressed by him to the facts of the case

In applying the test ofs 23(J,() he stated that it must be shown thit the loans

made by the laxplyer were wholly and exclusivelv laid nut or expended for

the purposes of the taxpaver's trade He referred In various United

Kingdom cnsea discussed by Friedman AJA in his judgment and the cue of

ty1.ll:~.Lln1I~LQ"LJj\,'l~1l ..'i.r\rUll.1r YQl.lDi...~r~llll1tLMoQr~s~

C.o ~ He went on to state

.However, in none of the cases referred to in argument did the facts

resemble, even remotely. the peculiar racls of the present matter To

the extent that the reported judgments reflect the use of ilenenll criteria

in applying the words of lhe! statute concerned LO the facts of fl

particutur cue. such criteria appear to me to furnish no more than

vague and imprecise guidelines. t1tting nicely perhaps the facts under

considerarion, but to be applied to other and different' actual situations.

if It all. only with caution lnd circumspection So. rot' instance. the

distinction between "motive" and "purpose" In this context seems to me:

10 be a nebulous one it mav sometimes he found to be helpful. but ill

other times it may he conducive more to contusion than to claruv

Alillm. the distinction between "d1Jcct" and "ellect" seems to me III be



The matter wall considered by the Appellate Division One of the issues

before l;le court was whether s 23(,1() precluded the deductions claimed by

the taxpayer. The majority jucigmem was given by Botha JA .',. He analysed

the requirements of s 23(,1() and dissected their requirements to its

component parts These we-re the following deductions. in respect of. any

monies, claimed as II deduction from income derived lrorn trade. which Ire

not wholly and exclusively laid out or expended for the purposes or trade

He stilted that the core of the prohibition was the requirement that the

section related to 'any monies' This term is neutral with regard to 'losses'

The wholly and exclusive requirement in the prohibition is also neutral with

reiarei to 'losses' The essence of the prohibition is that there must be

monies which are laid out or expended and that this should be done in a

particular manner. namely, fol' the purposes of the rnxpayer's trade There

is nothing in the section which supports the proposition that the prohibition

in s ~3(J() does not apply when monies which are laid out or expended

result in losses 11

The learned jl.ld"e referred to the requirements of!i II (u) This section

lIppl'e!! to, inter n!ia. 'expenditure lind losses' In the case of am

irrecoverable loan. the claim under s l lt«) is based on the fact that a loss

has been incurred Although s II (al provides posiuvely for what may' be

deducted and 5 :n(},') contains the negative requiremems, there is no direct

correlation between the two sections Thus. s I 1(!I) is concerned \~ith the

.JI) I



wholesaling and retailing of timberwocd and glass products Each

company in the group had responsibility for its own finances until 197J In

that year it was decided that the taxpayer would secure and arrange for the

litnding requirements ell' the group One of the taxpayer's objects was to

lend money (I) any person or company and to borrow such money as it

deemed fit. CQn1I)llnies in the group that required funding would have ttl

apply to the taxpayer The taxpayer would have regard to the applicanr's

budget and. if it approved of the appliceticn. it would lend the subsidiary

the funds requested. Whilst security for the loans was not required. interest

was charged at Vllryil18 fates which were generally one per cent higher than

the cost to the taxpayer of the funding If a subsidiery had surplus lill1ds, it

WIiS required to place these on daily call with the taxpaye« The taxpayer

cbtalned its Iill1ds partly from the surplus (tmds deposited ,·"ith it by the

s~lbsidiaries. and partly 11'011'1 cornmerclal banks by way or overdrafts and

acceptance credit facHities Init.illlly the taxpayer dellil with companies

within the group Subsequently, it extended its activities to staff loans lind

discounting bills for customers or group companies ~.j

The taxpayer sought to deduct certain amounts in respect of bad debts

which were irrecoverable The loans which the taxpayer had written 011' as

irrecoverable related primarily to loans to subsidiary companies within the

group There were some smaller Inans to emplovees or group companies

which were irrecoverable .'~



the illdilunent of Lord Sumner in lJllher's Wilt:!hirc Brewery Ltd v BrYCe'"

to the effect that where the taxpayer's sole purpose for incurring

expenditure is the same as the object or the expenditure, the fact that. III

some extent, the expenditure enures to the benefit of n third party cannot

result in the fa.ct thllt the purpose of the expenditure was not wholly and

exclusively incurred for the purpose of the taxpayer's trade The benefit to

the third party would be a secondary consequence Referring to the

judgment of Romer LJ in l1:.mieys. the learned judge stated that the

difficulty with this type of case is that there is the intention to benefit the

donee However. this should not preclude the expenditure from having

been incurred solely it1 order to promote trade He stated that a dual

purpose exists where there is II deliberate and independent or distinct

secondary motive to incur the expenditure ~1 After reviewing the evidence,

the learned j~ldie stated thet whatever Mr Ackerman's motives were. the

taxpsyer had discharged the onus of proving that its purpose in benefiting

the Urban Foundation was not em independent or distinct purpose u

benefited the Urban Foundation to gain favourable publlcrty and that this

was a form of indirect advertising :1

In S.Ql.ll.ilJls the taxpayer was tl wholly-owned subsidiary (If Plate Glass

Shatterprufe Industries Ltd (POSI) POSI was the holding company of the

Plate Glass Group (the group I PGS I had approximaielv ~()() suh~idi<lr~

companies. and the group \\c1S I11vo 1\ ed in the manufacture. processing.



It was argued on behalf of the taxpayer in Pic;k'llP.aJ that the donation by

the taxpayer enabled it to gain publicity and increase its profits The benefit

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 taxpayer

had two purposes, one of which WIlS philanthropy 17

The learned judge stated that the question was one of fact. and the fact was

the taxpayer's state of mind He found that, in the circumstances of the

case, the direct evidence of the taxpayer's purpose was not decisive. It was

clear. on the evidence, that 6U1 object of the dcnatlcn was to obtain publicity

and thereby attract more customers to the taxpayers stores. However.

there WIlS also a philanthropic purpose Accordingly. on the probabilities,

the taxpayer did not show thal it did not have a philanthropic purpose as

well liS a business purpose in making the donation Thus. the taxpayer's

appeal was dismissed Corbett JA and Bot hi JA concurred in the

judgment I-

The minority judgment \I,as delivered by Nestadt J A 1') The learned judge

considered the issue whether the 50-c111ed donation was made exclusively

for the purposes of the taxpayer's trade He stated that the test was

subjective He stated that the in(.lL1it;,did not relate to the effect of the

disbursement. and referred to f'v'laltalil'11.'0 lie referred It' a passage trom

.JXX



since the latter result or objective is necessarilv inherent in the

act ·14

I'hereafter, he referred to the following quotation nr Pennycuick J in

.As appears th1111 that judgment it may often be difficult to

determine whether the person incurring the expense has in mind two

distinct purposes, or II single purpose which will ')1' may produce

some secondary consequences But once it is found that the person

has a distinct purpose other than of enabling him to can)' on and

earn profits in his trade or profession section 137(0) prohibits

deduction of the expense ,,~

The learned Judge's reference to MalillJiIDJ related to the distinction

that Lord Brightman made in his speech between the object of the

expenditure and its effect The qucratiou was as folLIWS

'The object or the taxpayer in making tl.e expenditure must be

distinguished from the effect of the e'IJ~l1ditllre An expenditure

ma~' be made exclusively to serve the purposes of the business. but

it may have fl private advantage The existence 01' thut private

edvantage does 1101 necessarilv preclude the exclusivirv of the

I. ' ,If>
l1USI11eSS purposes



two individuals responsible fOI the activities in question') It is well

established that (he question is one or fact and again. therefore, the

problem seems simple enough The difllcultv, however. arises. as

we think. from the nature of the activity in question Enrertaining

involves inevitably the characteristic of hospitality giving to charity

or subscribing to a staff pension fund involves inevitably the object

of benefaction an undertaking to guarantee to a limited amount a

national exhibition involves inevitably supporting that exhibition and

the purposes for which it has been organised But the question in

all such cases is Was the entertaining. the charitable subscription,

the guarantee. undertaken liQI.e~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 If the activity

be undertaken with the object both of promoting business and also

with some other purpose, for example, with the object of indulging

811 independent wish of entertaining a friend or stranger or 0('

supporting a charitable or benevolent object, then the paragraph is

not 5 'isfled though in the mind or the actor the business motive

may predominate For the statute so prescribes Per contra. iC in

truth, the sole object is business promotion. the expenditure is no!

disqualified because the nature of' the activity involves some other

result. or the attainment or furtherance llt' some other objective.



In the case of SQlQillll:U!I,the major'ty judgment ha~ been criticized on the

ground that. if it is accepted thai .he benefitinl!.4of the group WI! one of the

taxpayer's purposes. it should have been regarded as !'>tillhaving been

incurred as pflr~of the tllxpaye(s trade The reason for this is that the

expenditure wa.s directly linked to the tI'ttciil1g activities of the group and the

protltsble well-being of the group Therefore. in a breed sense. it formed

part of the taxpayer's trading activities n4

In the case of both PWUlPJU:' and SQlliliu there hu been criticism tc the

effect that the majo.rity judgments applied a profits test in determining

whether the tnxpnyel'S involved incurred the expenditure liS part of their

trading a.ctivities This issue will be discussed in the following section

8.3 SICCTION 13(g)

Section 23(p) WllS IU1iended to its present wordlng in 1Q92 ..~ Section 23(Jl)

now prohibits the deduction or Ilny monies to the extent thaI they have not

been htid out 01' expended for the purposes of trede The amendmen: in

1QQ2 eliminated the wholly and exclusively requirement

Thus, situatior» in which expenditure 'VIlS pi eviously di-allowed because it

did not s!ltislY the wholly and exclusive requirement may nov" have tl

different result In thJdilion. the courts will b~ laced with the difficult task

~)rapportioning the expenditure in certain circumstances I'he criteria tor



contradictions This test clearly differed from the subjective lest applied in

a~nJl~s

In c\rt.h~ILYolJnithe decision conflrmed the approach adopted in rVlaIlaJj~Ll

Lord Oliver seemed to stress the importance of the effect of the

expenditure and did not take into account the conscious motives of the

person incurring the expense ~I

It is submitted that one of the main difficulties in Mallali~u wns that Lord

I3rightma.n was endeavouring to apply 'exclusively' to a.11objective purpose

it is easier to apply 'exclusively' to a subjective purpose and Lord

Blightmmt1 in MIlllalieu should have applied a subjective test It is

respectft.llly submitted that the decision in ae:nL~ "vas correct. A solicitor

entertaining It client fer business purposes should be entitled 10 claim the

cost of the expellses lIS deductible for tax purposes The reason tor this is

thil the expenses were incurred for the purposes of !IlL' taxpayer's

profession The tax.payer's purpose was h) further his practice The

personal benetitii were merely one of the effects of the entertaining The

personal benefhs did not constitute a purpose For the same reason, the

tnxpayer in ~1Jl~ should IUlVe been able 10 deduct the cost or her court

robes and other garment» lIS claimed by her The same reasoning would

apply to other irems of expenditure, for example, the furnishing» and



accepted that such expcnditut C i~incurred 0\ er the period hCIWCI'n till .. rUIII.

that the instrument is issued and the date of redemption 'I' In thes :

circumstances, the interest should only he deductible if after the taxpayer's

cessation of trade there is an acceptable link between the interest and Ihe

expenditure from which it is being deducted ·It.

Bearing in mind the meaning of trade as defined and determined by the case

law. it is apparent that where a person issues P. bill. note 01' bond at a

discount in order \{1 finance his income eanung operations, he is carrying on

a trade n However. where an individual issues a bond in order ttl fund

non-trading expenditure, such as the cost of purchasing a private residence.

he is not ca.rryiniJ. em a trade .,. The purchase and sale of a negotiable

instrument as part of a profit-making operation should generally constitute

the cilrrying on ora trade."

