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However, the extent to which taxpayers can do this is limited and in 
this regard taxpayers, specifically natural persons, should be aware of 
the provisions of section 20A of the Income Tax Act, 1962. In terms of 
section 20A, losses incurred by natural persons in respect of certain 
trades will be ring-fenced under certain circumstances, meaning 
that such losses cannot be offset against income derived from other 
trades carried on by such natural persons.

RATIONALE BEHIND SECTION 20A

In terms of the Explanatory Memorandum on the Revenue Laws 
Amendment Bill, 2003 (the Memorandum), section 20A was 
introduced to curb the practice where natural persons pursued 
ventures that, for the most part, consisted of hobbies disguised 
as trades, referred to in the Memorandum as suspect trades. The 
Memorandum states that private consumption can be disguised 
as trade so that individuals, especially wealthier individuals, can 
set-off the expenditures from this trade against other income such 
as salaried or professional income. Section 20A addresses this by 
stating that losses incurred in respect of a trade will be ring-fenced 
under certain circumstances.

When a loss is ring-fenced, that loss may not be set off against 
the other income of the natural person in order to reduce their 

tax liability. The loss may only be set off against the future income 
derived from the trade to which the loss relates. It follows that any 
balance of assessed loss pursuant to conducting that trade may, in 
future, also only be set off against the income derived from that trade.

WHEN WILL SECTION 20A APPLY TO A LOSS?

Section 20A(2) sets out the requirements that, if met, will result in the 
relevant loss being ring fenced.

The first requirement: Taxable income threshold

The sum of the taxpayer’s taxable income in a year of assessment 
and any assessed loss or balance of assessed loss of the taxpayer 
must be equal to, or exceed, the amount at which the maximum 
marginal rate of tax is applicable. Effectively, this will be the taxable 
income of the taxpayer, before taking into account any current or 
preceding year’s assessed loss from any trade. The taxpayer must 
therefore fall within the highest income tax bracket for this section to 
apply (ie in the 2018 year of assessment, the person’s taxable income 
must be equal to or exceed R1.5 million).

The second requirement: The nature of the trade

In addition to the above, one of the following must apply to the 
natural person:

ANTI-AVOIDANCE

RING-FENCED LOSSES 
In South Africa’s current challenging economic climate, the risk of suffering losses in 
business is higher than normal. From a tax perspective, persons are generally allowed 
to set off losses incurred in respect of one trade against the income derived from 
another trade, to reduce their tax liability. 



4  TAX CHRONICLES MONTHLY ISSUE 1 2018

a. The natural person has, during the preceding five-year period 
(ending on the last day of the relevant year of assessment), 
incurred an assessed loss in at least three of those years of 
assessment (see section 20A(2)(a)); or

b. The trade in which the natural person engages constitutes one 
of the following trades (commonly referred to as the suspect 
trades) listed in section 20A(2)(b):

• any sporting activity practised by that person or any 
relative;

• any dealing in collectibles by that person or any relative;

• the rental of residential accommodation, unless at least 
80% of the accommodation is used by persons who are not 
relatives of the natural person for at least half the year of 
assessment;

• the rental of vehicles, aircraft or boats, unless at least 80% 
of the vehicles, aircraft or boats are used by persons who 
are not relatives of the taxpayer for at least half the year of 
assessment;

• animal showing by that person or any relative;

• farming or animal breeding unless such activities are 
engaged in on a full-time basis;

• any form of performing or creative arts practised by that 
person or any relative; or

• any form of gambling or betting practised by that person or 
any relative.

It is important to note that both requirements must be met in order 
for section 20A to apply to losses incurred in respect of a specific 
trade. However, even if the requirements of section 20A(2) are 
met, it is still possible for a taxpayer to escape the application of 
section 20A, as discussed under the next heading. 

THE EXCEPTION: WHEN WILL SECTION 20A(2) NOT APPLY?

Where a loss qualifies as a ring-fenced loss in terms of 
section 20A(2), a taxpayer may, in terms of section 20A(3), escape 
the provisions of section 20A if the trade carried on by the taxpayer 
has a reasonable prospect of producing taxable income within a 
reasonable period of time.

ANTI-AVOIDANCE

“When a loss is ring-fenced, that 
loss may not be set off against the 
other income of the natural person 
in order to reduce their tax liability.”
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ANTI-AVOIDANCE

A taxpayer wishing to rely on section 20A(3) will have to prove to 
SARS that there is a reasonable prospect of taxable income being 
produced in a reasonable period of time, having regard to:

a. the proportion of gross income derived in relation to the 
allowable deductions for the relevant year of assessment;

b. the level of activity and the expenditure relating to advertising 
and promoting the trade;

c. whether the trade is carried on in a commercial manner, taking 
into account:

• the number of full-time employees;

• the commercial setting of the premises where the trade is 
carried on;

• the extent of the equipment used exclusively for purposes 
of carrying on that trade; and

• the time the taxpayer spends at the premises conducting 
that business;

d. the number of years during which losses were incurred in 
proportion to the period in which the trade activities were 
carried on, taking into account:

e. any unexpected events giving rise to any of the assessed losses; 
and

f. the nature of the business involved;

g. the business plans of the taxpayer and any changes thereto to 
ensure that taxable income is derived in future from carrying on 
that trade; and

h. the extent to which any asset of the business is available for 
recreational and personal use by the taxpayer or a relative of the 
taxpayer. 

Importantly, section 20A(3) cannot be used to escape the application 
of section 20A, where the trade in question constitutes a suspect 
trade in terms of section 20A(2)(b) and in carrying on that trade 
the person has, in the last ten years (ending on the last day of the 
relevant year of assessment), incurred assessed losses in at least six 
of those years of assessment.

SPECIFIC RULE FOR FARMING ACTIVITIES

All of the farming activities conducted by one taxpayer on a full-time 
basis are deemed to constitute a single trade and as such, any loss 
incurred in one farming activity can be set off against the income of 
any other farming activity. 

SOME PRACTICAL CONSIDERATIONS

One of the classes of persons to whom section 20A can apply is 
a person who receives a large part of their income in the form of 
a salary. The word “trade” includes the employment of a taxpayer. 
Therefore, if a taxpayer is employed and simultaneously carries on 
another trade, such as renting out a residential property, and makes 

losses from the rental business, the taxpayer will be conducting 
multiple trades and will not be able to set off the loss from that trade 
against their employment income if section 20A applies.

Furthermore, those taxpayers who conduct a suspect trade listed in 
section 20A(2)(b) and who foresee making consistent losses should 
be especially mindful of this section. From a tax perspective, such a 
trade should only be conducted if there is a likelihood that the trade 
will generate taxable income in future or if the taxpayer is content 
with incurring losses from which they will derive no tax benefit. 
Where there is a strong likelihood that taxable income will be derived, 
the taxpayer may be able to escape the ambit of section 20A by 
relying on those factors set out in section 20A(3), failing which the 
taxpayer can at the very least set off any ring-fenced losses against 
future income derived from the suspect trade.

A natural person who foresees incurring losses from a particular 
trade which does not constitute a suspect trade in section 20A(2)(b) 
should consider structuring their business so as to avoid section 20A 
from applying. In other words, they should avoid incurring assessed 
losses in respect of a particular trade in three or more years of 
assessment within a five-year period. One way in which this could 
potentially be done is to reduce the interest paid on any loans 
incurred to carry on the trade.

Lastly, taxpayers must remember that both requirements in 
section 20A(2) must be met in each year of assessment in order for 
a loss to be ring-fenced. Therefore, if section 20A applied to a natural 
person in previous years, it may not apply to that natural person in 
the 2018 year of assessment if their total income does not place them 
in the new highest income tax bracket of R1.5 million. ■

Cliffe Dekker Hofmeyr

Act sections:  
Revenue Laws Amendment Bill, 2003; 
Income Tax Act 58 of 1962: section 20A.

Tags: Ring-fenced losses, Suspect trades.
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COMPANIES

DOMESTIC TREASURY 
MANAGEMENT 
COMPANIES

The DTMC regime allows South African companies to establish 
one subsidiary as a holding company to hold African and offshore 
operations, without being subject to exchange control restrictions.

In order to give effect to the DTMC regime, the following provisions 
were introduced into the Income Tax Act, 1962 (the Act):

1. A definition of “domestic treasury management company” was 
inserted in section 1 which came into operation on 27 February 
2013 and became applicable in respect of years of assessment 
commencing on or after that date. This definition provided that a 
DTMC refers to a company:

• incorporated or deemed to be incorporated in South Africa;

• that has its place of effective management in South Africa; 
and

• that is not subject to exchange control restrictions by virtue 
of being registered with the FSD of the SARB.

2. The definition of “local currency” in section 24I was broadened 
to provide that the local currency of any DTMC in respect of an 
exchange item, not attributable to a permanent establishment 

outside South Africa, will be the functional currency of that 
DTMC.

3. The definition of “local currency” in paragraph 43 of the Eighth 
Schedule to the Act was also broadened to provide that the 
local currency of any DTMC in respect of amounts which are not 
attributable to a permanent establishment outside South Africa, 
will be the functional currency of that DTMC.

4. Section 25D was amended to provide that where any amount 
received by, or any amount of expenditure incurred by a DTMC, 
in any currency other than the functional currency of the DTMC 
(which is not rand) must be determined in the functional 
currency of the DTMC and translated to rand using the average 
exchange rate for that year of assessment.