8 ~TRADE AND TH1~PROFIT MOTIVE

Trade is defined in s I of the [..come Tax Act as including. inter alia. every

profession. trade. business. calling. occupation or venture II includes the

letting or any property and the llse or grant or permission to lise any defined

patent, trade mark or copyright or any other property or a similar nature

The definition is extremely wide and is tlul necessarily exhaustive I'"'



brought into account in terms of s 22 (If the Income Tux Act when the

instrument is sold

Once tl1lding hall closed, the general deduction formula does not permit the

deduction of II, y further expenditure II' There have been a number or cases
that have dealt with the deduction of expenditure apparently incurred after

the cessation of a trade." It is accepted thlll a taxpayer may carry on more

than one trade at any time 1" The I'll in! that needs to be considered is

whether a taxpayer. who carries on more than one trade and ceases

carrying on one of the trades. is entitled to deduct expenditure relatini to

the trade that he has ceased

Whilst the authorities on thi!! question appear to he contradictcry," the

weight of authority seems to be that expenditure should be disallowed if it

has been incurred after the cessation of a business VI This applies in spite of

the fact that the taxpayer might be carrying on another trnde.\I~ However. if

there is II !ink between the expenditure lind the income from which such

expenditure is being deducted. the expenditure will be deductible 'II Thus.

for example. expenditure incurred by an architect whilst in practice was

allowed as a deduction after his retirement 'I~ A quesnon which arises in the

case of a loan is whether 11 borrower ilil permitted to deduct the interest he

pays on a fixed loan if the obligation continues after his trade has ceased

This enquirv IS relevant in the cue or original issue discount expenses if it il\



been held that a companv did not carryon a trade where its income was

derived from loans to its shareholders and their relative", '" where a

companv made loans ttl a subsidiary company." \',hen: a cllmpllny had no

intention of producing income, 'M where a companv let a hour : to its major

shareholder!l at a rental below market value. 1'1 where a company let

property in circumstances in which the actual letting of property was

incidental to the trade carried on" or where a company declared a dividend

but did not plly the dividend to its shareholder and subsequently lK1Uihi It)

deduct the interest accruing on the loan from the shareholdrr II

Where expenditure is incurred prior to commencement of II trade it is not

deductible unless covered by II II(hA) of the Income Tax Act·: Where A

issues II bill. note or bond to B lit a discount on ils face value. the discoum

is akin to interest·' Thus. where SLICh Q transaction takes place prior to A's

commencing trade the discounting expenses In: deductible Linder s II (hA)

(.11' the Income Tax Act Where B. who has acquired II bond III a discount

on its lice: value. onsells it to C the transaction is one or purchase Md

sale M·l When: the instrument 15 acquired for resale at a profit, the

acquisition will be part of its tradinil activities MI Thus, provided (he other

requirements of'the general deduction formuia have been met." the costs ~)I'

11will be deductible Where the instrument is not acquired for resale but its

owner subsequently converts it into Irading stock. the costs \)1' it \\iII be



Whether II person is carrying on a trade may he determined only after an

enquiry into the factll (\.cUlin guidance can. however, be obtained from

cases which have considered the issue

A trade is clearly carried on where a person is carrying out a profit-making

scheme of purchasing Il.nd selling shares to' 11follows that where a company

carriee out shEtI'e--dealil1g activities which are both of a jobbing and

il1vestmelit 1i.II.tLlre,it is carrying on a trade f•• Where a company, which had

as one of its objectives the carrying on l')f business lIS bankers and Ilnanciers

and held an investment. the court found that it WIlS carrying on business ,,~

A trade l1'\!\y be carried on where a single moneylending transaction takes

place. '711 It is. however. important that the person intends to make II profit,

even if It loss eneues Where £Iperson hIlS no intention of O1nking a proflt,

for example. if money is borrowed at interest and re-lent interest free. then.

in the absence of other material IiIctors, he will not be c£I!"I-yil'tgall El trade.71

On the other hand, if a person enters into a venture and will make a loss for

El short period, but it is anticipated that he will thereafter make a pronto he

will be carrying on a trade 7.'

A trade is not carried on where an individual invests surplus fi.tnds in

interest bearing investments, 71 or where a relationship or debtor lind

creditor i~created N \Vherl'" an individual invests his savings in equities and

other forms or secured investments. he does not carryon I trade ,. It has



doing so wil] need to he developed F(lf example, If"one considers the facts

in M.IUI1H~.~I.the question which arises is whether Malljlieu would be able

to deduct her expenditure under the present law It is submitted th!! her

expenditure on her court garments would no! be disallowed in terms of

s 23(.r(1 However. L1 portion of her expenditure could be disallowed as her

expend:tute could possibly only have been incurred for the purpose (If her

trade It is. therefore. possible that an apportionment could take place ln

addition. it is also necessary ttl consider some of the other prohibitions

contained in !i 21 For example. II 23(f) prohibits the deduction of

expenditure Incurred 111 respec\ or amounts received or accrued which do

not constitute income as de1ined In South Africll this section was invoked

by the Commisaoner to disallow expenditure incurred in respect of

dividend-stripping :rnnsactiuns Another provision which must be

considered is s 23(/)) which, inter alia. prohibits the deduction of domestic

or private expenses

8.4 APPLICATION 01' TRADE IN SOUTH AFRICA

Trade is defined in s I of the Income ':ax Act as including, inter alia. every

profession. trade. bllaint:u. cll.lIing. occl.~latil)n Of venture The definition ill

VI'!Y wide and ill intended to cover every profliable activity It should thus

he given the widest possl1.le interpretation hI>



Apart from the issue of the tests that should have been applied in PicK '0

flilJ! and S~lhl.gl.us, the majority judgments in these cases have been

criticized for other reasons

In the case orpj~lt:_nP~. it has been pcinted ~)UIthat Mr Ackerman's stale

{Ifmind should not have been the focus of the court's inquiry, but fither lilt'

intention of the taxpayer As l' .> taxpayer was an artHicial entity. it was

necessary to take into consideration the intentions of the directors acting in

their capacities as such It has. therefore. been submitted that there WIS

sufficient evidence to indicate that the taxpayer envisaged a philanthropic

eft)lct. but not s philsmhropic purpose ~'l In any event. it h, been

submitted that a seascned businessman would regard the enhancement of

his buslnesa as a prerequisite to any act of business generosity I~I A further

criticism of the majority judgment is that insufficient note WIIS taken of the

distinction of the purpose an(l the e:ff''eCt of the expenditure Wbere

expenditure is effected fol' a trading purpose and it has a non-business

effect. it is not prohibited from being deductible in terms of s 23(J{}"1 The

court accepted this distinction. but in the majority judgment it "",as held that

the philinthropic nature of the expenditure constituted a purpose and not

an effect 1>: Where expenditure is incurred for t\ philanthropic purpose. hut

is motivated for business reasons. it call be argued that such expenditure

could still have been incurred IS part of the taxpayer's trade and should still

be deductible hi



Mr Ackerman's slate of mind and found on the facts that the taxpayer also

held a philanthropic purpose in making the' donation ~., One of the rnam

differences between the majority and rninority judgments appears to he their

application of the facts to the subjective test

In Sgll!ilw, Friedman AJA applied a subjective test After referring to

Bentleys and M!lUaliw. he stated that in order to determine the taxpayer's

object in making the expenditure. one must look into the taxpayer's mind at

the time when the expenditure is mode ~1 Borha JA, on the other hand,

stlted thtlt it was not possible to formulate a general lest He stated that

there were no hard and fut rules for deciding whether expenditure fell

within the ambit of the section He stated than one must examine the facts

of each particular case ~l! It is not clear whether Botha Jt' applied a

subjective or objective test He referred to the taxpayer's evidence as LO its

ajn'~ If wC'uld appeal' that his appl'Oach WQS objective in that he also took

into sccount the aims of the group and did not rely solely on the taxpayer's

m in purpose. which was to make m profit In addition. 80tl1& JA did not

reltard the prcmction of the group's interests u an effect of the

expenditure He reg!lrdl;l it as a second mam purpose With respect. this

t1ndil18 is open to criticism

~02



carpeting in a person's offlce. 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 6.wl~~ lind MnJlali~jJin the judgments of' Nicholas AJA in

Pick '11 PllY~: and Friedman A.IA in s..o.l.IilllJ.S H lire confusing The reason

for this is that the judgments in these cases conflicted in the approacbes

they adopted. Iimtl.c.y$ applied LI subjective test whereas it is not entirely

clear tiS to the approach adopted in Ma.l1ali.eJJ It would appear that in

MAtlllllj~ an objective approsch was adopted. ln addition. the judgment in

MlIlllli~!J is not clear on a number of issues Therefore. reference to these

two cases without highlighting their differences can lead to contusion II IS.

therefore. possible to sympathize with Botha JA when he stated in his

judgment in Soliglus thnt he found the various criteria confu ,ing and thllt

he did not apply general criteria."

In E~...:.n._~ it would appear thllt the court applied a subjective test

Neste,e!t JA specifically stilted that the test was subjective Aner examining

the fllcts. he found that b~nel'lting the Urban Foundation WlIS not an

independent or distinct purpose." II is respectfully submitted that the

learned judge was correct in hils I1nding It would appear that Nicholas

AJA applied a subjective test in his judgment Whilst he did not speciflcallv

state that he was applYI!111a subjective test. he examined the evidence and

"III



In ryla!Jt\E~~I,Lord Brightman appears to have contused the concepts or
purpose and intention and the approach that should have been adopted He

stated that the legislatior required that one has regard to the purposes Ill'

the business and not the taxpayer However, he went on to state that the

purposes or the taxpayer were fundamental to the application . " the

section He indicated that the words 'intention' and 'objects' were similar

((I the word .purposes' in this context." It would appear that Lord

Brightman WIIS 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 not h'lving regard to the taxpayer's mind 4'1 Clearly, this

approach was different from the subjective approach adopted by Romer LJ

in a!:mleyl! Lord Brightman drew a distinction between object and effect

He then referred to the taxpayer's unconscious motive With respect. he

appears to have confused the concepts of motive. purpose and intention It

appears thnt he in fEict applied a test of intention rather than purpose ~u His

opinion is confusing in a number of respects For example, his reference to

unconsclous motive and to objective purpose and effect With regard to

the laner point, he gave the example of the doctor who stayed in the South

of France with a patient AIi~' enjoyment by the doctor would be merelv an

effect 0[' the activity l 'nfortunately, he did not apply this reasoning tll the

facts in .1vlaliAlie!J It would appear that l.ord Brightman applied an

objective test. although, as stated. his l\pi111011 contained apparent



prer'ecessor The wording of this provision is simila, to s 23(/(} in that in

order to be deductible. one of the requirements is that the expenditure must

oe wholly and exclusively laid out or expended for the purposes of till:

taxpayers trade, profession or vocation It is. therefore. respectfully

submitted that it was appropriate for the courts in Pi~J~'n I)~' and Sohu.lass

10 refer to these cases

The cases of ~. Mwlrui~ and M1.h~ILYQjJUi use terms such as

motive, purpose and intention It is important to understand the meaning of

these terms when examining these cases Motive must be distingLiished

from purpose and intention It means an emotion which prompts an act

Purpose is what II person has in mind when he carries out an act Intention

lndicates something more than ccutemplatlon. It indicates a state of atJairs

that a person wishes to bl;n~about Intention is wider than purpose It

includes the necessary ccnsequences of an act On the other hand, purpose

is limited to what a person hilS in mind, .If)

In l3~ntley.3.Romer LJ appears to have used the words purpose, object and

motive interchangeably, The meaning of motive is dearly different from

purpose and object. Nevertheless. it was laid down in 6~ntleyl:) that one

must look at the Slate of mind or the taxpayer The court applied a

bl ~,su jecuve test



tax advantage and was not. therefore. a trading transaction Then: were

other cases dealing with the issue of tax avoidance. and note should be

taken of the approach of Templeman J (as he 'hen was) in S.lllCk NQmin~.!l

I..W...~LJ~:J~.ot.(jl1AP~~tQLQLIA~i) ...NicoL Lln$R~tQr 91' Ta}~elllv .I31Ick

.tio.miru:.ClJ.J.~ III and the dissenting judgment of Eveleigh LJ in FIQ!)f Y

Davis (Illipector of Tnxel} t I~ The approach of k1.l12tQJ1.EinilblJll. allCk

and DJl'l:iJ was reinforced in IRe.Y PIW11mer III Lord Wilberforce in

PluOlOll:f noted that the transaction in question was II tax avoidance scheme

and staled that thls-

'entitles and requil'es LIS to look at the plan as a whole It does not

entitle LIS to disregard the legal term and the nature of the transacticns

carried olit. " 1~

In e.~ the scheme was simple It was similar to W~lm;ln~' in that it

applied the notion Ihnt aMual payments reduce a person's 1axable income

The taxpayer undertook to make II series of annual pllymel1!S in return for a

lump-Slim payment The lump sum WEI'! not handed over to the taxpayer.

but made available in a series of post-dated promissory notes Elich note

corresponded to each of the annuity payments The notes were retained as

security for the taxpayer's undertaking to pay the annuity Overdraft

facilities were arranged so that \.1,Ih011the taxpayer had to make ,\11 annuity

payment. the cash required to effect the payment was borrowed by the

taxpayer on the overdraft facilitv The payment \\us dTeclcd and 11



circumstances, the taxpayer was not able to establish that the deduction

of the expenditure involved was not prohibited b~ s ::!J(,I.'J II'

Althou1.'h the majority judgments in Pic_k'u PilJ and Sruru.bl~~did not

specifically discuss the issue whether profit-making is n prerequisite to

taxpa~er had two purposes when incurring the expenditure, one of

tradin!i. it would appeal' that a profit test was in fact applied in these

cases.!" In ~l<:tLf~ the decision of the majority \. fLS that the

which was philanthropic In the circumstances. it was found that the

taxpayer did no! incur the expenditure wholly and exclusively for the

purposes of its trade This clearlv implies that as the philanthropic

purpose did not directly result in an increase in the taxpayer's profits,

the purpose WIlS not solely to trade Therefore, in effect the majority

applied a PI'Oftts test II~ The same applies to the majority judgment in

S2l_l The fact that one of the" purposes of the taxpayer's

expenditure WItS the btmetiting of' the group resulted in the majority

decidi Ihnt the expenditure wa!l not incurred wholly and exclusively

for the purposes of the taxJ)ayer's trade It can therefore be argued that

as this purpose die! not result in a direct increase in the taxpayer's

profits, the expenditure did not comply with the test laid down in s

"3( 1) Ill,... ~



'It is true, tts I have already indicated. that the absence of a pmlit

does not necessarily exclude a transaction from being part of the

taxpayer's trade, and correspondingly moneys laid out in <1 non-

profitable transection may nevertheless be wholly or exclusively

expended for the purposes of trade within the terms of 5 23(p)

Such monies may well be clisbLlI'sed on grounds of commercial

expediency 01' in order indirectly to facilitate the cttt"lying 011 of the

t!lXpflyer's trade. Where. however, II trader normally carries all

business by buying goods and selling them ElL a profit, then as a

general rule a transection entered into with the purpose of no'

making II profit. or in fuet registeting a loss. must. in order to satisfy

s 23(g) • be shown to have been so connected with the pursuit of

the laXpllyer's trade. eg on grounds of commercial expediency or

indirec: f8l·cilit&tion of the trade. (IS to justity the conclusion that.

desplte the lack of profit motive. the moneys paid out under the

trensacticn were wholly and exclusively expended for the purposes

of trade Generally, unless the facls speak [01' lhemselves. this will

call lor tin explanetion from the taxpayer 'Il~

In Q.c_.6~w the court found no satisfactory explanation of the

transection in question As it was not a normal share-dealing

transaction it ..vas not part of hi pro!1t.makintJ, scheme In the



" am not suy.gcstmg the ICl(al thrill \,1' tt1IV transaction should be

disregarded in favour 01 its supposed substance !\othin!l that I have

said is in anx wav inconsistent with the decision in the Dl.lke nf

W~sllnil1stcr:!c! care where there was only one transacnon the grant of

an annuity and there was no question of its having formed part of any

larger scheme .14~

This statement would seem to indicate that Lord Fraser did not regard the

decision as beins in conflict with (I'll! mWt.i.lmilnl~r 1<,.

Lord Wilberforce reiterated certain lona-stllnding principles The first is

thtt! when n t&xin.S Act hIlS to be construed. the courts are not confined to a

literal interpretation The second is tlillt f\ taxpayer can still or~8mil.e his

afl'itirs in order to minimize his liability for tnx The third is that documents

and !I1lI1S!l.CtiOl1S are either genuine or sham It is a question of fllct as (0

\~hich is the situation The fourth i'i thm it il document or transaction i~

genuine. the court cannot look behind it to tl supposed Llnderlyina;

substance However. if the transaction is part of a selies of transactions. it'

the court regards the wider series of transactions a~ a whole. this does 11<'1

mean that the court is preferring substance over form 4~

It has been submitted that the basis for the doctrine in R!'Il11~ftJis Ih(lt of

flscal nullity which was developed in tht.: courts III [he l 'nued SHllt" \11'

~21



Lord Wilberforce commented on the principles laid down in Weslmin~ter IlS

follows

'It is the task of' the court to ascertain the let4al nature of any

transecticn to which it is sought to attach at tax or a tax consequence

and if thut emerges from a series or a combination or transactions

intended to operate as such, it is that series or combination. which may

be regarded d~l

Lord Fraaer commented on the schemes inJ\.runay and IYl..wliua as follows

'The essential feature of both schemes WIIS that. when they were

completely carried out. they did not result in any actual loss to the

taxpayer The lI.pparently l1ia~ic result of crelltin~ n tax los!! 111mwould

not be :I real loss WIlS to be brought about by arrllnt(ing that the scheme

included II loss which \NU ruk.wable for lax purposes lind II matching

gain which WIIS not chargeable 111 ~lllnIUI.)1 the loss arose on the

disposlI.l of Rarruay's shflres In Rtlwlillii it arose ~111the disposal of

the laxpayer's reversionary interest in the settlement dH

Lord Fraser stated further



The facts were that the t 'nucd Kingdom trustees resigned and \\1:11.'

replaced by foreign trustees The new trustees appointed the taxpayer C\

beneflciary of certain shares subject to his surviving bv three days The

taxpayer sold his interest in the shares to another non-resident company

The tsxpeyer then purchased the shares tram the latter company The

taxpayer therefore claimed that there was no liability for capital galns tax

The House of Lords held that all the transactions should be treated as one

composite transaction The documents should be read as a whole and the

tltxinl>l statutes should be applied to the true legal effect of the trsnsaeticn

Thus the House held that the taxpayer had acquired the shares as n

belleficinry of the trust 11'1 It has been submitted that in Chino there were

two sepanlte issues. Fits!, whether one must construe each transaction El.S

part of the whole and, second, whether one can regard the only legal

consequences arising as those that flow from all the transactions taken !IS lin

indivisible whole 140 The' House of Lords accepted the second proposition

posably using the flrst to j~lstify this approach 141

In RILlllJ1lj:, the taxpayer entered into two transactions in terms of which he

made n loss for capital gains tex purposes, and this lOllS was matched by a

non-chargeable gain which arose out or a second transaction into which the

taxpayer entered The taxpayer sought to set off the allowable kISS a~Uil1S1

his liability lor capital gains tux The true legal effect l)f the transactions

treated !.IS a whole \\(lS that the liIXIH1\t.'l' mad!" neither n ~i11l1 or a h,~It



promissory in a similar amount was released to the taxpayer Ihe taxpayer

applied the proceeds of the promissory note to settle the overdraft The

main benefit to the taxpayer of the scheme was that he could claim to have

made annual payments which reduced his total income for income tax

purposes The recipient of the annual payments was a charitable COlnp!lI1Y

which could recover tax on the annual payments received I"

In__'pllJITII1Wthe House of Lords applied the principle laid down in

't\'~1U1~ If a l,ciSon signs a contract to make annual payments. effect

must be given to that legal contract The annuity payments that he makes

pursuant to that contract must be regarded as annual payments This

should apply regardless of the arrangements that the person makes in order

to discharge the payments 1.11> In BJunm' Lord Wilberforce stated that it

would have been lesitimnte in E.lymll1er to regard all the arrangements as II

whole. It watS. however. concluded thst the srrangementa had a

commercial reality and they should be upheld 111

Chinn y_C:.ulli.IaJJl1lPI:C.LQIQ(TIL~ IlK "vas a case concerned with capital

",flins lax Capital gains tax was payable 011 it distribution of a trust asset 10

it bel1e!1cillry by lJ usiees or a trust The tax was celculated 011 the

difference b..tween the origina' price paid by the trustees and the value of

the asset at date of distribution However. \I, here a purchaser purchased lin

a ..set from a foreign company, there \\ as no liabilitv tor capital gains tax



case, the fiscal consequences corresponded with these legal consequences

of the transaction I:'

The B,Jln_u~/OJlWaQl) approach developed in cases that were heard prior to

these cases EA..~_AaJ..l.d_y_I..IJP1QJL~lQ[ of IIk~~5JI.·,.was a case

concerned with dividend-stripping The House of Lords refused to allow

the taxpayer a fiscal result which differed from the t1nancial result The

taxpayer was not allowed to deduct the loss on the sale of the shares

because when one looked at the transaction as a whole. and taking into

account the dividend received by the taxpayer. the taxpayer did not make a

loss 1~1 111 commenting 011 this case. Lord Templeman stated

.But in dlvidend-srri; cases the tax avoidance scheme negatives

trading because on a true analysis of the transaction the trader does nl

trade at all -11.

The approach adopted by the court in t,3J.PlQ.n differed O'om the earlier

dividend-stripping case of CiriffitJ1LlllllR~t,QLQf Ifu'tel) Y~LP Harrison

(\,+YntJiJl:dl waiN in which the majority view was arrived at by examining

the component parts of the transaction it was held that the activities or the

dealer in the shares involved amounted to trading in the shares In FinsDul)'

S~JJrlties Llo v 13ishl.1pllHII''! House or Lords viewed the transacuon as a

whole allll Included that the transaction \\i1' an artillcial dev icc to secure II



In the t 'nited Kingdom, it is submitted that there are three broad stages ill

the development of the approach to H1Xavoidance and trading rile lirsl

stage is lhe""W~.tminlW approach based on the decision In IlK y O_1Jkr:.Qf

W~ll.DlinlL.er 11M The second stage is B.nmJnY!QIlYili91i approach based on

the decisions of 1¥_IJ3.mL11sllj:.L.ttLvJ.B.C.IPI Eilb~~ llnllJ~tQr of Tax~sJ v

B.IDxlina120 and B.lmil1.LlJJiJt~Qr....Q.[I.lt)w ~YJQD It I The third staie

is the CballellielEnsJ!Ul approach based on the decisiona of lR.t:. .....Y

C.bJl.ll~lli!L~~QmJ.Jdl!~and fins.Uw W There are. of course. many other

decisions deaIini with the issues raised at the various staies However. the

cues mentioned as highlighting these three !lUlses are referred to in order

to identify the sIages in an easily recognizable manner

The WeS1IninaL!:1" approach is Illustrated by the followini well-known

extract Ircm the judgmem of Lord Tomlin

'Every man is entitled to order his lI.iTllirs so IS thelt the tax lIttaching

under the appropriate Acts is les!! than it otherwise would be ·1:·1

In ~muni.nilm' the ta,,<payer covenanted to PlY his jetrdener an tlnnuity

The ~lrdener !llVeecl to continue to work for the taxpayer fer the annuity

&1I1d such sum lUI Wt1ll necessary to make up his wages The majority

accepted thllt the lIIardencr V(llUl1llrily \...orked tull lime for the taxpeyer for

half wages and enjoyed the annuity given In him hv the taxpever In this



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 a transection is effected in order to obtain certain fiscal

advantages For example. assume a taxpayer carries out a series or

transactions and each transaction on its t1WI1 censtitutes a trading

transaction However. the transactions, viewed as a whole, result in the

taxpayer's avoidin~ income tax In addition. the taxpayer has entered

into the transactions in order to achieve that income tax saving An

example of this type of activity is that involving dividend-stripping In

I typical dividend-srripping case. a trader in shares purchases shares in a

company in which there are divisible Pl'O!1ts availeble for distribution

Assume tl It the shnres are bought for R I00 After the purehase. a

dividend of R80 is declared and the denier then sells the shares for lUO

The dealer claims thnt he has made a loss R80 in his trade 01' purchasing

and sellin8 shares This assertion ignores the filct that thl" trader has

received a dividend of R80 111 In this type of situation. the question is

whether the acquisition Ind sale of the shares constitute C1 trading

ImnSIl.ctinll hy the trader Whilst it is beyond the scope of this thesis to

discuss the role of tax avoidance in trading transactions, it i'1 necessary

briefly to refer (0 some of the issues involved These issues 'v' ill not he

discussed in any detail



InJTe' 14941
'" the taxpayer sought to deduct the costs relating to the

letting of a holiday home The court determined the issue as being

whether the losses claimed by the taxpayer were inci.rred in the carrying

011 of a trade Of business The court concluded that if there was no

possibility of earning a proflt. the expenses were not de'iuctible The

court relied all the decisions of 1I~'_JJZand tTI.:JgJ alt.iough in the

instant case there was the possibility of the taxpayer's eerning a protit iJ1

future years The facts in lIc~n~7"II'were similar to those In lIe

U.CU The COUI·t found that there was no real prospect of letting the

property in question at a profit and accordingly disallowed the

taxpayer's claim for Ii deduction of the expenses. It has been submitted

that the ratio decidendi <.11' the judgment of the court was that the

Illxl1ayer failed to discharge the onus on him of shov-ing that the

expenses were incurred for tho purposes of his trade 107

On the other hand. there have been a number of cases in which it has

been held that, in order to carry on a trade. it is 110t essential to make II

prullt J"~ Examples 01' cases in which this has been held are where the

taxpayer hired properly llnd sub-let il lor the same rel1ulllH'1 and where

shares were acquired with the purpose of sellini' them al a loss "" It

has been held that profit-making is not an essential feature of trading III

In (11\ .v De 11l:~rlij:loJdirui.$ lPtyJJ.tcl. an Appellate Division case.

Corbett 1;, stated

~II



The issue whether a person is carrying Oil a trade mav only be determined

after an enquiry into the facts of the case Certain guidelines can be

obtained Ih1n1 cases which have considered the issue An issue which

should be determined at the outset is whether it is essential to make a

profit in order to trade.

On a superficial level, two early cases seem to support the proposition

that profit is an essential element in trading In IJ.CJJi'll the taxpayer

was a private company in which the ('..,0 directors were also the only

shsreholdera The taxpayer borrowed money at an interest rate or {)o 0 per

annum and on-lent the f1.mds to the shareholders at an interest rate or 1%

per annum The Special Court held that no gain could have arisen on the

loans in question If the taxpayer's purpose was n01 to secure a ga.in, any

loss arising from the IOhlns could not be regarded as incorue losses In

lKihl 'u~ the taxpayet' inherited certain properties. One of the

properties was a residence lind was not suitable for letting The Special

Court disallowed the taxpayer's claim Ior a deduction of the expenses

relating to the property The reason fbr the disallowance was that there

was 110 prospect of any gain arising out of the taxpayer's ownership of

the property It has been suggested that the basis of the decision in ITC.'