TAX IMPLICATIONS OF QUALIFYING AS A DTMC

As a result of the above-mentioned additions to the Act, DTMCs 
have the following tax implications:

• DTMCs may use their functional currency as a starting 
point for currency translations for tax purposes, as opposed 

In 2013, the South African government introduced the domestic treasury management 
company (DTMC) regime to enable South African companies, which are registered 
with the Financial Surveillance Department (FSD) of the South African Reserve Bank 
(SARB), to expand into the rest of Africa and abroad. 
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to rands, providing relief in respect of unrealised foreign 
currency gains or losses. This dispensation applies to 
taxable income, monetary items and capital gains items.

• The local currency of any DTMC in respect of an exchange 
item, not attributable to a permanent establishment outside 
South Africa, will be the functional currency of that DTMC 
in terms of section 24I. Accordingly, no gains or losses 
should arise in respect of, inter alia, any unit of currency, 
any amount owing by or to that company in respect of a 
debt or forward exchange contract denominated in the 
functional currency of such company.

• Any amount received by or accrued to, or any amount of 
expenditure incurred by a DTMC in any currency other 
than the functional currency of that company which is not 
rand, must be determined in the functional currency of that 
company and must be translated to rand using the average 
exchange rate for the year of assessment.

It should be noted that interest income derived by the DTMCs is 
subject to South African income tax. However, DTMCs would be able 
to rely on the provisions of double tax agreements to reduce any 
foreign withholding tax on such interest income.

EXCHANGE CONTROL IMPLICATIONS OF QUALIFYING AS A 
DTMC

DTMCs also enjoy the following exchange control benefits:

• Authorised dealers (ie certain banks which have been 
appointed to assist the FSD in administering certain 
aspects relating to the exchange control policy) may 
authorise transfers from a listed company to the DTMC up 
to R3 billion per calendar year (as opposed to R2 billion for 
unlisted companies). Up to this amount, there will be no 
restriction on transfers in and out of the DTMC, provided 
that such transfers are not undertaken to avoid tax.

• The DTMC will be allowed to freely raise and deploy 
capital offshore, provided that these funds are without 
recourse to South Africa. Additional domestic capital and 
guarantees will be allowed to fund bona fide foreign direct 
investments in the same manner as the current foreign 
direct investment allowance.

• The DTMC will be allowed to operate as a cash 
management centre for South African entities. Cash 
pooling will be allowed without any restrictions and local 
income generated from cash management will be freely 
transferable.

• The DTMC may choose its functional currency and operate 
a foreign currency account and a rand denominated 
account for operational expenses.

Furthermore, DTMCs are required to adhere to certain reporting 
requirements.

In order to make the DTMC regime more effective, the Taxation Laws 
Amendment Act, 2017 removed the requirement that a DTMC must 
be incorporated or deemed to be incorporated in South Africa, with 
effect from 1 January 2018.

It is evident that companies will henceforth find it less cumbersome 
to manage their African and offshore operations from South Africa, 
which will support the growth of South Africa’s economy and 
promote integration across the continent and abroad. ■

“The DTMC regime allows 
South African companies 
to establish one subsidiary 
as a holding company to 
hold African and offshore 
operations, without being 
subject to exchange control 
restrictions.”

Cliffe Dekker Hofmeyr

Act sections: 

    Income Tax Act 58 of 1962:  
sections 1  
(“domestic treasury management company”),  
24I (“local currency”), 25D;  
paragraph 43 of the Eighth Schedule  
(“local currency”);  
Taxation Laws Amendment Act 17 of 2017.

Tags: DTMCs, Domestic treasury management companies

Companies.
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CORPORATE RESTRUCTURING

H owever, certain anti-avoidance provisions may be triggered if the 
company that acquired the assets, disposes of the assets within 
18 months of acquisition.

A question that has often been posed is whether the anti-avoidance 
provisions will apply if the company that acquired the asset, within 
18 months of the acquisition, disposes of those assets to another 
company in terms of an asset-for-share transaction under section 42.

SARS has provided some guidance in Binding Private Ruling 288 
(BPR 288).

In BPR 288 the taxpayer sought a ruling from SARS on the following 
proposed transactions.

Company A is a local company. The shares in Company A are held (i) 
as to 89.8% by Company B, a foreign company, and (ii) as to 10.2% by 
the managing director of Company A (the MD).

A new shareholder (X) will buy 6.5% of the shares in Company A 
from Company B and the MD in proportion to their shareholding in 
Company A. The price will be market-related.

X will then transfer the shares it acquired in Company A to Company 
Q, a local company, in exchange for shares in Company Q.

Company B and the MD will then dispose of 19.5% of their shares in 
Company A to Company R in exchange for shares in Company R in 
quantities proportionate to their respective shareholding in Company 
A. Company B will transfer those shares as an asset-for-share 
transaction under section 42. Company R intends holding the shares 
in Company A on capital account.

The subsequent transaction is the tricky one: Company R will 
promptly transfer its shares in Company A to Company Q in 
exchange for shares in Company Q. Company R will transfer those 
shares in terms of an asset-for-share transaction under section 42. 
Company R will then hold 75% of the shares in Company Q. The 
remaining shares in Company Q will be held by X.

The rulings of SARS that are notable are the following:

• First, in the circumstances of the matter, Company R will be 
seen to hold the shares in Company A on capital account 
even though it will dispose of the shares in Company A to 
Company Q shortly after it acquired the shares.

• Second, in principle, the 18-month anti-avoidance rule 
will apply to the disposal by Company R of its shares 
in Company A to Company Q. However, practically, no 
gain or loss will arise as the shares in Company A will be 
transferred at the cost at which they have been acquired.

• Third, the second asset-for-share transaction, that is, the 
transfer by Company R of its shares in Company A to 
Company Q, will qualify as an asset-for-share transaction 
under section 42.

ASSET-FOR-SHARE 
TRANSACTIONS

What the ruling essentially says is this: if a taxpayer transfers a 
capital asset to a company in exchange for shares in that company 
and the requirements of section 42 are met; and if the company 
then promptly disposes of that capital asset to another company in 
exchange for shares in that other company and the requirements of 
section 42 are met – then both transactions may qualify for tax “roll-

“If a taxpayer transfers a capital 
asset to a company in exchange 
for shares in that company and 
the requirements of section 42 
are met; and if the company then 
promptly disposes of that capital 
asset to another company in 
exchange for shares in that other 
company and the requirements 
of section 42 are met – then both 
transactions may qualify for tax 
“roll-over” relief.”

Section 42 of the Income Tax Act, 1962 allows taxpayers to transfer assets to a company 
free of immediate tax consequences, provided certain requirements are met; there is a 
“roll-over” for tax purposes.

Cliffe Dekker Hofmeyr

Act sections: Income Tax Act 58 of 1962: section 42.

Rulings: Binding Private Ruling 288.

Tags: Asset-for-share transactions.

Editorial comment: 

 Published SARS rulings are necessarily redacted 
summaries of the facts and circumstances. Conse-
quently, they and articles discussing them should be 
treated with care and not simply relied on as they 
appear.

over” relief.

A word of warning though: SARS made it very clear that the ruling in 
BPR 288 was specific to the facts in the matter. BPR 288 accordingly 
is not a licence for taxpayers to do successive asset-for-share 
transactions under section 42 in all cases. Taxpayers would still in 
each case need to take specific advice from tax professionals before 
implementing such transactions. ■
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HOW TO TAX
In April 2018, SARS announced that it will continue to apply normal 
income tax rules to cryptocurrencies and will expect affected 
taxpayers to declare cryptocurrency gains or losses as part of their 
taxable income.

WAS THIS MOVE EXPECTED?

Since the growing popularity of cryptocurrencies in South Africa 
and following the absence of legislation relating to the taxation 
and regulation of cryptocurrencies, also referred to as “virtual 
currencies”, the decision taken by SARS to address the taxation of 
cryptocurrencies has been anticipated.

During December 2017, SARS indicated that it was in discussions 
with top technology companies in the world regarding methods 
to track cryptocurrency trades more efficiently. The aforesaid 

discussions with global technology companies, and the recent 
statement by SARS, suggest that SARS is scrutinising the taxation of 
cryptocurrencies and cryptocurrency transactions.

THE POSITION TAKEN BY SARS IN RELATION TO THAT OF 
FOREIGN REVENUE COLLECTION AUTHORITIES

In light of the taxation of cryptocurrencies in countries such as the 
United States (US), India and Canada, it does appear that the way in 
which South Africa has chosen to tax virtual currency is in line with 
most internationals trends.

1. The US Internal Revenue Service (IRS) treats virtual currency 
as property and existing tax principles find application to virtual 
currency transactions. Four key rights are attributed to property 
rights and include:

CRYPTOCURRENCIES
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• the right to use the good;

• the right to earn income from the good;

• the right to transfer the good to others; and

• the right to enforce property rights.

It follows that should a taxpayer dispose of virtual currency, the 
disposal will trigger either a capital gain or a capital loss. The same 
regime is followed in South Africa, whereby any gain or loss derived 
from a capital asset, such as property held for investment purposes, 
will be taxed in accordance with the provisions contained in the 
Eighth Schedule to the Income Tax Act, 1962 (the Act). However, in 
the US, should a taxpayer “mine” virtual currency, such as Bitcoin 
for example, the IRS requires that the fair market value be included 
in the taxpayer’s taxable income. This provision is similar to South 
Africa’s tax system, which requires that an asset held on revenue 
account be included in that taxpayer’s taxable income.

1. In India, virtual currency is deemed a capital asset if it is 
purchased for investment purposes. Therefore, any gain arising 
because of the disposal of virtual currency shall be taxed in 
terms of the provisions dealing with capital gains, a principle 
which South Africa also follows and is in accordance with SARS’ 
recent statement. However, should transacting with virtual 
currency become frequent, it could be said that the taxpayer is 
trading in virtual currency, and the income generated from such 
trade must be included in the taxpayer’s taxable income. Once 
again, this is in line with the South African tax system.