.~"t1 was that the property was vacant and not leuable.!" and that the

court in LJl'. 112 could IU1\:e reached the same decision on the grounds

that the expenditure was '10t incurred in the production or income III~

~11l



Lord Oliver stated that [\am5al', as developed III Dawson, established that

the Iht'al consequences 01 Il preordalned series of transactions which are

carried out to their planned conelusicn are determined by lor kinlJ at the

plnnn.ed lind finlll result of the trllnlll\ctions The emphaJis IS on the

unbroken nnd predestined chain from sllrt to finish The 1.....0 different

vie'\s related to the meaning or preordained' and " composite

lransmclkm' The wider vie..... interpreted preordained' IHI meanin~

'preconceived' Thus. all events which occur sequentially as a re~ul! of the

initial intent Ind In which there is 61 tllX !laving would form part of lhe

scheme The effect of this is IMI where events or transactions form part of

I sil'lile composite transaction, their actual nature could he distorted 1,.

There were four re'.lionll why Lord Oliver rejected this wider view (If the

el'fe-ct of o'fI.'I:llWl First. there is no precedent for this view Second. it

would involve l rejectiun ot Lord Bnihlm.tlfl'S meticulolJs nnnlyaJ8 (.)1'the

successive stepa in UlWIQn Third, there Wlli no authority fOT thill

proposition in 12,IWJg.o Fourth, there Willi no ratiomtl buis for this

prcpceiticn either in D:nYIQD or which could be IbrmLlllI.ted in the House of

lords IN

Lord Oliver stated

.As the 11l\\ currentl v stanch, the essentials emerging from DIlWli\)!1

appear In me III be fout t11 number (1) thai the series uf transactions



adopted in DiI\Iv!Km can be applied to 11 linear as well as n \ell:'cancellinl(

trt\nlUtcti~m Ihe necessary conditions mwH t:xis( to enable the court

realistically to ft:gtlrd the two IranJI.IClion!l all one single. composite and

indivisible whole In thill situnttUtl. the trnnuclionli would be trelled tl!! a

sin!.4ledilpO'MI for tax purpcses In dir.cu1sinll these {\I,O views, he referred

to the decisions in RanlHj' and t.)·lw$<\m The l\lm~ principle involves

lookjn~ Mt the rH!.IlI that the pllrtiell actually intended and produced One

must apply to thllt result lite ordinary li~clllcuna.«luencell that now Ih,m it

Althuugh ~:. purported to apply the B.tmw doctrine. it went further

OA~IJ involved reconstitutinll the actual constituent Irl1ng,ctionll to'

somethifllJ chllt they were Ilt,t in flCI Thus. In intended result Wa!I

attributed to the parlies that they did not, in fact. intend Fiscal

conllequencl:& are applied ttl the reconstituted ~t of trllnlltl·clk,ns In

OIiYIS.1Othen: wu ttl, exchanie of Ihare!! Thil trllisactitm lUtd pemllnent

fiscal auu' Jcglll r"ulta He rCiJ&rded jIli critical the determination of \\chen

the clrcumstenees exist in which the prin"iple!l Ilie! down in lllt'tYll.m apply

Lord Oliver reJected the firal view Hill renon for thill \\call thnt it' one

accepted it. one would hive to accept that where any transaction is entered

into in order ttl evoid tax on II llubsequent IranSlction. the fir!! transaction

would he treated as indiltinjulldlltble from the larer trsnsaction Thus the

later transecrion would have no independent h~¥nl ell'ecl even if the i'nct!i of

the particular esse indicated the contrary t"



and O liNlily resulted in It l\ublidiary of 0 acquiriny the shares in Q M,

hllvinw received the proceede of the uIe. lIter lent mi'!!! of the proceeds to

the tttxpnycra The iHue '.Vel! whether the lihue exc:h&nifl: with M. the

disposal of the !ham in Q by M to ()',. subaJdilLry ItOOthe lanns by ~;1to

the tltxpnyers cl.1nstiu.ued a ainjle composite tranltlction If so, whether this

transaction had the effect that every time Ivl lent monev to any of the

tlLxpltyers. thill WII! deemed to be i pin di!lp{1111of the shares in Q for

capilal pins tex purposes .,.

The House of Lords dismisaed aU three appall by Inland Revenue 114 The

decisions in the Cltses of ~'!II.Ir lind Orq~ were unanimous. while the

decision in Cnl.Y:!m WItS by majority In Cr.IlYml the main speech was by

Lord Oliver. lind Lords Keith Ilnd Jauncey gave speeches which allo

diuniued the appeal m The diS!enlini l!peech~ were !Jiven by Lords

Templeman Ind Ooff 11t.

Lord Oliver examined the decillion in W.lQD He said that there were two

different view~ as to whllt D.I"'LlIoiJ) decided The i1rst wna that IIny

transaction entered il110 with the purpose of avoiding. minimizinlj or

postponil1i tax in respect or another transaction which. at the time. Wtlll

bein» contemplated and which subsequently takes place must be ignored Ihr

fiscal purposes The reason lor this is lha! the transaction termed p~\l1of a

scheme for the avoidance of tax I'he second view is that the approach



The facts in Qre"Jrll11)' were that the taxpayers were negotiating the sale of

!lh~re!l in a lamily company to (' It was envisaged th,n the sale would he

carried out throUih tl company registered in the Isle of Man The

ne\1.otiatinn5 broke down The taxpayers proceeded ttl incorporate an Isle

of Man company. H The telxp·ayers exchanged their shares in the farnilv

company for shares in H. At the time there were no negotiationa taking

pltlce for the anle of the 5httres in the l'ilmily company Almost two years

later H sold the shares in the family holdini company to N. a new purchaser

not conreeted to (' .\S!letlSl1lCnhi to capitll iains tax were raised on the

taxpayers on the basis of 1\ sale directly to N P.'

The fnCl!! in Cn~ were than the taxpayers owned all the shares in II family

cornpany, Q They were advised by their lICCOulital1t thet they should either

!lell Q or merie it with another (' npany They tried unsuccessfully for

three yetlfS to sell or mef8te V with another compeav Finilly they

invcstiiflted a sale or merger with II com~ny, (' Shortly the-reline!" IInother

ccmpany, O. shnw~d an interest in purci1nsing Q When the negotiatkms

with 0 waned. th~ taxpayers resumed neiottltions with C At this !!lUlie,

the tllxpayers arranied to eequlre an olf-the"shelf Isle of Man company, :-v1

The object of this purchase \VIIS ttl use M ",s O's holdinli company lbr a

merger with (' 0 then made an offer to purchase 0 At this stage

negctiations were proceeding with both (' and 0 Q's shan.' capital was

reorganized with a \ iew In sa\in~ stump duties The uegotiation« \\ irh C



discrimination t1lUlins!the lather IlS the mother could have obtained such an

order Whilst Inland Revenue: hall sought to confine the applicatlun of this

decision to cases concerned with the Matrimonial (IlUlIeS Act of 191,'. the

importance of this case is that the Hl')USC of Lords agreed thllt an artificial

tlX device could be effective in spite of tile RruniiJI/[~Il'f($OO approach II."

A further development of the RamMlY doctrine took place in the cases of

Craven (Inspector of Taxes) v White, IRC \ Bowater Property

Developments Ltd and Baylis (Inspector of Taxes) \' Gregory which were

considered together I'!II

The facts in ~ were thtlt the taxpayer Waul a COlTIpMY A siswr

company of the tllxpayer had l1egotiated the sale or certain land 1<.1 M The

11ello0tiations for the IInle fell thro Igh 111the meantime the sister C(ln1pany

sold the land to the tElxpayer The t.axpllyer t hen sold the IElI1d to five

U!lOClltled Ct1111pa,nies in equal shares Elt its market value The purpose of

this Willi to tnke Ildval1tllge of the development land tax exemption tlull was

IIvatilable to the five compll.nies Almost two yean later M reopened

negotiatiol1s and. consequently, [entered into IIjreeme'ntll with the tlve

compsnies in terms of which it acquired the htnd Revcmue !Itlllghl to assess

the 18xpayer to development lane tax on the basis ,,-,!' u '!ale direcrlv from

'"'the taxpaver to M '



provisions However. Revenue succeeded with this argumen: 111 Dawson

The question arises v.. hen a person enters into transactions '" I1I1:hsa!i!'il\ the

relevant statutury requirements whether. if they have the fiscal effects, the

tr2111snctif'fl" can be set uide on the ba.sis of B.amW' In ~Q')]l Lord

Templeman decided in favour of the taxpayer on the issue of the debts

However. he offered no jeneral principles which can be applied in deciding

other ells!:s It hilS been submitted [lUll in NQ\Jl the trensacticns had a

commercial purpose Th~~' principles have the etfeet that the

transectione can only be nullilled if they do not have a commercial purpose

Thua, if a statutory provision requires. either explicitly or by implication. a

ccmrnerciel purpose. the B.IImaY doctrine cannot be applied in respect of

u'llnsllctit)ntl that comply with that provision I..., As a result. Nova hIlS been

referred to as JI st&tlJtnry aveldance scheme 11.7

An interesting elise which subsequently came before the courts and \-'.&s

decided in tilvo~'rof the taxpayer was Sll~rtll~.v Sh~rQl~j'H.. In this case a

CUSlt1>dial parent scught a court order tor the pavment of school fees The

issue wu whether the court had jurisdicti<m to make an order where there

was no issue belen: it The House or Lords held th~t t\ parent could obtain

II court order lIiainst himself or herself even if his sole object Wis to obtain

II lax advan1f1l!1e Thus the House held that the Ril11$cllJ! doctrine did not

apply in this situation "he reason fm this approach was that the Ilouse of

lords held that it' the order was not granted. there would be (is~al



the ~rt)up'lI overall financ.al position The proflr made bv the taxpayer was

merely iI disguise [0 conceal the fact that th~ lease was 1\0\ being traded If

the taxpayer held acquired the lease and sold it on an arm's length basis to

an llIlsociltted companv. the transaetion would still have involved book

entries and the iroup' s overall linnncial position would have remained

unChal'lJecl lll}

In NQYJl. Lord Templeman in the House of Lords found that properly COuld

only be acquired lIS tmdlili stock if it was acquired for the .Jurp0lte of being

used in the course of trade He stated thaI iii order to constitute tradinll

stock. an asset must be Icquired with II view to I"enl,' at 41profit It•.l This

latter statement has been criticized as beinll erroneous It is generally

recognized that every trading transaction does not presuppose II profit

purpose An example is II'e stile of II loss leader aimed at attracting

customers to 1\ retntl outlel 11>4 Lord Templeman found that as far l!l the

debts were concerned, the House cmlld not infer that the only reascnable

coneluslo» wu that they were acquired by the taxpsyer solely for the

purpose of acquiring II I1sol1ladvlIl1tl\ge for the gmup However, he found

thtlt the shares were worthless and were not acqulred as trading stock l6~

In considering the application of the RlIJllSel,j' princlples in Arnd.we and

NOY.Il.Lord Templeman did not consider it necessarv to consider them In

t\.rnt1lIe In NovjI he stated that Revenue could not complain that L had

secured fl Ilscal advantage by taking advamage or the relevant statutorv



pari of l.'s trading stock and had been acquired by I. at a price considerably

in excess til' the price at which the~' were sold to (he taxpayer Thus. t. had

incurred certain capital losses in respect of the assets The relevant

legislation in the United Kingdom provided. in ellect, that group relief

could be made available by convertteg a capital loss sustained by one

company in the group into a trading loss sustained by another member of

the group provided certain conditlorn wert' fulfilled One of the conditions

WIIS lhllt lin ilSsel pregnan: with a loss had to be transferred to a trading

company in the group which acquired the asset as trading stock For

corporation tax purposes the shares were deemed to have been sold to the

taxpayer 1'01' II consideration equivalent to their cost to Land 11\.1t the

l10minai amount attributed :0 them in the sale documentation The same

applied to the debts sold to the taxpayer by L In the circumstances. the

taxpayer claimed to have incurred an allO\·vable loss being the difference

between the cost to L of the assets lind the price paid for the assets by the

taxpayer 111(1

In t}.[lld.alr. Lord Templeman 111 the House or Lords found that the taxpayer

did not trade and did not intend trad; 19 with the lease Thus the taxpaver

did not acquire the lease as trading stock It. 1 His decision has been

criticized on the ground (hat he did not provide sufficient reasons for this

conclusion He stated that since the companies involved were all part of

the same group, the transaction WClS a book entry which had IlO effect on



However. Lord Fraser said

'The true principle of the decision in r~~rn~ was that the fiscal

consequences of a preordained series of transactions. intended to

operate is such, are generally to ne ascertained by considering the result

of the series as a whole, and not b.II dissecting the scheme and

considering each individual transaction separately .,.(,

There are tv 0 decisions on trading which are also . relevance. namely,

Coates nUiJt~LQLTJ~ __.Y_Aro.WIl~LPJQR~li~~.Lld"? and ~

l..lJlAR!:Ctol'of TIJ.,\~sJ..Y...bLtlYJl....s!IDl.rilJ~u..tdm The facts in 8rl1QilC were,