2. The Canadian Revenue Authority requires requires that where 
virtual currency is used to pay for goods or services, the amount 
required to be included in the taxpayer’s income will be the 
amount which the taxpayer would have ordinarily charged. In 
the event that virtual currencies are traded like a commodity, 
the tax consequences will depend on whether the transaction 
is of an income or capital nature. Where the virtual currency 
is acquired for investment purposes, a capital gains tax (CGT) 
liability will arise. Alternatively, where the virtual currency is 
acquired to realise a profit, this will result in an income tax 
liability for the taxpayer.

Despite the similarities between South Africa’s taxation of virtual 
currencies and that of the US, India and Canada, the taxation of 
virtual currencies in Australia is quite different to that of South Africa.

• The Australian Taxation Office (ATO) views virtual currency 
as an asset for capital gains purposes. The ATO also 
provides an exemption should a taxpayer predominantly 
use virtual currency to purchase goods or services for 
personal use and in doing so the capital gain or loss which 
arises is less than A$10 000.

• A further distinction is made in Australia between the 
purchase of goods and services for personal use, as 
opposed to a business transaction taking place with the 
use of virtual currency. In the latter, the value of the virtual 
currency must be recorded as ordinary income in A$.

GENERAL REMARKS

SARS indicated in its statement that cryptocurrency transactions are 
subject to the general principles of South African tax law. (Editorial 
comment: Cryptocurrency would be an asset for estate duty 
purposes.) This means that any amounts received, gains made or 
losses incurred in respect of cryptocurrency transactions may either 
be regarded as revenue in nature and included in the taxpayer’s 
income tax or, alternatively, as capital in nature and subject to CGT in 
terms of the Eighth Schedule.

The test to determine the nature of the cryptocurrency transaction 
and whether the transaction is of a revenue or capital nature must 
include taking into account the taxpayer’s intention when acquiring 
the cryptocurrency and must be decided considering the facts and 
circumstances of each case. South African courts have decided that 
the primary intention at the time when the asset has been acquired 
is conclusive in determining whether the asset is held on revenue or 
capital account, unless other factors exist that show that the asset 
has been sold in a scheme of profit making. If it was the intention of 
the taxpayer to obtain the cryptocurrency for the specific purpose of 
profit-making, the asset will be considered to be “trading stock” and 
of a revenue nature and the income derived therefrom is required to 
be included in the taxpayer’s taxable income.

“Any amounts received, gains 
made or losses incurred in 
respect of cryptocurrency 
transactions may either be 
regarded as revenue in nature and 
included in the taxpayer’s income 
tax or, alternatively, as capital in 
nature and subject to CGT.”
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THE RISKS ASSOCIATED WITH THE USE OF VIRTUAL 
CURRENCIES

1. SARS does not view cryptocurrencies as a form of legal 
tender issued by government in the form of coins or notes. 
Thus, should a company or individual agree to make use of a 
form of cryptocurrency in exchange for goods or services and 
something subsequently goes wrong, no legal recourse to a 
government or entity will be available.

2. Looming security threats may occur due to a lack of a central 
authority should a technical error arise, or a transaction involve 
a deceitful dealer. In addition, cryptocurrency accounts are also 
being targeted by hackers.

3. The unpredictability of cryptocurrencies should be considered 
by consumers and cryptocurrency traders. This begs the 
question as to the reasons behind their volatility:

• Cryptocurrencies do not have any intrinsic value, meaning 
they do not sell any products, earn revenue or provide 
employment. They generally also do not return dividends 
and only a small amount of the total value of the currency is 
used to develop the cryptocurrency. Cryptocurrencies are 
therefore difficult to value and decisions made to purchase 
cryptocurrencies are based on the market sentiment at the 
time.

• There is a lack of regulatory oversight in respect of 
cryptocurrencies. This lack of regulation allows for 
market manipulation, which introduces the volatility and 
discourages institutional investors who are simply not 
willing to take the risk of investment in cryptocurrencies 
without any assurance that their investment is protected 
and secure.

• Investment from institutional investors could soften 
the market volatility. However, due to the lack of 
institutional investors, the cryptocurrency market remains 
unpredictable.

HOW WILL TAX ON CRYPTOCURRENCIES BE CALCULATED?

Since cryptocurrency transactions are subject to the general 
principles of South African tax law, depending on whether the 
cryptocurrency is held on revenue or capital account, the income tax 
or CGT calculation in respect of cryptocurrency transactions will be 
the same as for any other revenue or CGT calculation.

SARS indicated that a taxpayer is permitted to deduct expenses 
incurred in respect of cryptocurrencies, such as Bitcoin trading tax 
for example, provided they meet all the requirements of the Act.

CLARITY PROVIDED BY SARS

Following SARS’ statement, taxpayers have now been provided with 
clarity in respect of the tax treatment of cryptocurrencies, placing 
the onus on the taxpayer to declare the income made in terms of the 
general principles of South African tax law. Taxpayers are, therefore, 
required to declare income derived from cryptocurrencies in their 
income tax return in the year in which that income accrued. Failure 
to do so correctly could result in understatement penalties of up to 
200%, as well as the imposition of interest.

Despite the announcement made by SARS regarding the taxation 
of cryptocurrencies, the novelty thereof guarantees that various 
uncertainties remain. In this regard, taxpayers may seek guidance 
from SARS on the taxation of specific cryptocurrency transactions by 
means of binding private rulings. ■

CRYPTOCURRENCIES

Cliffe Dekker Hofmeyr

Act sections: Income Tax Act 58 of 1962: Eighth Schedule.

Tags: Cryptocurrencies, SARS media statements.

Editorial comments:

See also article 0003 in Issue 1 (July 2018).

The implications for VAT are not yet clear.

The treatment of unrealised gains and losses are also not yet 
clear.
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Tags: Independent trustees.

ESTATES AND TRUSTS

INDEPENDENT
TRUSTEES
Many family trusts are formed without the appointment of an independent trustee which 
can prove disastrous in instances where a dispute arises, and the validity of the trust is 
questioned

In South Africa, there have been many cases which allowed for the 
veneer of the trust to be pierced and the trust being deemed to be 
nothing more than the “alter ego” of the person controlling the trust 
and the assets of the trust being deemed to belong to that person.

An independent trustee is effectively a person with the required 
level of knowledge, integrity and professional skills. The main 
characteristics of such person is detailed as follows:

• A person not related to the trustees, beneficiaries and/or 
founder who accepts and understands the responsibilities 
of trusteeship to ensure that the trust assets are properly 
managed in accordance with the trust deed.

• While it is not a requirement, it is recommended that the 
person selected be either a professional accountant, an 
admitted attorney or an advocate who is affiliated to a 
relevant professional body or, alternatively, a fiduciary 
practitioner who is a member of the Fiduciary Institute 
of Southern Africa, or any other person with the relevant 
knowledge of accounting, taxation and other legal 
requirements.

• That person is not a beneficiary of such trust (ie does not 
have interest in the trust property/assets).

The Master now has the authority to appoint an independent trustee 
where a trust is registered for the first time and all the following 
criteria are met:

• The trust deed allows the trustees the power to contract 
with independent third parties (ie the creation of trust 
creditors).

• The trustees are all beneficiaries.

• The beneficiaries are all related to one another.

Where the Master decides that an independent trustee is required, 
the Master must request nominations for such appointment from 
the founder, the existing trustees and the beneficiaries who have 
a vested right to the assets of the trust. However, the Master is not 
bound to make the appointment from the nominations provided 
and can choose another suitable person but only in exceptional 
circumstances.

In instances where the Master does not appoint an independent 
trustee, the Master can still request that security be provided by the 
trustees and/or the financial statements of the trust be audited.

It is highly recommended that the trust deed make provision for the 
appointment and replacement of independent trustees and that 
such trustee/s be appointed at the inception of the trust to avoid the 
Master either:

• appointing their own independent trustee (although 
nominations are allowed, it is not guaranteed that the 
trustee will be chosen from those nominations, which can 
lead to unnecessary complications later);

• requesting security from the trustees; or

• insisting on an audit of the financial statements, which can 
prove rather costly.

The founder of the trust should therefore always appoint an 
independent trustee to put to rest the issue of the trust being 
regarded as the “alter ego” of any person. ■
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GROSS INCOME

PRODUCTIVE ASSET 
ALLOWANCE
The issue which arises in the appeal case of Volkswagen South Africa (Pty) Ltd v The 
Commissioner for the South African Revenue Service, 2017, is whether the accrual of 
rebates calculated with reference to capital expenditure, and to which Volkswagen (the 
Appellant) became entitled under a government scheme to support the local motor 
industry, should be regarded as accruals of a revenue or capital nature.

During 1995, the South African government initiated a Motor Industry 
Development Programme (MIDP) aimed at an internationally 
competitive and growing automotive industry. Owing to the success 
of the development programme, the government extended the 
MIDP with one of its objectives being the rationalisation of models 
being produced in the automotive industry. Rationalisation of 
models, however, would require plant upgrades and technology 
enhancements to put the country’s manufacturers on a par with the 
world’s best. This would involve substantial capital expenditure inter 
alia to provide dedicated buildings to expand production lines, to 
install robots used in the production and assembly processes and to 
upgrade machinery and tooling.

As an incentive for the automotive manufacturers to embark on such 
an expensive capital programme, the Board on Tariffs and Trade 
recommended the introduction of a productive asset allowance 
(PAA) to those manufacturers that had invested in dedicated 
productive assets for the assembly of light vehicles and manufacture 
of automotive components.

In order for a PAA certificate to be issued, any claim for such benefits 
had to be audited by external financial auditors using prescribed 
audit standards in order to verify the investments in productive 
assets. The value of the PAA certificate would be 20% of the capital 
investment so audited and verified.

These PAA certificates could then be used by the manufacturer to 
offset the duty which it became liable to pay on importing fully made 
up vehicles for sale in South Africa. As a result of their participation 
in the PAA scheme and the rationalisation of the motor vehicles they 
were producing, the manufacturers were reimbursed an amount of 
20% of the capital expenditure incurred in the rationalisation process 
by, effectively, paying less import duty than would have been the 
case had they not participated in the scheme.

The Appellant duly applied in the prescribed manner supported by 
the necessary business plan to participate in the PAA scheme. It had 
invested heavily in qualifying assets in three different capital projects, 
namely, the Golf A4 Project, the Polo Project and the Golf A5 Project. 
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These investments ultimately led to it receiving PAA certificates 
which were audited as required and approved.

In its income tax returns for the years of assessment 2008–2010, the 
Appellant reflected the PAA certificates that it had received as being 
accruals of a capital nature. The amounts involved were substantial. 
The Commissioner refused to accept that these amounts were of a 
capital nature and assessed the Appellant for tax on the basis that 
they were income.

The Appellant’s objection to such assessment was overruled, which 
led to an appeal in the tax court whose judgment was then subject to 
an appeal in the Supreme Court of Appeal (the SCA).

The appeal judges considered the seminal cases dealing with the 
test to be applied to determine what is capital or revenue and, 
although they agreed that there is no “litmus test” for such decision, 
they concurred that one should not be led to a result in one’s 
classification of a receipt as income or capital which is contrary to 
sound commercial and good sense.

The court then looked at paragraph 3.2.3 of SARS’ Interpretation 
Note 59, which states that:

“a government grant will be of a revenue nature 
in the hands of a person carrying on trading 
operations if it is a trading receipt [however] any 

amounts received or accrued for purpose of:

• Establishing an income-earning structure, or

• As compensation for the surrender of such a structure, is of 
a capital nature.”

It is clear from this interpretation note that SARS regards the purpose 
of a government grant of cardinal importance.

The judgment also refers to the learned authors of Silke, who 
expressed the view that:

“subsidies or similar payments made by the 
government in terms of an Act of Parliament to 
local merchants or producers for the production 
or export of certain commodities are, it is 
submitted, on income account if they are paid 
to supplement trading receipts derived from the 
sale of such commodities … If a subsidy takes 
the form of a contribution towards the producers 
cost of production of a certain commodity, it is 
submitted that it is of an income nature. On the 
other hand, if the subsidy is paid as a contribution 
towards the costs of fixed capital assets, it is 
submitted that it partakes of the nature of capital 
and is not taxable”.

In each case the court needs to look at the real and basic cause 
of the accrual to determine whether it was capital or revenue in 
nature. There are effectively two questions: Firstly, what was the real 
and basic cause of the accrual (or put somewhat differently, why 
or in respect of what conduct or activity was the grant made) and, 
secondly, whether that cause is, as a matter of fact, more closely 
associated with the equipment of the taxpayer’s income producing 
machinery (in which event it should be regarded as capital) or with 
its income earning operations (in which event it should be regarded 
as revenue).

The court held that it was clear that the PAA certificates were in fact 
issued in order to compensate manufacturers for at least a portion 
of the capital outlay occurred in respect of the plant and machinery 
required for rationalisation.

In disallowing the Appellant’s objection to the PAA certificates 
not having been regarded as capital accruals, SARS stated that 
there was no indication from the PAA guidelines that the amount 
was received for the purpose of establishing an income-earning 
structure. It went on to state that in calculating the PAA certificates, 
the Department of Trade and Industry took into account the amount 
invested in qualifying plant and machinery; however, this was done 
for the purpose of calculating the allowance which did not imply 
that the Appellant had been compensated “for the capital outlay in 
respect of the plant and machinery”.

Furthermore, the court a quo held that as the PAA certificates could 
only be redeemed by payment of customs duties, the diminished 
payment of customs duty was clearly related to the gross income of 
the Appellant so that the PAA certificates were not of a capital nature.

Judge Leach, for the SCA, found it astounding that SARS was not 
prepared to acknowledge that PAA certificates were in fact issued 
in order to compensate manufacturers for at least a portion of the 
capital outlay incurred in respect of the plant and machinery required 
for rationalisation. The whole rationale behind the PAA certificates 
was to encourage manufacturers to go along with the rationalisation.

As the certificates were issued to compensate a manufacturer for 
a percentage of its capital expenditure, they were clearly capital 
in nature and the fact that they might lapse cannot change that 
position. The making of a capital investment was at the centre of the 
scheme and, without a manufacturer making such an investment, 
a PAA certificate could not be paid. Accordingly, the court held that 
SARS’ (the Respondent’s) contention that the PAA scheme was 
not directly intended to support capital expenditure but merely to 
allow the Appellant to reduce the cost to it of imported vehicles and 
thereby increases revenue, is groundless. The court held that the 
PAA certificates were in no way received as part of a scheme of profit 
making. They reimbursed the Appellant in respect of a percentage of 
its capital expenditure. ■

“It is clear from this 
interpretation note that 
SARS regards the purpose 
of a government grant of 
cardinal importance.”

Shepstone & Wylie

Cases: Volkswagen South Africa (Pty) Ltd v The Commissioner 
for the South African Revenue Service [2017] 80 SATC 179.

Tags: Productive asset allowance, Motor Industry Develop-
ment Programme.

Editorial comment: see also section 12P of the Income Tax Act, 
which deals with government grants.
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INTERNATIONAL

DIRECTORS’ FEES 
DERIVED BY 
NON-RESIDENTS
Many non-residents who derive directors’ fees from a South African tax resident company 
believe that, because they are non-resident and pay tax in their country of residence 
on such directors’ fees, they are not liable to tax in South Africa.This is a common 
misconception as non-residents remain taxable on South African-sourced income (subject 
to tax treaty relief).

Section 9 of the Income Tax Act, 1962 (the Act) 
contains the legislated South African source rules. 
Where section 9 does not contain the source 
rules for certain types of income, the rules are 
entrenched in South African common law. In this 
regard, the general rule with regard to services 
income is that the income will be regarded as 
being derived from a South African source if the 
services to which the income relates are rendered 
in South Africa. Another misconception is that 
this general rule similarly applies to income 
derived in respect of directors’ services.

Due to the nature of directors’ services, which 
makes it difficult to ascertain the place where 
they perform their duties, the South African 
common-law position with regard to directors’ 
fees is that the source of directors’ fees is where 
the head office of the company is situated, 
irrespective of the place where the director 
resides and/or performs the services.

The term “head office” is not specifically defined 
in the context of directors’ fees, but SARS’ 
Interpretation Note 6 which deals with place of 
effective management defines the term as:

“the place where a company’s 
senior management and their 
direct support staff are located 
or, if they are located at more 
than one location, the place 
where they are primarily or 
predominantly located. A 
company’s head office is not 
necessarily the same as the 
place where the majority of its 
employees work or where its 
board typically meets”.
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The interpretation note also notes:

“members of senior management may operate 
from different locations on a more or less 
permanent basis. In these situations, the members 
may participate in meetings via telephone or 
video conferencing rather than by being physically 
present at meetings in a principal location. In 
these situations, the head office would normally 
be the location, if any, where the highest level of 
management (for example, the Managing Director 
and Financial Director) and their direct support 
staff are located.”

Although this interpretation of “head office” is not in the context 
of directors’ fees, this wording gives a good indication of SARS’ 
interpretation of the term.

Once it has been established in terms of domestic law that South 
Africa has taxing rights with regard to a particular director’s fees due 
to the fact that the head office to which the fees relate is located in 
South Africa, the tax treaty between South Africa and the relevant 
director’s country of residence needs to be considered to determine 

whether South Africa can enforce such taxing right.

South Africa’s tax treaties largely follow the Organisation for 
Economic Co-operation and Development Model Tax Convention on 
Income and on Capital (the Convention). Article 16 of the Convention 
provides as follows:

“Directors’ fees and other similar payments 
derived by a resident of a Contracting State in his 
capacity as a member of the board of directors 
of a company which is a resident of the other 
Contracting State may be taxed in that other 
State.”

Accordingly, taxing rights in respect of directors’ fees are generally 
awarded to South Africa if the company on whose board the director 

Webber Wentzel

Act sections: Income Tax Act 58 of 1962: sections 9, 10(1)(o)(ii); 
Fourth Schedule.

Tags: Directors’ fees, OECD Model Tax Convention on Income 
and on Capital.

“Non-residents remain taxable on 
South African-sourced income .” 

serves is tax resident in South Africa, irrespective of where the 
director is tax resident or where they render the relevant services. 

Another misconception is that where directors render services from 
inside and outside South Africa for a South African company, they 
can rely on section 10(1)(o)(ii) of the Act. This section affords a tax 
exemption for income derived in relation to foreign services if the 
required time is spent outside of South Africa (183 full days in total 
during any period of 12 months, of which 60 days are continuous).

Section 10(1)(o)(ii), however, only applies if the person rendering 
the services is an “employee”. It is often assumed that because the 
Fourth Schedule to the Act contains a definition of “employee”, 
which includes a director of a private company, directors can rely 
on section 10(1)(o)(ii) to exempt any portion of directors’ fees which 
relates to services rendered outside of South Africa. However, as 
section 10(1)(o)(ii) appears in the main body of the Act, the definitions 
in the main body of the Act should be applied and the definition 
which is provided for purposes of the Fourth Schedule cannot 
be relied upon. As the term “employee” is not defined in the main 
body of the Act, the general rules of interpretation would apply, 
which requires that the term must be given its ordinary meaning. 
An “employee” under the common law excludes an independent 
contractor or self-employed person, with the result that SARS 
regards directors in their capacity as such as holders of an office, not 
employees, and to the extent that they earn directors’ fees, such fees 
do not qualify for exemption under section 10(1)(o)(ii).