\..rietly, that the taxpnyer was II property dealing company and \ovaspart of a

group of companies lhe taxpayer acquired a lease from A. an associated

company, and, on the same day assigned it at its market value to B. another

associated ccmpanv A's expenditure on the lease prior to its sale

amounted to more than the market value of the lease The taxpayer. being

II trading company, elected to bring the lease into its trading account at tl

value equivelent to the amount that A had expended on it The taxpayer

entered into the transaction in order to obtain favourable tax consequences

for companies in the group U\I The facts in N.Q.Vi were. briefly. then the

taxpayer was il trader in shares and securities. The taxpayer was acquired

by allot her company, L L sold certain shares and debts to the taxpayer nt

their market value The shares were valued nt 1\ nominal value, and the

balance of the salt. price related to the debts These ussets did not form



scheme The change must. however, be regarded as a mere change or form
with no enduring lega] consequences In al,.lJDltlh the change of the

taxpayer's position !'t om that of' creditor of a subsidiary to that of a

shareholder with a greater equity investment in the subsidiary could have

had no enduring legal consequence as the subsidiary was liquidated as part

of the scheme I~I

In DJlws.QD the taxpayers wished 10 sell their shares to a purchaser In

order to avoid cnpit~1 gail's tax. they exchanged their shares for shares in a

company incorporated in the Channel Isles Capital galns tax W8S not

chargettble on this transaction Thereafter. they arranged for the Isle of

Man company to sell the shares to the purchaser The House of Lords held

that capital ga.in~ tax WItS chargeable Of1 the sale of the shares 1~4

The taxpayers argued that. applyi1~~ the principles enunciated in Ram$aj'

and l3J.!.rll1Jlh. and lll1a.lysing the lega.! and practical effects of the scheme,

both the exchange of sharee and the sale agreement had enduring legal

consequences, There was no preordained intention or arrangement for the

scheme 10 terminate The House of Lords did 110t accept this submtssion

on the basis that it resulted in too restrictive an interpretation of the

principles laid down in RnI11:iilJ' ~\I1d6YJmnh The main difference between

R.rumay and BWJllal1 on the one hand and Dswson Oil the other was thelt in

the latter case the taxpayers sought to defer. not save, lax I"



financial statements At the end of this series of transactions the tax paver

was in the same financial position as it was at the outset However,

whereas previouslv it had a valueless debt. after the series or transactions it

owned valueless shares in a subsidiary which had an allowable loss of a

similar amount The House of Lords disregarded the series of transactions

on the basis that they were artificial ,~,

The decision of the House of Lords in 6J.1rmtlb has been questioned The

basis of this is that the rules relating to groups of companies can. in certain

circumstances, operate to the di!!ldvalltage of taxpayers and. in other

circumstances. they can result in benefits to the taxpayers involved. In

Burm!lh the taxpayer W61S able to rnaaipulete the rules to 'he advantege of

its group Had there been a profit 011 liquidation. such profit would

presumably have been taxed It hits been submitted that there is a big

difference between the situation in 6J.mnah and that in R1lmsny 1~2

Vinelott J in fJ.l(]llilHlll3.I~~ClJ.)r ..QfIn~wy.QiLWSQl1 attempted to reconcile

these decisions In.B.ilmm: there was 110 real loss In !ilJ.tll1ilb there was a

potentis! loss to the taxpayer of the debt that was owed to it by its

subsidiary Vinelott J stated that the Ral11siY approach should not he

confined to cases where the steps taken to further a single Cll11pOSnC

scheme are circular or self-cancelling The court may disregard a

transaction even if the legal position of the parties changes during the:



America However. whilst this doctrine has not been accepted in the higher

courts in the United Slates, it is accepted in <IV.! courts in the United

Kingdom.':"

In lB.CyJ~.lJI1ruiliQ1LC},t1Jd,IJ'1 Lord Diplock staled

'It would be disingenuous (0 suggest, and dangerous on the part 01'

those who advise on elaborate tax-avoidance schemes to assume, that

B&n~:~ case did not mark a significant change in tht: approach

adopted by this House in its judicial role to a preordained series of

trensactione (whether or not they include the achievement of a

legitlrnate commercial end) into which there are inserted steps that have

no C01TI111el'cialpurpose apart from the avoidance (If a liability to tax

which in the absence of those particular steps would have been

payable d~"

In l3J.1nuah El similar approach was adopted to that in ~ The facts

were that the taxpayer owned a subsidiary which was indebted to it The

prospects of the taxpayer's recovering the amount owed were minimal

The taxpayer capitalized the subsidiary by taklng up a rights issue in respect

of shares The subsidiary used the funds raised from the capitalization to

repay its indebtedness to the taxpayer Subsequently the subsidiar "ao;

liquidated At the date 0[" liquidation the subsidiary reflected a loss in its



portfolio Included in the loans which it acquired as part of the portfolio

was a loan to the government or the Federation of Rhodesia and Nyasaland

in order to assist in the building of the Karib« hydro-electric project AI the

date of acquisition. slightly more than half" of" the agreed amount to he

loaned had actually been advanced The taxpayer acquired this loan at a

discount 011 the amount already advanced The taxpayer agreed to advance

the balance of the agreed amount to the government in terms of the loan

agreement Subsequently, the taxpayer sold the loan to another investment

COl11plll1Y which has been r"rmed by the British South Africa Co Ltd. At

that stage. the taxpayer had ar!v:mced to the government the balance of the

amount which it was obligated III advance in terms of the loan agreement

The loan was solei to the purchaser Elt a discount on the total amount paid

and advanced by the taxpayer in respect of the loan The price that the

taxpayer paid for pari of the loan and the consideration received by the

taxpayer fbr the sale of the loan were fair The taxpayer acquired the

portfolio. including the loan, as a packaged deal in order \0 confer EI tax

benefit on the British South Athca Co Ltd The reason why the taxpayer

sold the loan was. partly. for the group It) straighten up its books by

reflecting the loan at its then value and. partly. so [hal the taxpayer could

avoid the payment of United Kingdom tax on lIlt' interest earned in respect

or the loan :11



dismissed ,'UK Briggs FJ referred to Harri-on as au: hority for the fact that to

seek to recover a tax refund was an attempt to make a profit.'?"

Whilst it is appreciated that ~~k 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 a trade although one

of their purposes WlI.S to minimize' their liability 1'01' tax The reference by

Brigss FJ to I-lmrri.s.onis also interesting It has already been noted that the

approach adopted in Ii.arrWw to dividend-stripping WlIS scbsequemty

changed in later cases thnt were considered by the House of Lords tn

Hanison the House, in effect. spplled the W§stlllioster approach If one

applies the RamsQyfDawsoJ) principles to the facts in 1Y.iJ~. the single.

composite. transaction which would be treated as a whole would probably

be the distribution of the dividend by A to the texpayers, That would be

the true effect of the traasacttcne. The sale by the taxpeyen of A to Z. the

distributlon of the dividend by A to Z and the pal'! repayment ~)I'the loan by

Z to the taxpayers would probably be regarded as self-cancelling

transactions

ln C_QI..::t ..asA._C~Lln..v~SJ...LQ:11I the taxpayer was formed in order to

take over the investment dealing business which had been carried on

previously by the British South Africa Co Ltd Aller its formation. the

taxpayer acquired from the British South A Irica Co I.td il~ 111\csiment



Wjn.s.tQ~kJ.lt_a.I1Qlhc:r y_(QT}'K, is a case in which it had to be determined

whether the taxpayers were carrying on a trade Whilst the issue was

whether certain receipts constituted taxable income in the hands of the

taxpayera, the case is relevant because the taxpayers entered into the

uansacuons with fiscal objectives, The fnets were, briefly. that the

taxpayers were the sale shareholders of II company, A They bought the

issued shares in. and the ourstanding 101111 account due by another company.

Z. which had an assessed loss The taxpayers then sold their equity shares

in A to Z Thereafter. A declared Il dividend from its accumulated profits.

The dividend sccrued to Z, Z became entitled to a reft.ll1c1 of tax paid by A

This enutlemem arose by virtue of certain provisions of the relevant taxing

Act which were in effect at the time lind which applied because of Z's

assessed loss, The 8.1110untsreceived by Z by way of dividend lind refund of

tllX were utilized pal·tly to repay Z's indebredncaa to the taxptlyers The

Ccmmiseioner sought (0 tax the taxpayers all the net prollt made by them

from these tl'lnsactions The taxl'El.yers Ill'illad tbat the transaettcn should

b\. viewed as II whole. It WIlS not a profit-milking scheme The purpose

was to obtain tax relief and )1 to make a profl: In addition, the taxpayers

argued that the money received by the taxpayers represented a repavment

0(' their loan accounts and constituted a return of their capital ~I'

The court found Ihell the taxpavers were engaged in ali operation ul' a

business to carry out a scheme of profit-making, and their appeal was



stock-in-trade shares that produced the income, the dividends and

the refund . .'11:

111 the circumstances. the court allowed the taxpayer to deduct the cost or

the shares in the calculation of its ul"<able income !II' This decision is

interesting in that it referred to early United Kingdom cases as authcrirv for

following the \:Yttt~ principle It has been seen that subsequent

House of Lords cases dealing with dividend-stripping applied the

RJmss,)'/OII\Y1QIl principles and disallowed the claims by the taxpayers 1\)

deduct the cost of the shares involved In vi~w of this. the approach

adopted by EQITe~ a.nd l:!nrris.on was incorrect and. therefore. the basis or
the court's decision in l.!.n1lJili...Ei~ W(lS incorrect Furthermore. it will

be noted that the Appellste Division in Smith f\l'j'ica did not follow the

decision in Umtwi finance In lhi~ rejplrd, it is interesting to note that in

ti~moiim,the Appellate Division did not agroe with the decision in U.mulli

r~illM!;e insofar ItS it dealt with issues !lil11i1ar to those in N~I1lQihn.'11,1 In

addition. the Appellate Division in H~mQjbnwas not convinced of the view

of Claycleli CJ iii Umtm1i Fi[tm with regard 10 the decision in i3JI.n.Q

S~~S;~ Clayden (,J was of the opinion that the basis of the msjoritv

decision in Rind ~~ "vas wholly tied up with the definition of a

liquidation dividend M Thus. in the context (11' subsequent South African

cases. the deci- 'on in L!nllajiJina.ncr: \HIS also incot rect



It is interesting to note that the court did not consider the question whether the

taxpayer was trading in respect of the lax "WI'lr' dividends received by it It

would appear that the COLIrI accepted that the taxpayer was trading The

reason for this is chat it was accepted that the taxpayer traded in shares and

dividends In addition, it was accepted thlt the taxpaye could deduct a

portion of its expendit1.II'einsofnr IS it related to the scquisitlon of the portion

of the liquidation dividend which represented I return of ita capital 1'17

Unlwi fillllnce (Pey) .l..1d._y ...cQlI'1fI "vas a limbtlbweem case that had 10

consider the issue of divider\d.strippin~ The case WItS htmrcl by the Federlll

Supreme Court. and the jUclgmel'1t W'll! given by ('Iayden (,J The court

referred to early El1¥iish ellses such lIS Qrifi1lll.iJ.lniI~~~lQI..of Ia.'S~l Y.Lf

l:lIlJ.:mQ.O ~r:clL.l..ld'll\l and OB.......Y_.Ew:nw.ll·, whi·ch adopted the

WUlmiMW IIppronch. The court also r-e!1!r'red to B.lln&L.S*cJ;iQm but

distil1¥uishecl the majority decision on the basis thilt it was tied up with the

special definition 0(' Iiqt.uciation dividend and the majority relied upon the

definition in determinjni the purpose of the expenditure Ilpnrl from the simple

purchase of the shnres .)tIl After revievvin~ all the facts and authorities. Clayden

CJ stilted

,Applyinj Wlllll WlIiI said in those cases, one starts \"lith the litc! that

the business of the appellant WIIS 10 deal in shares The deductions

which are claimed are not the expenses of obtaining :I dividend or a

lax refund, the lax Free income, but the expenses of obtaining the

~·II



In Cl.B._y&ru1tLS~~ti~Ol~.~CQrRJ.tgl'"the taxpayer was a finance company which

derived its income partly from share-dealing and dividends It owned shares in

a company. L Knowing that L was about to So into liquidation. the taxpayer

bottght furtber shares in L. Shortly thereafter. L was placed into vohmtary

Iiquidtttion. anciliquidation dividends were paid to the tn.,<payer in respect of its

sbllJ-es in L The dividends were represented by cash and shares in another

compsny. Part of'the dividel1d represented II return of rbe taxpayer's flo!ltiJ'\:i

capital. and the remainder was II dividend as defined TI1is latter pru-t of the

liquldarion dividend WIlS exempt (tom I£\.-'( In the circumstances. as the exempt

portion of the dividend did not constitute income in the taxpayer's hands. the

company could not deduct any e.,<penses incurred in respect of that dividend

The issue befol "I the court was whether the taxpayer was entitled to deduct the

whole amount or a portion ofils cost ofils shares in L. The taxpayer argu.ed in

the Appellate ()ivision that as the Income Tax Act did not direct an

appcrtionment of expenditure or give il-lidance as to what portion of the

expend.iture was deductihle, the whole of the expenditure was deductible

(,entlivres CJ. who delivered the mltiority judin1ent. did not ~e with thili

contention He apportioned the expenditure 011 the basis of the expenditure

multiplied by the income This amouru is divided by the slim of the income and

the c1ivideltd He held that the resuhin1,l 11i1-lreWill, the deductible expenditure