Consequently, directors’ fees derived by non-resident directors from 
South African resident companies whose head office is located in 
South Africa will generally be subject to income tax at marginal 
income tax rates (currently maximum 45%) (irrespective of where 
the director is tax resident or renders the services). Depending 
on whether the relevant director is an executive or non-executive 
director, employees’ tax may need to be withheld or the fees may be 
subject to value-added tax. ■
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SMALL BUSINESS

SMALL BUSINESS 
CORPORATIONS – 
A MECHANISM FOR 
GROWTH
Growing the economy of the country also depends on the growth of small and medium 
businesses, and for these businesses to grow, they need the support of government. 

Such support can be found in section 12E of the Income Tax Act, 
1962 (the Act), where a business can qualify to be a small business 
corporation (SBC), thus qualifying for some tax relief which ultimately 
leads to improved cash flow and general growth of the business. 
There are six requirements for a business to qualify as an SBC and 
it is important to note that all the requirements must be met. The 
requirements are unpacked and discussed as follows:

1. The business must be a company as defined in the Act, which 
includes a close corporation, a co-operative, a private company 
as defined in the Companies Act, 2008, or a personal liability 
company.

2. All the holders of the entity’s shares or member’s interest must 
be natural persons (ie individuals).

3. The business’s gross income for the tax year may not be more 
than R20 million. Where the SBC carries on trade for less than 
12 months, the maximum gross income of R20 million is scaled 
down to the actual months of trade. If, for instance, the SBC 

traded for 8 months, the gross income would be scaled down to 
R13.3 million (R20 million × 8 / 12).

4. None of the holders of shares or members’ interest may at any 
time during the tax year hold any shares or interest in the equity 
of any other company. There are however exclusions in this 
prohibition, meaning the shareholders or members can have 
shares or interest in:

• a company listed on the Johannesburg Securities Exchange

• a foreign collective investment scheme

• a sectional titles body corporate, share block company or a 
qualifying property association

• less than 5% of the interest in a social, consumer or burial 
society co-operative

• a friendly society as defined in the Friendly Societies Act, 
1956
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• less than 5% in a primary savings co-operative bank or a 
primary savings and loans co-operative bank

• a venture capital company

• a company, co-operative or close corporation that has not 
during the tax year carried on a trade and has during any 
tax year owned assets whose total market value exceeds 
R5 000

• a company, co-operative or close corporation that has 
taken the required steps to liquidate, wind up or deregister, 
unless it has at any stage withdrawn any of these steps.

5. Not more than 20% of the business revenue and accruals and 
all its capital gains may consists collectively of investment 
income and the income from the rendering of a personal 
service.

6. This requirement needs an understanding of what is meant 
by investment income. In terms of section 12E(4), investment 
income is income in the form of:

• dividends

• foreign dividends

• royalties

• rentals derived on immovable property

• annuities

• interest (other than interest derived by a targeted co-
operative bank)

• proceeds derived from investment or trading in financial 
instruments.

In relation to a company, co-operative or a close corporation, 
personal service is service in the fields of accounting, actuarial 
science, architecture, auctioneering, auditing, broadcasting, 
consulting, draftsmanship, education, engineering, financial 
services broking, health, information technology, journalism, law, 
management, real estate. The list is not exhaustive.

For a business to be regarded as a personal service, the 
requirements are:

• if the service is performed personally by a person holding 
an interest in the company, close corporation or co-
operative; or

“There are six requirements for a business to qualify as an SBC 
and it is important to note that all the requirements must be met.”

• if the service is performed by a connected person to the 
person holding an interest in the business; and

• if the company, close corporation or co-operative does 
not employ three or more full-time employees who are on 
a full-time basis throughout the tax year engaged in the 
business of rendering that service. The employees should 
neither be:

• holders of shares or members in the business, nor

• connected persons to holders of shares.

7. All holders of shares in the company must at all times during the 
year of assessment be individuals.
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SMALL BUSINESS

BENEFITS OF BEING AN SBC

100% depreciation allowance

An SBC is entitled to a depreciation allowance equal to the full 
cost of the asset comprising plant and machinery used directly in a 
process of manufacture (or any other similar process) and:

• the machinery is owned by the SBC or acquired by it under 
a qualifying instalment credit agreement in the year in 
which it is brought into use;

• the asset is brought into use for the first time by the SBC; 
and

• the asset is brought into use for the purpose of its trade.

The facts above imply that where an SBC hires an asset, that asset 
will not qualify for the depreciation allowance because it will not 
be used for the first time by the SBC. Somebody else used it before 
hiring it out to the SBC.

50:30:20 depreciation

An SBC can also choose to claim the 50:30:20 depreciation, where 
50% of the cost of the asset can be claimed in the first year the asset 
is brought into use, 30% in the second year and 20% in the third year. 
This allowance is granted in full regardless of whether the asset was 
used for less than 12 months of a tax year.

The definition of “cost” is in terms of section 12E(2): it is the lesser 
amount between what the SBC paid to acquire the asset and the 
cost of the asset by a person under an arm’s-length transaction.

100% moving allowance

Section 12E(3) stipulates that should moving expenses be incurred by 
an SBC for moving an asset that is under the 50:30:20 depreciation 
to another location, then those expenses should be deducted in 
equal instalments in the year in which it was incurred and each 
succeeding year. If moving expenses of R15 000 are incurred in the 
first year, then an equal amount of R5 000 should be claimed in each 
of year 1, year 2 and year 3. If the R15 000 is incurred in year 2, then 
two instalments of R7 500 each will be claimed in year 2 and year 3.

TAX RATES

Another factor to note is that an SBC does not use the normal tax 
rates for companies, and that brings huge relief. When comparing 
SBC tax rates and normal company rates, the discrepancy is notable.

The rates applicable for an SBC to pay tax in the 2018/2019 tax year 
are as follows:

Taxable income SBC rates of tax

Exceeds ___ but does not exceed ___

— 78 150
0% of taxable income

78 150 365 000
0 + 7% of the excess 
above 78 150

365 000 550 000
20 080 + 21% of 
the excess above 
365 000

550 000 —
58 930 + 28% of 
the excess above 
550 000

SAIPA

Act sections:  
Friendly Societies Act 25 of 1956: “friendly society”; 
Income Tax Act 58 of 1962: section 12E;  
Companies Act 71 of 2008: “private company”, section 8(2)(c).

Tags: Small business corporations.

CONCLUSION

Private companies as defined in the Companies Act, 2008, close 
corporations, co-operatives and personal liability companies as 
contemplated in section 8(2)(c) of the Companies Act can meet all 
the stipulated requirements to qualify as small business corporations 
and get tax relief, and therefore an opportunity for growth. ■



20  TAX CHRONICLES MONTHLY ISSUE 1 2018

PwC

Act sections: Tax Administration Act 28 of 2011: sections 69, 164.

Tags: Debt collection, SARS media statements.

DEBT COLLECTORS – 
TAXPAYERS’ RIGHTS

IN BRIEF

SARS intends reducing as much as possible of the R16.6 billion debt 
owed to it by taxpayers by 28 February 2019 through the use of the 
eight debt collection agencies appointed to assist in recovering the 
amount owed. This was announced in a media statement released 
on Friday, 9 March 2018. The purpose of this article is to make 
taxpayers aware of their rights when receiving calls from such debt 
collectors.

IN DETAIL

Confidentiality

Section 69 of the Tax Administration Act, 2011 (the TAA) states that 
SARS is required to preserve the secrecy of taxpayer information 
and not disclose this information to persons who are not SARS 
officials. It also states under what circumstances certain information 
can be disclosed.

Payment process

SARS has five payment options available for taxpayers where 
payment is made directly to SARS. If you are requested to make 
payments directly to an agent or outside of the SARS payment 
options, it is advised not to do so and report the matter as this 
may be a scam. If a taxpayer is unsure of banking account details 
provided, they should contact SARS to verify the details.

Recovery of tax

Where the amount is less than R100 or an amount announced by 
public notice by the Commissioner, it does not need to be recovered 
by SARS. If the date of assessment or decision giving rise to the tax 
liability is 15 years old or older, SARS may not initiate debt collection 
processes. Nor may SARS initiate debt collection procedures for a 

debt that has been suspended pending objection or appeal.

Other issues

Taxpayers must also beware of the following:

• Do not ignore letters of demand from SARS.

• Verify who is calling you – be aware of the independent 
agent calling you on behalf of SARS and verify that it is 
listed by SARS as a contractor.

• Other third parties (ie banks) may also be appointed to 
recover taxes.

• SARS will insist on the “pay now, argue later” rule. However, 
section 164 of the TAA allows a taxpayer to request a 
suspension of payment.

• When applying for suspension of payment in terms of 
section 164, SARS will in all likelihood request a breakdown 
of “financial hardship” claimed by a taxpayer as well as 
request security for the outstanding, disputed tax debt.

• Depending on the quantum and nature of the dispute 
as well as “prospects of success” in court, SARS may 
be amenable to settle if the matter is disputed, or to 
compromise if the matter is undisputed.

CONCLUSION

As a taxpayer you are entitled to verify who is calling you and refer 
them to your tax practitioner. Where you feel that section 69 has been 
contravened, you may inform the caller or agent of this. Ensure that 
you are satisfied that the debt is owed and the amount is correct.

Verify banking details with SARS before making payments. You 
should also be on high alert as criminals may use this opportunity to 
scam you as a taxpayer. ■

TAX ADMINISTRATION
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APPEALING TAX 
COURT DECISIONS

Where a taxpayer is dissatisfied with the decision taken by SARS regarding an 
objection made to an assessment, the taxpayer is entitled to appeal against 
such decision to the tax court. 

TAX ADMINISTRATION

The rules of the tax court, promulgated under section 103 of the Tax 
Administration Act, 2011 (the TAA), prescribe the procedure to be 
followed when proceedings are instituted in the tax court.

In Lion Match Company (Pty) Ltd v Commissioner for the South 
African Revenue Service, 2018, Lion Match Company (the Taxpayer) 
noted an appeal against the disallowance of an objection raised 
in response to an additional assessment issued by SARS. The 
additional assessment arose after the Taxpayer disposed of its 
entire shareholding in the Kimberly-Clark Group in the 2008 year 
of assessment. In determining the taxable capital gain, the base 
cost of the shares was taken as the market value of the shares as 
at 1 October 2001. It was this value that SARS later adjusted, which 
caused an increase in the taxable capital gain of the Taxpayer.

The focus of this case was not on the merits of the dispute between 
the parties, but rather the correctness of the procedure followed by 
the Taxpayer in its appeal to the tax court.

After the Taxpayer had noted its appeal, SARS delivered its statement 
of grounds of assessment to the Taxpayer in accordance with tax 
court Rule 31. This rule contains a provision prohibiting SARS from 
including in its statement any ground that constitutes a novation of 
the whole of the factual or legal basis of the disputed assessment. 
Instead of submitting its response in terms of Rule 32, the Taxpayer 
then brought an application to the tax court in which it asserted 
that SARS had included in its statement a ground that constitutes a 
novation and asked the tax court to set aside the statement.

The tax court dismissed the application but granted leave to the 
Taxpayer to appeal to the Supreme Court of Appeal (the SCA). The 
Taxpayer then appealed to the SCA.

In the SCA, SARS argued that the decision by the tax court was not 
appealable.
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JUDGMENT 

The SCA took a relatively simple approach. Being a creature of 
statute, the tax court obtains all of its powers and functions from 
the TAA. Section 117 of the TAA provides that the tax court has 
jurisdiction to hear appeals lodged under section 107, which in 
turn states that taxpayers may appeal against an assessment or a 
decision. Section 104(2) refers to three types of decisions, namely:

a) a decision not to extend the period for lodging an objection;

a) a decision not to extend the period for lodging an appeal; and

b) any other decision that may be objected to or appealed against 
under a tax Act.

Furthermore, section 129 sets out the ambit of decisions that the tax 
court may make in response to an appeal lodged under section 107.

In turn, section 133 provides for appeals against decisions of the tax 
court under section 129.

The SCA held that to determine whether the decision of the tax court 
was appealable, it had to be determined whether the decision was 
one contemplated in section 104(2).

The SCA found that the decision did not fall within section 104(2), 
and that the decision of the tax court was accordingly not subject to 
appeal. ■

 

“The focus of this case was not on 
the merits of the dispute between the 
parties, but rather the correctness 
of the procedure followed by the 
Taxpayer in its appeal to the tax court.”

Cliffe Dekker Hofmeyr

Act sections: Tax Administration Act 28 of 2011: sections 103, 
104(2), 107, 117, 129, 133.

Cases: Lion Match Company (Pty) Ltd v Commissioner for the 
South African Revenue Service [2018] ZASCA 36 (27 March 
2018) (as yet unreported).

Tags: Tax court, Rules of the tax court.
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UNDERSTATEMENT 
PENALTIES REDUCED
The imposition of understatement penalties in terms of Chapter 16 of the Tax 
Administration Act, 2011 (the TAA) and the factors to consider when imposing such a 
penalty are issues that our courts have not dealt with much. In this regard, the judgment 
of the tax court in XYZ CC v The Commissioner for the South African Revenue Service, 
handed down on 20 November 2017, sets out some helpful principles.

FACTS

• XYZ CC (the Taxpayer), who is in the business of supplying 
“agricultural” inputs such as lime and gypsum to farmers, 
disputed being taxed on an additional amount of R2 million 
by SARS in respect of the 2013 year of assessment.

• The Taxpayer initially claimed that the amount of R2 million 
constituted social development expenditure incurred in 
respect of Entity E, an entity that also operates in the 
agricultural sector, and therefore constituted a permissible 
deduction in terms of section 11(a) of the Income Tax Act, 
1962 (the Act).

• SARS disallowed the deduction and imposed a 100% 
understatement penalty. The Taxpayer objected against 
these decisions and then appealed when its objection was 
disallowed.

• While giving evidence before the tax court, however, the 
Taxpayer’s accountant testified that the R2 million was not 
part of the Taxpayer’s gross income, based on a credit note 
the Taxpayer issued to Entity E, which allegedly reflected 
an agreed price reduction. Therefore, it was unnecessary to 
prove that the requirements of section 11(a) had been met.

• Mr B, the sole member of the Taxpayer, gave evidence that 
he wanted to make a donation to the V Trust. The V Trust 
served a community in KwaZulu-Natal of which Mr A, who 
worked for Entity E, was the leader.

• When Mr B found out that he could not make a deductible 
donation to the V Trust in terms of section 18A of the Act, 
he suggested an alternative arrangement. In terms of the 
arrangement, the Taxpayer would credit Entity E’s account 
with R2 million. Entity E would then pass this gift to the 
community and the community would be told through the 
V Trust that the Taxpayer had made this donation.

• Mr B indicated that he wanted to get “some BEE points” 
out of this arrangement for the 2013 year of assessment. In 
order to prove that the money went to the community, Mr 
A’s accountant wrote a letter addressed to the Taxpayer in 
which the V Trust thanked the Taxpayer for the donation.

FINDINGS REGARDING THE DEDUCTION CLAIMED

With reference to the evidence led, the tax court held that although 
social development expenditure may be claimed as a deduction, 

the Taxpayer could not prove that the R2 million was deductible in 
terms of section 11(a) under the circumstances. Furthermore, it also 
held that the Taxpayer could not prove that the sum of R2 million did 
not form part of its gross income, as suggested by the Taxpayer’s 
accountant.

UNDERSTATEMENT PENALTIES

After finding that the amount of R2 million formed part of the 
Taxpayer’s taxable income for the 2013 year of assessment, the tax 
court had to consider whether SARS correctly imposed a 100% 
understatement penalty. In terms of section 223(1) of the TAA, 
containing the understatement penalty percentage table, where one 
is dealing with a so-called “standard case”, a 100% understatement 
penalty will be imposed where it is alleged that the Taxpayer’s 
conduct constituted “gross negligence”.

The tax court made reference to the fact that in terms of the table 
in section 223(1), a 50% understatement penalty applies when 
there are “reasonable grounds for the ‘tax position’ taken” and that 
a 25% understatement penalty applies when reasonable care was 
not taken in completing the return. The tax court held that in terms 
of section 223(1), the circumstances in which the 25% and 100% 
penalties are to be applied are therefore defined in terms of fault. 
However, the circumstances which give rise to a penalty of 50% are 
not defined in terms of fault, but rather with respect to the existence 
of a certain state of affairs, namely the absence of reasonable 
grounds for the tax position taken by the taxpayer.

In terms of section 129(3) of the TAA, where an appeal is brought 
against an understatement penalty, the “tax court must decide the 
matter on the basis that the burden of proof is upon SARS and 
may reduce, confirm or increase the understatement penalty”. With 
reference to case law on this issue, the tax court found that in cases 
involving the exercise of a discretion by SARS, a tax court must 
exercise its own, original discretion. Thus here, the tax court itself 
had to consider whether or not the present case involved gross 
negligence on the part of the Taxpayer.

The tax court referred to the judgment in MV Stella Tingas: Transnet 
Limited t/a Portnet v Owners of the MV Stella Tingas and Another, 
2003, where it was held that in order for there to be gross negligence, 
there must be a departure from the standard of the reasonable 
person to such an extent that it is extreme. It also referred to Lewis 
Group v Woollam, 2017, where it was held that so called “ordinary” 
negligence, poor business decision-making or misguided reliance 
by a company’s director on incorrect professional advice, will not 
constitute gross negligence.

TAX ADMINISTRATION
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Based on the evidence given by Mr B, who was the sole member 
and therefore the directing mind of the Taxpayer, and the evidence 
given by the Taxpayer’s accountant, which were contradictory, the tax 
court held that both the objection and the appeal procedures were 
followed on advice given by the Taxpayer’s accountant, which Mr B 
did not fully understand. Where there were contradictions between 
the evidence of these parties, Mr B’s evidence was preferable. SARS 
tried to argue that the Taxpayer could not argue that it was the victim 
of poor advice from its accountants, but the tax court rejected this 
argument as the evidence showed that the “tax position” adopted 
by the Taxpayer was the result of advice given by the Taxpayer’s 
accountant. In other words, this constituted a case of misguided 
reliance by a member of a close corporation on incorrect professional 
advice, which could not constitute gross negligence. As such, the tax 
court held that the understatement penalty must be reduced to 50% 
as there was an absence of reasonable grounds for the Taxpayer’s tax 
position.

COMMENT

The judgment is helpful in that it explains how the types of conduct 
described in section 223(1) of the TAA should be interpreted. Most 
importantly, this judgment shows that SARS will only be entitled to 
impose a 100% understatement penalty for gross negligence, where 
it is clear that a taxpayer’s conduct constituted either an extreme 
departure from the standard of conduct of the reasonable person 
or where the taxpayer’s conduct constituted more than misguided 
reliance on incorrect tax advice. If SARS cannot prove this, a lower 
penalty must be imposed, which must be determined with reference 
to the facts of the matter.