The matter was rel~l1-ed to the Commissioner 10 issue n revised ns.'ileument on

the bltsis ofthili fnrmula I''',



trading. 1"lestated that in j;J~ji.n there was no difficulty because a trading

transaction was clearly identifiable He did not say how it 'Was identified

He len unanswered certain issues For example, is it necessary for there ttl

be a risk of profit or loss in order' to carry on a trade" ,VILIS! the transaction

be of a type that is generally regarded !\!, being part o~"the carrying on of a

trade" In the latter event, is the taxpayer still trading if he only entered into

the transacuon for flscal advantage and that it was irrelevant if d profit was

made" It could be lI.fiUed that these are the effects of the decision in

E.ll.i.W1 It has been submitted [hilt there are two implications of the

decislon in ~ First. the taxpayer's subjective intention is irrelevant

and the COW'! must Ilpply an objective test to the transaction in order to

determine the taxj)tlyer's intention. Second. EI transaction entered into for

t1sclll ndvlll1lll.ge but which is designed to make a loss is 1101a trading

tllIl1sllctiol1 However. where the transaction may make a profit or loss. it

Will not lose its trading status by virtue of the tact that (he ulxpayer entered

into it in order to reduce hill liablllty for income tax

87 TRADING IN ORDER TO OBTAIN A FISCAL ADVANTAGE

IN sourusnx A[:RICA

The ellrly cases in South AlnCllllnd Zimbabwe covering the 11>~le of'trading in

order to obtain a tls.calad\untlil~e adopted the WeMminst!.!! approach It I the

problem



trading However. in the House of Lords. the decision was mainly

concerned with the principle enunciated in the RJlI11~JlY[Q~W!!QJ}approach

Thus, the House examined the true <.;Ilecl in law of a single composite

transaction and regarded the transaction as a whole Lord Templeman

distinguished between tax mitigation and tax avoidance income tax is

mitigated when the taxpayer reduces his net income in circumstances in

which he is entitled to reduce his liability for income tax Tax avoidance

takes place where the taxpayer's tax liability is reduced without the loss or

expenditure having been incurred The new dimension which was added in

the approach of the House in ~ 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 stepR were ignored Thus. the tllxpayer was 110t

deprived of the beneficial effects of a scheme merely because it was entered

into with fiscal motives.l~2

The House of Lords in El'I~ did !101 cast doubt on and nor did it endorse

the decision in J..l.WtQU and the other cases dealin~ \\-ith the question of

trade I'jl Lord Templeman removed the requirement 0(' distinguishing

between sole and paramount intern.on and It) balance fiscal intention

against commercial elements The question is how does one establish

whether a trade is being carried on') Lord Templeman did not state the

principles that must be applied in order to determine w !lether tl person is



Accordingly, he round that although the partnership entered into the film

trade for a fiscal purpose, this did not alter the purpose of the expenditure

The partnership expended capital for a trading purpose, which \NaS the

production and exploitation of'a HIm IN" T le case was therefore remitted to

the Special Commissioners to determine the taxpayer's deduction based on

expenditure by the partnership of 2~% or the estimated costs or production

of the flint '''"

Lord Jauncey considered whether the trading characteristics were eclipsed

by the ncn-trading activities so that they formed part of an overall non-

u'ading transaction. He stated

'I cia not consider that Et\ A_AfLLl.lPton requires that the trading

transaction be denatured because the taxpayer has incorporated it

within a tax avoidance scheme which seeks to obtain tbr him greater

fiscal advantllges than the tmding iransaction if standing alone would

produce. the proper approach is to disregard the steps in this scheme

which have no commercial purpose rather than to treat those steps Ill!

somehow mffecting or denaturing other steps in the scheme having such

m purpose. ,I'll

The decisions in t~mlj.n in the lower courts \\ ere mainly concerned with

whether (he transactions were tnlding transacrions and the tllxpcl~er\

intention in securing t1 fiscal advantage unci thus whether the taxpayer was



Special Commissioners IM~ Ultimately. the case was conside. ed by the

House of Lords 1M.' The main speech was delivered by Lord Templernan.!"

Lord Templeman distinguisl: .../ the facts from those in ~~njll$l~J: on the

basis that in WesLtniMt~ the fiscal consequences of the transaction

corresponded with the legal consequences In E.n~iil1this was not the case

when one reads the documents as a whole I~~ He found that the loan by the

production company to the partnership. the deposit of these funds into the

bank account and the payment o" these funds to the production company

were self-ca'1celling operations, 111e true legal effect of the transaction as a

whole was that the partuershlp expended 25~'o of the estimated costs and no

mOI'e,11MThe scheme had the apparently magical result of creating for tax

purposes expenditure of the litll production costs whereas the partnership in

IllCt incurred a real expenditure of only 25% of the estimated costs 0('

production.!"

Lord Templeman referred to the principles of the RAmsayJQs\Y.S.QJ)

approach and slated that they -

'do not compel or authorise the court to disregard all the fiseal

consequences of a single composite transaction read £IS a whole on the

grounds that it appears that the transaction is a tax avoidance

scheme oiNK



are disregarded These issues sre best illustrated bv examining the facts and

speeches in EnsiwJ

In E.n~ the facts were, briefly, that the taxpayer became a partner in a

limited partnership which was established in order to flnance the production

and exploitation of a commercial film The partnership and the other

companies involved in the film embarked on a series of transactions in

respect of the film in order to claim certain income tax allowances in

respect of the film. The negative of the film vested in the partnership .\

production company bought the right to produce the flint Associated

companies of the production company had the exclusive distribution rights

in respect of the 111m. The parmership contributed 25 per cent of the

estimated costs of making the 111m The production COl11p!l.I1Y lent to rhe

partnership the balance of the production costs. including all costs

exceeding the estimated costs The production costs were deposited in a

bank account by the partnership This amount was paid to the production

company to covel' the costs of flnance of the film The partnership was

entitled to 25°/0 of the net profits of the film. The taxpayer claimed a

deduction of its portion of the first year allowances in respect of its

investment in the 111m The taxpayer's claim was based on the assertion

that the partnership had incurred the total costs of production or the Him

and not 25° a of the estimated costs of production The Inspector of Taxes

refused 10 0110,'" the taxpayer's claim and his decision was upheld by the



was. at the time when the intermediate transaction was entered into.

preordained in order In produce a given result. (2) that that transacuon

had no other purpose than tax mitigation. (3) Ihat there was at that time

no practical likelihood that the preplanned events would not take place

in the order ordained. so that the intermediate transaction was not even

contemplated practically as havll1g £111 independent life. and (4) that the

preordained events did in I)!CI take place. 111 these circumstances the

court can be justified in linking the beginning with the end so as to

make a single composite whole to which the fiscal results of the single

composite whole are to be applied .' 1811

It is clear from these three appeals that the House of Lords WIIS prepared to

put some limits 011 the l~ doctrine. It is. however. also clear that it is

unlikely that this doctrine will be overturned One of the issues which was

not entirely resolved was when a series of trausacnons will be n~garded a.~

preordained. There was a difference of opinion amongst the judges and the

question was still not resolved A further issue which was not clarified WIIS

the possibility of double taxation where two transactions are linked I"'

The Ch.llil~LE.l1S.i.!W approach raise' two iurther issues The first "'lEIS the

distinction between tax mitigation and tax avoidance The second \\ as the

extent to which the 11sea I consequences of a single composite transaction



and is an important consideration in many transactions Therelore. if a

taxpayer structures the transection so as 10 minimize the effects of taxation.

that fact should not. by itself. result in the setung aside of the transaction

for flscel purposes As Grosskopf JA stated. if the tax considerations so

affect and alter the nature of the transaction that the taxpayer is not in fact

trading, then the position is different and the court may ignore the

transaction for fiscal purposes.

The Appellare Division recently considered the issue of disguised

transactions in arLlll.JLL~mi1ltJr~lJ"ld_and. . .wlQlh~ry (11\ ~,,'

Whilst this case did not deal specifically with the issue of when a person is

carrying 011 a trade. the principles covered in the case are relevant

Therefore, this case will be discussed briefly

The facts of the case were that the directors of Pioneer Seed Company

(hy) Ltd (' Pioneer') and its sllbsidiary Pioneer- Seed I-loldings (Ply) Ltd

('!-Ioldinis') wis.ed to establish a Iactorv in Ladysmith The taxpayers

each purchased 1\ piece of immovable property and subsequently Holdings

acquired the entire shareholding in the taxpayer companies Thei eafter

both of the taxpayers executed a series of simultaneous and interrelated

agreements which were intended to achieve a similar purpose Each or the
taxpayer» entered into an agreement of lease with a pension lund ('tht'

Fund') In each case the Fund leased the il',111oHlble property acquire bv



"f El taxpsyer pursues a course or coi.Juct which, standing on its own,

constitutes the carrying on of 11 trade, he would not, in my view, cease

to be carrying on a trade merely because one of his purposes, or even

his main purpose, in doin~ what he does is to obtain some tax

advantage If he carries on a trade, his motive for doing so is irrelevant

Of course the position miglu be dil'l"erent if a transaction "is so affected

or inspired by nllcal considerations that the shape IJIndcharacter of the

transaction is no longer that of a trading transaction" ,2.1\

The learned judie founcl that the taxpayer's tranaacticns were inspired by

commercial considerations lind he did I10t accept the argument advanced by

counsel for the Commissioner ~111 this point ~If.

The second ground advanced by counsel for the Commissioner WIIS that the

taxpayer was not carrying all a trade It was contended tlillt an investment

of the nature of the tElxpayer's in the scheme did not amount to the carrying

on of a trade The teamed judie stated that the cleflnition of trade should

be interpreted widely, and that the taxr~ayer did carry t111 a trade:"

Accordlng'v, the Commissioner's appeal was dismissed : ••

Tilt" approach of the Appellate Division in alJri~i~ill, with respect, the

correct approach to this issue I inbility fhr tax is a factor that must h~

taken into consideration in many business trensactions It is a cash outflow



The first was that the taxpayer I:lll~'lcdintn the scheme thr llscal purposes.

and the second was that the taxpayer was not carrying 011 a trade :"

Insofar as the Commissicners first argument is concerned. it was argued

that the taxpayer's purpose in rnltkil1( the Investment was to obtain the

fiscal benefits flowing from the scheme The possibility of commercial

profits was merely incidental. Counsel fur the Commissioner relied mainly

on the authority of lJJ.1ll.Q.D. &mms1lY and Ellliil1Inn~U Grosskopf JA.

who gave the judgment of the court. staled thflt he was in agreement with

the approsch adopted in 1..JJllli2l1 which was to determine whether the

transaction, viewed fnil'ly lind rationally. was a tradil1i transaction

However the learned judge was of the opinion that the English authorities

to which counsel for the Commissioner referred were not of direct

relevance The reason for this was thllt the stl uctures of the Fenlon scheme

were aimed at lI;hievinj cOITIl11erciairesL!!l! These results were a short-

term gain with n limlutlon 011 the possible losses. The scheme did not

create artificial structures The argument of counsel for the Commissioner

\"t\lI based 011 the premise thlll. if the taxpayer's purpose was not 10 secure

II tax IIdvlll1Ul.se. he would have been carrying on a trade ln other words.