Taxpayers should also take note that SARS has released a Draft 
Guide to Understatement Penalties, which could give an indication of 
its interpretation of the understatement penalty provisions.. ■

“After finding that the amount of 
R2 million formed part of the Taxpayer’s 
taxable income for the 2013 year of 
assessment, the tax court had to 
consider whether SARS correctly 
imposed a 100% understatement 
penalty.”

Cliffe Dekker Hofmeyr

Act sections: 
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Tax Administration Act 28 of 2011: sections 129(3), 
223(1); Chapter 16.
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XYZ CC v The Commissioner for the South African 
Revenue Service (Case No. 14055) (as yet unreport-
ed).

Tags: Understatement penalties.
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UNDERSTATEMENT 
PENALTIES – 
CAUTIONARY NOTE
In the recent matter of Mr A & XYZ CC v The Commissioner for the South African 
Revenue Service (Case Nos IT13725 & VAT1426, IT13727 & VAT1096), which involved 
four combined cases, SARS issued assessments to Mr A and XYZ CC (the Taxpayers) 
relating to income tax for the 2007–2012 years of assessment and value-added tax (VAT) 
for the 2006–2013 periods.

Originally, SARS imposed an understatement penalty of 150% on 
the basis that the Taxpayers’ behaviour amounted to “intentional tax 
evasion”, but did not constitute a “repeat case” (in terms of which 
a penalty of 200% would be imposed). Pursuant to the Taxpayers’ 
appeal and the referral of the income tax dispute for alternative 
dispute resolution, SARS reclassified the Taxpayers’ behaviour as 
“gross negligence” and deemed the failure to submit returns in 
those years of assessment occurring after 2007 for income tax to be 
repeat cases. As such, penalties of 100% were imposed for the 2007 
year of assessment and 125% in the case of all subsequent years 
(the repeat cases). With respect to the VAT aspects of the dispute, a 
separate objection and appeal process was followed and in SARS’ 
statement of grounds of assessment, it had still argued that penalties 
of 150% should be imposed in respect of VAT from the 2006 year 
of assessment, for intentional tax evasion. The Taxpayers appealed 
against the understatement penalties imposed in respect of VAT and 
income tax and argued that the worst categorisation of their conduct 
or behaviour is that they failed to take reasonable care, which in 
terms of section 223 of the Tax Administration Act, 2011 (the TAA) 
results in a penalty of 25%.

JUDGMENT

Ultimately, SARS abandoned its contention that the matter involved 
repeat cases and accepted that the penalties in each case should 
be 100%. The court concurred with SARS’ decision to abandon its 
“repeat case” contention and reasoned that an attempt to secure 
higher penalties in this manner contravened tax court Rule 31(3). 
This rule provides that “SARS may not include in the statement [of 
grounds of assessment] a ground that constitutes a novation of the 
whole of the factual or legal basis of the disputed assessment or 
which requires the issue of a revised assessment”.

The Taxpayers argued that they were unable to submit their tax 
returns due to their administrative capacity not being up to standard. 
However, no witnesses were called and no evidence was presented 
to prove that the Taxpayers lacked the administrative capacity to 
submit the relevant returns. In this regard, the tax court considered 
section 102(2) of the TAA, which states that the burden of proving the 
facts on which SARS has based an understatement penalty rests on 
SARS. Despite this provision, the court held that there are some facts 
(for example, the administrative capacity of a taxpayer) that fall purely 
within the knowledge of the taxpayer. Furthermore, it held that SARS 
had, to the satisfaction of the court, established a prima facie case 

TAX ADMINISTRATION

from which the only inference to be drawn was that the tax returns 
were intentionally withheld. The lack of evidence presented by the 
Taxpayers contributed to the validity of the argument put forward by 
SARS, leading the court to conclude that SARS had discharged the 
burden of proof.

The court went on to say that it in no way accepts that a lack of 
administrative capacity warrants a failure on the part of taxpayers to 
submit their tax returns.

When SARS classifies a taxpayer’s behaviour in terms of the 
understatement penalty table in section 223, the court has a duty to 
determine whether a taxpayer’s conduct was properly classified. In 
this case, the Taxpayers’ behaviour was classified by SARS as grossly 
negligent. The court referred to the judgment in MV Stella Tingas: 
Transnet Limited t/a Portnet v Owners of the MV Stella Tingas and 
Another, 2003, where it was held that in order for there to be gross 
negligence, the conduct in question “must involve a departure from 
the standard of the reasonable person to such an extent that it may 
be properly categorised as extreme; it must demonstrate, where 
there is found to be risk-taking, a complete obtuseness of mind, or 
where there is no conscious risk-taking, a total failure to take care”.

A further consideration in this classification was the successful 
application by Mr A for tax amnesty in 2006. SARS contended that 
the amnesty previously granted to Mr A prohibited the Taxpayers 
from claiming an “imperfect understanding of their obligations with 
regard to the rendition of returns”, and the court concurred. Based 
on this, the court concluded that the Taxpayers’ behaviour was 
characterised by a “complete obtuseness of mind” and had therefore 
been properly classified by SARS as grossly negligent.

In arguing that no understatement penalties should be imposed, 
the Taxpayers relied heavily on their interpretation of the phrase 
“default in rendering a return” as found in the definition of the term 
“understatement” in section 221 of the TAA. An “understatement” 
means any prejudice to SARS or the fiscus as a result of, among 
other things, a default in rendering a return. The Taxpayers contended 
that the failure to render a return does not equate to a default in 
rendering a return and, as such, there had been no understatement 
to warrant a penalty.

The court examined the language of, and the intention behind, the 
definition of understatement and unequivocally stated that there is 
no merit behind the argument put forward by the Taxpayers. The 
court held that to default in rendering a return is to omit something, 



26  TAX CHRONICLES MONTHLY ISSUE 1 2018

make a false statement or fail to submit the return in its entirety. The 
court further relied on section 95, which empowers SARS to issue 
assessments based on estimates when (among others) a taxpayer 
“fails to submit a return as required”.

The Taxpayers further relied on the anomalies in the wording of 
the TAA, specifically the phrase “default in rendering a return” in 
the definition of “understatement” and the word “accepted” in 
section 222(3)(a). The court conceded that there are anomalies in 
the wording of the TAA but applied the approach to interpretation 
adopted in Panamo Properties (Pty) Limited and Another v Nel 
and Others NNO, 2015. In that case, it was held that a court must 
consider whether there is a sensible interpretation to the provision 
that would avoid the application of such anomaly. There are two 
principles that must be followed in this regard:

1. The court must endeavour to give meaning to every word 
and every section in the statute and not lightly construe any 
provision as having no practical effect.

1. If the provisions of the statute that appear to conflict with one 
another are capable of being reconciled, then they should be 
reconciled.

The court held that the conclusion drawn by the Taxpayers that a 
penalty can only be imposed when there is an understatement in a 
return, and not when there is no return at all, suggests that the term 
“default in rendering a return” is without purpose. This is contrary to 
the principles set out in Panamo Properties. The court considered the 
entirety of Chapter 16 of the TAA and concluded that the phrase “in a 
return” should be read as “in or in connection with a return,” thereby 
eliminating the anomaly.

Regarding the word “accepted”, the Taxpayers averred that the 
failure to submit a return is the only type of understatement not 
accepted by SARS. This implies that SARS will accept other forms of 
understatements, which is not the case. The court held that the word 
“accepted” in section 222(3)(a) means that:

“[SARS] ‘accepts’ as correct the apparent 
position, whether that involves a mis-stated 
return or the absence of one altogether. Once the 
understatement is discovered and acted upon, 
the resultant tax position must be compared to 
the one which would have [been] obtained if the 
understatement had not been acted upon.”

Regarding the meaning of “prejudice to SARS or the fiscus” as 
found in the definition of “understatement”, the Taxpayers firstly 
contended that the imposition of penalties and the levying of interest 
extinguishes any prejudice caused by the failure to submit a return. 
Secondly, the Taxpayers argued that SARS had failed to prove that 
any prejudice had occurred as a result of the Taxpayers’ failure to 
submit their returns.

The court rejected the first argument as it found it had no merit. A 
penalty is a punishment, the quantum of which is to be determined 
by the nature of the wrongful conduct of a taxpayer. The extent of 
the penalty depends not on the prejudice suffered by SARS or the 
fiscus, but on the level of blameworthiness of a taxpayer’s conduct. 
Therefore, any compensation, even if sufficient to eradicate any 
prejudice, does not render the wrongful conduct of the Taxpayers 
lawful. Regarding the second argument, the court found that the 
failure to submit a tax return and the consequent failure to pay the 
tax due implicitly prejudices SARS and the fiscus. There is prejudice 
because the failure to pay taxes when they are due prevents the 
state from having access to money that is necessary to fund state 
expenditure. Even in those circumstances where SARS has in its 
possession funds to be refunded to a taxpayer, there will still be 
prejudice because SARS is not entitled to the use of such funds. The 

court went on to say that SARS is prejudiced by the mere application 
of its resources to audit the affairs of taxpayers and pursue the 
collection of taxes due to it.

The court ordered that for each year of assessment and each VAT 
period, an understatement penalty of 100% would be imposed, 
as opposed to the higher penalties that SARS sought to impose 
originally. This did not apply to the 2012 income tax year of 
assessment, in respect of which no understatement penalty would be 
imposed as the return was not due when the audit was initiated and 
the late submission of this return, arose as a result of the expanded 
scope of the audit.