the tsxpayer's purpose in seeking to secure a tax advanrage had the resul:

thtt he WIIS not cam ins 011 a trade The l-arned judge staled that this

argument was 110t sound in law ,'q He went on to state



!ll which he was primarily at risk This amount was the difference between

the investor's interest liability to the bank and the guaranteed mcome

payable by the insurance company in respect of the policy The policy was

a non-standard policy in terms of the sixth schedule to the Inc: II'! Tax Act

and the proceeds from the policy were taxable in the investors' hands The

proposers of the scheme assumed tha.t the interest liability to the bank

would be deductible As the income in respect of the policy \....ould only be

receivee at the end of the tlrst year, the proposers assumed that the interest

would be dedl.ictible in the first year and that there would be a one year

deferral of income in the hands 0(' the investors m The taxpayer entered

into the scheme and, whilst he was still involved in il there was a crash 011

the Johllnnesburg stock exchange Consequently, on the I1rsl anniversary of

the policy the insurance company paid the minimum amount guaranteed by

it. The taxpayer liquidated his investment in the scheme lind. as 1I result. he

suffered I loss in l'espe;1 of his bank guarantee Although the loss WlI:i

$l.It1'eredby the partnership. the taxpayer was entitled III deduct his share of

the loss 11'01'11 hi!! personsl lucerne m

The Silecini Court held that the Commissioner was correct in disallowil18

the deduction of interest because the taxpayer had not shown that the

expenditure was incurred by him in the carrying on of a trade Counsel for

'he Commissioner argued that tl ere were two main reasons whv the

taxpavers activities could nut be regarded us the carrying 011 III a trade



InK1fir as the rnerits ct the taxpayer's case were concerned. the taxpayer's

appeal Will dismissed .'.'M

An itnpurtllnt case heard by the Appellate Division recently IS that of

lJ.1.lf_a v..f..:IE, )l." The calte involved facts Ilrillin~ trom the so-called

Fenton scheme The mente of the scheme v.as thut an investor would

bt1ITOW money from I ba.nk and enter into a iinttle premium endowment

poUcy The insurance c"mpany would iS$ue It pulicy with II surrender value

which Wtlll iU!U'lI11teed if the policy Willi surrendered v.ith;n I period 1.11' two

yetln Obviously the s.urrender vnlue reflected It lower return on the policy

than the investor's interest rate for which he WIS liable to the ~nk in

respect of the ftmount borrowed by him The difference between these two

retes represt.'flled the investor's maln risk if the returns on the poltcv were

not 1$ Ilnticipttted Jill

The trllflsflction was entered inte by WIY or 1111en commandite partnersbip

in which the in\estors were partners The reason lor this Vits to limit the

liability of the investors in the event of the Insurance company beinll

liquidated The lnvestors were not liable lor the partnership's debts except

to the extent cf the bank guarantee The bank ion! the money to the

partnership for it yeu and the psrtnersh-p paid this amount to the insurance

company Ill! C\ ! in~"'e premium on an ent:l)\\ ment policx l.ach individual

1mestor provided the ban).. with H bank guaramee in respect of the amount



the interposition of the various subsidiarv companies The approach of the

Appellate Division is, perhaps, a more practical approach because it

involves In exarnination of the lnxpayer's reasons lor entering into .1

particular trading transaction where it is not a part of the taxpayer's nor., :

trading activities Thus, adoptifl~ this approach the taxpayer in U.St\ ('P

would be entitled to me losses because the explanarion would he that the

loan was acquired BS part of' a package dell and was subsequently sold in

order to tidy up the taxpayer'!I books and avoid liability lor lax in the

United Kingdom

The Appelllli ~ Division considered 1\ dividend-stripping case in Q!:rb~L'y

CJ.Ji lln The essen!ill] facts were similar to those in Nm_ The

taxpayer's evidence was thlt he intended to make I commercial prallt from

his dividend-stripping operations He assumed that in the determination of

his ulxable income the cost 01' the shires in question would be deductible

If he had misconceived the position, s 81.) of the Income Tax Act could

hive rendered the scheme unprofuable However. the court wns of the

opinion thit even if the tllxpayer's lIlter-tax position was not profitable, this

did not necessarily mean that he had not intended to make II. commercial

prollt On the facts \!' the case. the court found that the lu)\payer's

dividend-stripping operations constituted the carrying on of ,I trade \\ ithin

the meaning of the definition or trade in s I of the II1Cllt1\e lax .·\\.'1 .'''



purposes ol trade Generally. unless the facts speak lor themselves,

this will call for an explanation from the taxpayer .. ':~

As there was no satisfactory explanation by the taxpayer of the El-lSA share

transaction. the COW'l did not treat it as a normal share-dealing

transaction m The quotation from the judgment of Corbett JA clearly sets

out the position of the Appellate Division with regard to the issue of the

c~lrI"Yini011 of a trade. (,Iellrly. the court' s approach is indicative of the fact

that il hu not adopted El Westmjnster approach to this issue The court

went further than the court in ~tmillater but not &\S Otr liS the courts that

adopted the RmlsnyllaW.sQO approach If the COLlt'! had adopted the

W~alfDin$ter approach. each transaction would have beet' looked !It in

isolation and the taxpayer would probably have succeeded in its claim If

the court had adopted the B.wl1I~1Ql1 approach. It would net have

applied the ~I' appl'Ollch on the grounds that the W.t:ltmlliler

aPP1'Ottch ol'lly related to single u'lInsnctions lind not to a series of

tr21nsllction.. as WQS the cue in Q~ Seen It is difficult to envisage how a

COUl'l would nl)p!y the Bruiluy/DIl!\'lQl1 approach to the fllcts in Q~kll

The reason fur this is that there were a number 0[' transactions that took

place over a number L1f vears In the latter stages of the transactions it was

necessary to restructure EI'ISA as a result of legislative changes CICtlrl\

these changes could not have been envisaged at the outset of the series of'

transactions Some of the transactions were self-cancelling, for example,



Approximately four years later the taxpayer sold its shares in H-ISA for a

nomlnal amount to an associated company and EliSA was deregisiered

approximately one year later W

One of the issues that the court had to consider was whether the purchase

price paid by the taxpayer for the EI-iSA shares was monies wholly or

exclusively laid out or expended for the purposes of the taxpayer' 5 trade

After consldering the various authorities, Corbett JA stated.

'It is true, as I have alreedy indicated. that the absence of a profit does

not necessarily exclude 1\ transaction from being part of the taxpayer's

trade, and con'e.spondil'lgly moneys laid out in II. ncn-erofitable

transsction may nevertheless be wholly or exclusively expended 1'0" the

purposes of trade within the terms of s 23(g) Such moneys may well

be disbursed on grounds of commercial expediency or in order

indirectly to filciliulle the carrying on of the taxpayer's trade Where.

however. a trader no 11'11ally carriee on business by buying goods nne!

selling them at a profit. then as a general rule a transaction entered into

with the purpose of not milking a prol1t. or in fllct regislerinlol a loss.

must, in order to satisfv s 23(g), be shown (0 have been so connected

with the pursuit of the taxpayers trade, eg on ground of commercial

expediency or indirect facilitation of the trade. as In justif, the

conclusion that. despite the lack of profu motive. the moneys paid ou:

under the transaction were wholly and exclusivelv expended for the



companies. Approximately (ViD years later there was a reduction in the

authorized and issued share capital of EI-ISA and the distribution of a

capital dividend to the shareholders This was followed by a f.irther

restructure which resulted in the original .A' ordinary shareholders owning

the whole of the issued share capital of EHSA At this stsge it was still

intended that El-ISA would be liquidated and its assets distributed to the

shareholders. The liquidation dividend would be exempt in the hands of the

taxpayer. The law changed and it became possible for EI·ISA to convert its

share capital to shru'es with a no par value: This could be achieved by the

shal'eholders pnssilii a special reacluticn to increase EHSA's share capitnl

constituted by shares of no par value by. inter alia. transferring reserves to

the stated capital account without II distribution of shares There WIIS an

amendment to the definition of a dividend in the Income Tax Act The

effect of the amendment was that where there had been a transfer of capital

reserves to share capita'!' n distribution of this amount to the sha; eholders

by way or II reduction of share C!ll'itllJ would. il1 effect. be regarded as a

distribution of a dividend. A result of these legislative changes. it became

possible for the capital reserves of EI-ISA to be transferred to stated capital

without the issue of shares thereby resulting in a saving of stamp duty The

capillll could then be distributed to the shareholders by way of H reduction

of share capital This distribution would he treated as a dividend and would

be tax-free in the taxpayer's hands The shareholders implemented this

scheme and. in due course, they receiv ed a tax-tree dividend



23(f) 011 the basis that the expenditure was incurred in order to acquire

dividend income which did not constitute income as defined in the Income

Tax Act The court found that the expenditure "vas not wholly Incurred in

the production of income and was partly incurred in the producrion or
exempt incorne.?" The decision of the court settled a di fference of opinion

as to the application of the decision of the majority in ~llnd..S~leCliplls In

lYtlld Sel~ctions the court found that part of the expenditure related to Ihe

exempt liquidation dividend. Therefore this portion of the expenses was

not deductible In Umtali Fiml.llc~the court distinguished the decision in

B.n.l1d SelectioOi on the ground that the decision in [S.uillLSelecJlQ11:! was

tied up with the definition of liquidation dividend The Appellate Division

in ~lm did not agree with this view?"

~eers Holdings {Ply} Ltt! v.illw was a case which was considered by

the Appellate Division The facts were fairly complicated and involved the

taxpayel"s direct and indirect shareholding in a company known as

Engelhard Hanovia of Southern Africn (Ply) Ltd (EI-ISA) lnitlally the

taxpayer acquired 40%1 of the' A' ordinary shares in EHSA The ordinary

and preference shares in EI-(SA were held by the founder of EHSA The

intention was to liquidate EHSA and distribute it!' assets as a liquidation

dividend This did not take place for various reasons. and approximately

four year" later there was a restructure after which the holders of the' A'

ordinarv shares held their shares ill EliSA indirectly through !\\O subsidiarv



taxpayer's trade It was argued bv the Commissioner that the loan was

purchased with a dual purpose One purpose was to further the taxpayer's

trade am. the other purpose was to confer a tax benefit on the British South

Africa Co Ltd The learned judge drew a distinction betvv een motive and

purpose and stated

'So long as the goods purchased are goods which form part ell' J

trade!" s normal stock-in-trade and are purchased for the purposes of

being disposed of in the course of his normal trade. the motives which

prompted the trader to purchase that stock-in-trade are irrelevant. ,.'l~

Accordingly, the Commissioner's appeal was dismissed.i" The facts of this

case are distinguishable 11'0111 those in many situations by virtue of the fact

that the Kariba loan was ourchased as part of a package deal. Accordingly,

the value of this case as a general authority is reduced. m

The Appellate Division in South A.tl·;ca considered the issue of dividend-

stripping in the case oCill .\1. ~,=mQji01.l1:t.y) Ltc' ' In appeal it was

conceded by the Commissioner's counsel thar the ta'(t'~lyt.1 III all material

times carried on a trade and that the share-dealing trausactions carried on

by the taxpayer were part of the taxpayer's trade :1'1 Thus the court did not

consider 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 ill terms 0'- S



One of the arguments advanced by the Commissioner was that the loan was

of a capital nature and did not constitute stock-in-trade in the taxpayer's

hands Alternatively. he argued that if the loan was part of the taxpayer's

stcck-in-trade, the expenditure on the loan had not been wholly and

exclusively incurred for the purposes of the taxpayers trade!'!

The judgment in the Appellate Division of the High Court of Zimbabwe

was delivered by Beadle CJ .'1.1 With regard to the Commissioner's first

argument, he found that the purchase and sale of the loan were genuine

transactions. The situation was similar to that in which a trader purchases

the stocks of a fellow trader 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 Ilble

He would cut his losses as far as possible on that part of the stock that he

could not sell at a profit. Nevertheless. 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 a packaged deal. He went on

to state that in this type of transactio» it W2l.S not possible ,v distinguish

between two types of stock. the profitable stock being stock-in-trade and

the non-profitable stock being assets held as capital assets Therefore. he

found that the loan formed part of the taxpayer's stock-in-trade .'11

The second issue related to whether the taxpayer's expenditure in acquiring

the loan was wholly and exclusively incurred for the purposes of the



In landber¥ the court had to decide whether a transaction was a sale or rl

loan secured bv a pledge The second party was indebted to the first PI:UiV

The latter required security lor the loan The second party owned a wagon

which she needed for every day use The first party did not want the

\\Inion If the second party retained possession of the wagon. it would not

be possible to effect a valid pledge. In the circumstances the second party

purported to enter into a sal, of the wagon to the flu.t party with a III of

repurchase The court neld that th.. contract was a dishonest pretence and

that it was entered into for the purpose of mnking it appenr that ownership

of the wagon had passed to the first party Innes J A stated in his judgment

that the CUUI'! must be &Iltisfledthat the parties to the relevant contract have

a real intemion thelt differs from the StI11ulEltedintention 201l>

In &CIUtjJ1a 6wum:u the del~nclnnt company .mported goods and

trsnsferred them to a registered manLlfitctUl'er La be made up into shirts and

pyjnmas lor the det~ndemt The goods were imported under rebate of

customs duty In IQ3b new regulatiol1s were promuljated which only

allowed the rebate of duty if the registered manufacturer to whom the

importer transferred the geods declared that the lioods were owned by him

Thus. in order to comply with the new regulations, the defendant purported

to sell the goods to the manufacturer A. the same time the defendant

aw,reed to purchase the garments [rom the manufacturer lit an agreed price

The price WIlS calculated by adding to the price at which the defendant had



their lease agreements with the Fund did not place an obligation on the

Fund to effect the improvements It should be noted [hal subsequent to the

irnplementauon of these transactions, there was an amendment In !I J J (j) in

terms of which no allowance in respect of a lease premium was deductible

when the amount paid was received by a person who was exempt frorn

income lax 2J)

The issue before the court was whether the improvements as envisaged by

para (h) of the definition of gross income accrued to the taxpayers In

other word ... the court had to consider whether the various sgreements

refen'ed to above correctly reflected 'he intentions of the parties If not, the

COW'! 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 to require Pioneer or Pioneer and the Fund

jointly to effect the improvements to the prcperties ~4:

The court found thin the taxpayers had failed to discharge the onus on them

to show that there was no right to have improvements effected on the

properties which accrued to them in terms of para (11) In reaching its

decision the court found that there was no satisfactory explanation of the

need for the variation agreements and there was an air of unreality about

the agreements With regard 10 the Isner poim there were various factors

and anomalies that contributed 10 this situatitm Firsr. rl'e a~rl'. 'm~'I'~scould



monies paid out in terms of the transaction were whollv and I.' dll~i\eh

expended for the: purposes or trade

An important case on the issue of trading with fl fiscal intent was Bur~t;1i1i

which ,vas considered by the Appellate Division The court held that if <l

taxpayer pursues a course of conduct which constitutes the carrying on of a

trade, he does not cease carrying on the trade merely because one of his

purposes. or even his main purpose. is to obtain 8 18,\ advantage If he

carries on II trade. his motive for doing so is irrelevant This approach is.

with respect. a correct and practical one

A recent South African case which did not deal with trade but which was

required to determine the true nature 01' a preordained series Ill' '1gfcements

was ~s.mith The court referred to earlier South African cases such as

z'a~ and Randles Br.gl~rs The court sought to apply the principles

adopted in these csees These involved an enquiry into the true intention of

the parties to the :ransactions This approach is different from the

substance over form approach adopted in United Kingdom cases such as

~. The application in Lady~nJilh of the principles enunciated in

Z~nd,Q'Wj and B.llltltel i3Mhen is open t\) criticism The effect of the

approach of the court ln l.adYlHmth was not dissimilar to that taken in

1\"Il1~'



by looking at the planned and flnal result of the transactions The emphasis

is on (he unbroken and predestined chain from start to finish

The third approach was that developed in alWDJi~/EJ1$\iJJ The new

dil11eniiC'M which was added in the approach of the House in En~iJUl was

thelt the series of transactions was analysed and the true effect of the

transactions was determined The parties were taxed according to the true

effect of these transactions The self-csncelllng intermediate steps were

iino.:d Thus. the taxpayer was not deprived of the beneficial effects of a

scheme merely because it was entere(! into with {hcld motives

In South Africa earlier cases adopted the W.w.millJ~r spproach These

decisions were hued on earlier United Kin~dom decisions which also

adopted this approach The Apr ·Hate Division considered the issue of"

dividend ..strippirlg in Nl:mQjjm The court did not consider whether these

types of transactions constituted traclini transactions &\s the point wa:;

conceded by the Commissioner's counsel In Q~Jam the Appellate

Division held that. lUI II general rule. II transecticn entered into with the

purpose of 110t mllkini El pronto or of mtlkinlj a loss. must. in order to

silisly S 23()l). be shewn to have been connected with the taxpllyer's tra:Je

For example. the reason for entering into the transaction could be on the

ground of commercial expedienc, or indirect facilitation or Ihe trade This

could jUlIlil\ the conclusion thllt. despite the lac' of profit moti, I.', the



which will also need to be considered is 'I 21( h) which. inter alia. prohibits

the deduction of domestic or private expenses

There have been 1\ number of cases in the United Kingdom that have

considered the iuue of tradinll in order to obtain a fiscal advantage It is

submitted that there are three broad stages in the development of tax

avoidance and trading The lirst is the W!:~lminsU'lapproach in which it is

accepted that taxpayers are entitled to order their affairs 5(} as to minimize

their liability for UIX The second approach is that of I\&l.ffiiJlj,'!OllWlQn This

approach involves first. construing each transacticn as Pill; Ill' the whole

and. second. rejllrdit1i the only leinl consequences llrising ns those that

flow from 1111 the transactlons taken lIS In indivisible whole This has the

effect that transactions can only be nullified if they do not have 61

ccmmerclal purpese Thus. if a statutory provision requires. either explicitly

or by implication. 1\ commercial purpose. the l~{DflJYjQll principles

cannot be applied in respect oftransaetions that comply with that provision

The main principle of the decision in B.i~ WIlS than the fiscal

consequences of II preordained series of transactions, Intended to operate as

such. should be ascertained by considering the result of the series as II

whole. lind not by dissecting the scheme and considering each iru" jllll!

transection on its own Der.vs(lI1 went further than Ral11litl) Dawson

established that the fiscal consequences \I!' il preordained ~r:ries ot'

transactions which is carried out to its planned conclusion are determined



cases the llIajority should have applied a subjective approach similar to that

adopted in S~Otl~1I In P.l~k'!1p~ it is respectfully submitted that there

was sufficient evidence to indicate that the taxpayer envisaged a

philanthropic etfect and not a philanthropic purpose In SQI~lass, 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 taxpayer's

trade purposes. 111 addition. both the judgments have been criticized in that

they applied 1\ prolits lest in determininj. whether the expenditure in

question was psrt of the tnxpayers' trading activities

In applying the concept of trade ill South Africa, it should be appreciated

that the requirement that expenditure be wholly lind exclusively incurred for

the purposes of II taxpayer' 5 trade hils now been removed E xpenditure is

deductible to the extent that it is incurred for this purpose. Thus. sltu!ltkms

in which expenditure was previously disallowed because it did not s!ltis{y

the wholly and exclusive requirement may now have £I different result In

addition. the courts will be !'nced with the difficult task of apportioning the

expenditure if' certain circumstances The criteria for doing so will need to

be developed In addition. it will also be necessarv to consider some of the

other prohibitions contained in s 23 For example. s 2Jlf) prohibits the

deduction of expenditure incurred in Iespect of amounts received or

accrued which do not constitute mcorne as defined Another provision



tax or some other legislative provision. the enquiry should then be whether

the transactions fall within the relevant legislative provisions :<1 Whilst the

court in l..ad.Y~mitb slated that the enquiry was to ascertain the true

intention of the parties. the approsch th!!1 it adopted in doing so was not

substantially different f1'0111 the approach to the enquiry in &rullW'

8.8 CONCLUSION

Section II of the Income Tax Act contains a positive requirement that in

order for that section to apply, a person should carry on a trade and the

expenditure in question should relate to the carrying on of that trade

Section 23l!() CCIl1tIIl1S a negative requirement to the effect that monies will

only be deductible to the extent that they have been laid out or expended

tor the purposes of trade. It should be noted thaI. for ye"!'!l of assessmenr

ending prior to I January 1993 it wns (l requirement of s 23(K) thm monies

were only deductible if they were wholly mid exclesivelv Ittid mil or

expended 101' the purposes cf trade The meelning of trede and its

application to S8 I I (a) and 23(;.') are hnportant

The two important cases which considered the w holly and exclusive

requirement were Pirui~ and £olJIiWj It would appeer thet in i2~k.n

PlY NichollS ...JA applied II 5U*~ctive lest ahhough he did nOI speciflcally

Slate that he IN.'S doing so 111 SQliila.55 BOlhtl JA stated that (Inc must

examine the facts of each particular CllSC lL IS submitted thal 111 both the



The distinction between the approach in the United Kingdom in cases such

as ~ and that in South Africa in cues such as BJlJ)~$J~n.111~uhas

been highlighted In B.iD:lIIJ' the court applied the doctrine of substance

over 1'01'111. In BJIJ.~ Brothers the COUt'! did not apply this doctrine The

court determined the true intention of the parties to the agreements :'0 In

LJ)dysmitb the court found that the taxpayers had not discharged the onus

on them of showing thax they did not have the right to have the

improvements effected to the propertiesm Thus. whilst the court referred

to certain anomalies iii the agreements. it was not required to determine the

lights and obligations which arose from the transaction» The court

endeavoured to determlne the II'lIe intention of the parties to the

rransactiona This determination was made by an cxarninntion of the

varioua Ilgreements and the purpose of the ps: Lies in entering into the

ai!'eements m The finding of the COLll1 is open It) criticism tor the reasons

set out above The fact that the court determined the intentlen of the

parties prirnarily by exnmining the lIil'eements results in the determination

of intention mainly by refeu"ellce to the docurnernation Unless there is a

non-tax commereiJll rationale to IIsreemell' oj Pltre III il daniel' that the

agreement!! may be found to be a sha,lt IfllnSIICliol1:41 With due respect

this W!IS 11(,11 the approach adopted in [\indle$ l~rQtht:t] The approach

should be ttl determine from all the circumsrances the true intention of'the

parties If the intention is to enter inte the agreements in question to ." oid



there is an unexpressed agreement or tacit understanding between the

parties Otherwise there would be no ostensible agreement that i'l a

pretence :~.

Whilst the approach adopted and the principle applied in lnilllQeJJi and

B.lndl!:ll3rgilim is not open to criticism, the application of the principle in

LJl.dysmith has been c +icized Although the taxpayers may have had an

expectation thet the Improvements would be effected to the properties, this

expectation did not necessarily constitute a legal right as envisaged in plra

(11) It has been argued that the fact that the parties were notal arm's length

would indicate tl1mtthe tllxpayers did not have an enforceable right against

either Pioneer or the Fund to have the improvements effected. The reason

for this was that Pioneer was the holding company of the taxpayers It had

the light in terms of its lease agreement with the Fund to compel the Fund

to ~ffect the improvements. It would have acted against its own interests if

it elected 110t to enforce its rights Therefore there was no need for a tacit

understanding or lljreement that the taxpayers would be able to compel

Pioneer .u require the Fund to effect the improvements The fact that the

contracts were interdependent should not have counted agaiJ1sl the

taxpayers as this is often the case in transactions ill which flnancing is

involved ..~., It is respectfully submitted tim! Ihis argument is correct and

that the court did 11,11 correctly applv the principle enunciated in lal1db!:r~

and Randle!'! Hrl,t 11I:rs



sold the goods to the manufacturer the cost of making the garment

Payments were only effected when the garments were sold 10 the

defendant The Commissioner 0(' Customs contended that at all times the

defendant remained the owner of the goods al all times and was therefore

liable to pay !tIll duty on the goods The majority held that. on the facts,

the Commissioner had not proved thllt the parties did not genuinely intend

entering into contracts of sale lind to transfer ownership of the goods as

provided it, the agreements :J7

Waeermever J A stated that a transaction is not necessarilv a disguised

transaction if it is entered into in order to evade the prohibition in an Act I

to avoid a ULX imposed by the Act It' the pa.rties honestly intend the

trsnesction to have the effect that it PI.I!'POf'tS to have. rhe transtlctiof1 will

be interpreted by the courts according to its tenor Therearter the only

question is whether the transaction so interpreted fIlls within the

prohibition or ttlxinl.loprovision of the Act On the other hand. the learned

judge stated that II disguised transaction is a di'lhollcst transaction il1 the

sense that the parues do not intend it tu have the legal effect between them

that appears from its tenor The purpose of distluisinl:,4the transaction is to

create a deception by concealing the real transaction between the parties

This type 0(' transaction ill regarded as in fraudem Ie~ili and is interpretc,'

the courts according to the real transaction between the parties In order t\1

lind thtll U transaction is in fraudem le!,is the court ll1llst ht.· satisfled thllt



11'.)( be considered separately They were signed simultaneously and were

clearly interdependent Second, there were a number or clauses in the main

lease agreements that are normallv contained in these types of agreements

which were clearly inapplicable For example. the Fund was not entitled to

a55il.4n the leases or sub-let the prem ses without the consent of the

taxpayel's vvho could 110t withhold their consent unreasonably As the sub-

lease agreements were signed at the same time. the court found these

provisions iIlUS01Y These factors were consistent wuh a wider and

unexpressed agreement or tacit understanding which had not been

disclosed The court did not accept the agreements on their lace value 111

addition the COU1'! considered that there was insufficient evidence relatinkl to

the events after the acquisition of the land Thus the court inferred that the

decisions which eventually led to the finalization of the agreements were

taken by the directors of Pioneer on their own or jointly with the directors

of Holdings Consequently. the court found that there WIIS an unexpressed

agreement or tacit underst€lllding between the taxpayers and Pioneer thnt

the taxpnyers would be entitled to compel Pioneer or Pioneer and the Fund

jointly to el1'ect improvernenn to the properties :41

The legal principle that the court applied was tha; or determining the true

intention of the parties The court referred to the cases of land.b~r~Y \'iill1

2):1:44 FInd CQmln1utQner of C~U!lQm!l.ID1QL~lCi5C v I\lDdles Brothers &

IIYQ5(')fl 1,.1d :J~



the taxpayer The agreements contained a clause which stipulated that tbe

Fund was entitled to erect buildings and other improvements on the, land

and such improvements became the property of the taxpayers At the same

time the Fund sub-let the properties to Pioneer These agreements imposed

fin obligation on the Fund to erect certain 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

agreements of variation provided that. inter alia, the Fund's liability for rent

for the first four months of the lease agreements could only be discharged

ftom rent received by the Fund in terms of the agreements of sub-lease To

the extent that it was necessary, the taxpayers waived their I'ights to recover

PI'ornthe Fund rent due in respect of this four month period 2~\1

The transactions were concluded in order La procure the benefit of ,1

deduction under s II if) of the Income Tax Act for Pioneer The intended

effect of the series of transectlons was that Pioneer would be entitled to

deduct the cost or the improvements effected by the Fund in terms of the

agreements of sub-lease as the improvements were effected in terms of an

obligation Linder the agreements. The Fund would not be taxable on the

value of the improvements in terms of para (h) of the deflnition of gross

income in s I or the Income Tax Act as it was exempt trom income tax

The taxpayers would not be taxable on the \ alue oj the improv emems fl~
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