COMMENT

Although it appears that the overall outcome of the case was 
negative for the Taxpayers, one should keep in mind that at least 
the initial penalties of 150% were reduced to 100%, although the 
Taxpayers’ argument that, at worst, 25% penalties be imposed was 
rejected. The understatement penalty for the 2012 income tax year 
of assessment was also entirely set aside. Furthermore, it could be 
argued that the threshold for gross negligence is very high pursuant 
to this judgment, as it was the failure to submit returns where the 
Taxpayers knew that they should have submitted returns, pursuant 
to the successful tax amnesty application, that led the court to its 
conclusion. In other words, one could argue that the mere failure to 
submit a return does not in and of itself constitute gross negligence 
in terms of section 223 of the TAA. In addition, the Taxpayers did not 
lead any oral evidence while SARS did lead evidence, which is quite 
unusual. This is certainly a factor that would have counted against 
the Taxpayers in this matter.

From a jurisprudential perspective, this case provides helpful 
guidance regarding the correct interpretation of tax legislation and, 
in particular, the interpretation of the understatement penalties 
provisions of the TAA, which are relatively new and have not yet been 
considered by our courts on many occasions.

From a practical perspective, the case also serves as a caution to 
taxpayers who recently declared their foreign income in terms of 
the normal voluntary disclosure programme or special voluntary 
disclosure programme and received tax relief pursuant to such 
applications. Where such relief or amnesty has been granted, a 
taxpayer who fails to declare their foreign income correctly in their 
future income tax returns will likely be unable to claim ignorance 
of their tax disclosure obligations. This case suggests that in these 
circumstances (where a taxpayer ought to be aware of all such 
duties and obligations and fails to comply therewith), it is likely that a 
penalty of at least 100% will be imposed. ■

Cliffe Dekker Hofmeyr
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TAX INCENTIVES

DECLARATORY ORDERS
A declaratory order is a flexible remedy which can assist in clarifying issues of law 
expeditiously. It is by no means a new and faster means of obtaining certainty in 
disputes with SARS. The application for a declaratory order will only apply where 
the issue at hand is purely a question of law or is interlocutory in nature. A taxpayer 
may appeal to the tax court after having exhausted all internal remedies provided in 
Chapter 9 of the Tax Administration Act, 2011 (the TAA).

Despite the fact that the tax court (as a court of first instance) 
generally has exclusive jurisdiction over tax cases (see section 105 
of the TAA), the decision of the Commissioner is subject to judicial 
intervention in circumstances where the dispute concerns a question 
of law only.

In terms of section 118(3) of the TAA, where an appeal to the tax 
court involves an interpretation of the law only, the president of the 
tax court sitting alone (without a representative of the commercial 
community or an accountant) must decide the appeal. However, the 
tax court does not have the power to hear applications which are not 
specifically listed under tax court Rule 52.

Section 21(1)(c) of the Superior Courts Act, 2013 states that a division 
of the High Court has the power:

“in its discretion, and at the instance of any 
interested person, to enquire into and determine 
any existing, future or contingent right or 
obligation, notwithstanding that such person 
cannot claim any relief consequential upon the 
determination.”

As a result, a party seeking declaratory relief will be required to make 
an application to the High Court in terms of section 118(3) of the TAA, 
read with tax court Rule 42(1) and Rule 33(6) of the Uniform Rules 
of Court. Where a rule of the tax court does not provide suitable 
procedure, tax court Rule 42(1) permits a taxpayer to use the most 
appropriate rule under the Rules for the High Court.

In Friedman and Others NNO v Commissioner for the Inland 
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Revenue: In Re Phillip Frame Will Trust v Commissioner for the Inland 
Revenue, 1992, the High Court was asked to resolve a legal question. 
A preliminary point was whether the Appellate Division (the current-
day equivalent is the Supreme Court of Appeal) had the power to 
hear the matter. In this regard, McCreath J concluded as follows:

“I am in agreement … that where the dispute 
involved no question of fact and is simply one of 
law the Commissioner and the Special Court are 
not the only competent authorities to decide the 
issue – at any rate when a declaratory order such 
as that in the present case is being sought.”

More recently, in United Manganese of Kalahari (Proprietary) Limited 
v Commissioner for the South African Revenue Service, 2017 (the 
UMK case), the jurisdictional principle that the High Court has the 
power to decide tax matters where the relief sought is for declaratory 
orders involving questions of law only, or that are interlocutory in 
nature, was affirmed. The application for the declaratory order will be 
conducted as a motion proceeding. Therefore, unlike a trial, no oral 
evidence (witnesses) is heard by the court and the only documents 
referred to are those attached to or provided with the application.

In the UMK case, UMK approached the courts to obtain clarity on the 
treatment and deductibility of transport insurance and handling costs 
(TIH costs) that mining companies incur when transporting minerals 
to customers. According to SARS, these costs form part of the gross 
sales amount unless the mining company can show that these costs 
were specifically recovered.

The main issue in dispute was the interpretation of the Mineral and 
Petroleum Resources Royalty Act, 2008 (the Royalty Act), which in 
essence was purely a legal question.

The court reaffirmed at paragraph 18 that it had jurisdiction to hear 
tax cases that turned solely on legal issues. This applied to the UMK 
case because the crisp question before the court was the proper 
construction of a section of the Royalty Act, in particular whether the 
taxpayer was entitled to calculate its gross income by deducting the 
TIH costs.

However, UMK also sought a declaratory order that entitled it to 
deduct specific amounts reflected in an annexure to its court papers. 
The court declined to give this order, ruling at paragraph 22 that:

“This dispute is not simply one of law that 
involves no question of fact … It is relief that is 
directed specifically at UMK’s royalty liability for 
the 2010 and 2011 years of assessment.”

In respect of the declaratory order sought by UMK concerning the 
specific deductions that it claimed, the High Court could therefore 
not come to UMK’s assistance. To do so would have required the 
court to: 

“enquire into the facts and make factual findings 
inter alia on the correctness of the amounts [in 
the schedule] and that they are appropriately 
deducted …. The determination of this claim calls 
for judicial deference and not for this court to 
usurp the function of SARS.” (paragraph 26)

The UMK case thus illustrates both of the trite principles in relation to 
the High Court’s jurisdiction to issue declaratory orders in tax cases:

• If the issue is a purely legal one, such as the proper 
interpretation of a particular statute only, then the High 
Court can be requested to issue a declaratory order; but

• if the issue is a factual one, or a mixed question of law and 
fact, the High Court will have to defer to the tax court and 
permit the tax court to decide upon the facts and interpret 
the law as applied to the facts.

In seeking a declaratory order, the main points to consider are that:

• the granting of the declaratory order is a discretionary 
decision exercised by the court in relation to the particular 
circumstances of the case; and

• a court will not enquire into and make findings of fact in 
order to answer a question of law.

Taxpayers are therefore cautioned to properly consider whether they 
meet the jurisdictional test before launching an application for a 
declaratory order. ■

“The application for a declaratory 
order will only apply where the issue 
at hand is purely a question of law or 
is interlocutory in nature.”

Webber Wentzel
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Editorial comment: readers are advised always to request rea-
sons for assessments prior to filing any objections.
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TAX INCENTIVES

THE RIGHT TO 
JUST ADMINISTRATIVE 
ACTION
In recent times, taxpayers have often been unsuccessful in their disputes with SARS, 
especially where the dispute involved the interpretation or application of the substantive 
provisions of tax legislation. However, where disputes have involved compliance with 
the procedural requirements of tax legislation, taxpayers have generally had greater 
success. The judgment in Mr A v The Commissioner for the South African Revenue 
Service falls into the second category and is the subject of this article.

FACTS

The taxpayer, Mr A, had been the chief executive officer of a company 
for just over 16 years when his employment with the company ended 
in 2012. When the taxpayer’s services came to an end, the company 
paid him R7 066 530 as an amount equal to a severance package 
calculated in accordance with the company’s retrenchment policies. 
He declared the amount and described it as a “lump sum payment 
for separation package” in his 2012 income tax return. SARS did not 
accept that the lump sum payment was taxable as a retrenchment 
benefit and taxed it as “other” income instead. The taxpayer also 
traded as a cattle farmer and in his 2012 income tax return, he 
claimed farming expenses of R1 781 604 as a deduction, which SARS 
disallowed.

SARS issued two additional assessments pursuant to its decisions 
and the taxpayer subsequently objected and appealed against these 
assessments. The parties agreed that only the following two issues 
would be argued before the tax court:

• as a point in limine (preliminary point), whether the audit 
conducted prior to the additional assessment was valid, 
and whether the subsequent additional assessment was 
valid; and

• whether the lump sum payment received by the taxpayer 
at the termination of his employment was a “severance 
benefit” as defined in the Income Tax Act, 1962.
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The parties agreed that the issue pertaining to the deduction of 
farming expenses would stand over for argument at a later stage. In 
this article, we will focus only on the first issue argued before court, 
regarding the validity of the audit.

LEGAL FRAMEWORK

In terms of section 40 of the Tax Administration Act, 2011 (the TAA), 
SARS may select a person for inspection, verification or audit on the 
basis of any consideration relevant for the proper administration of a 
tax Act, including on a random or a risk assessment basis.

Section 42(1) of the TAA states that a SARS official involved in or 
responsible for an audit under Part A of Chapter 5 must, in the form 
and in the manner as may be prescribed by the Commissioner by 
public notice, provide the taxpayer with a report indicating the stage 
of completion of the audit.

In terms of section 42(2), once the audit or criminal investigation 
has been concluded and was inconclusive, SARS must inform the 
taxpayer of this within 21 business days. Alternatively, if the audit 
identified potential adjustments of a material nature, SARS must 
within 21 business days, or longer depending on the complexities 
of the audit, provide the taxpayer with a document containing 
the outcome of the audit, including the grounds for the proposed 
assessment or decision referred to in section 104(2).

Section 42(3) states that once the taxpayer has received a document 
indicating the outcome of the audit and the grounds for the proposed 
assessment, they must respond within 21 business days of delivery 
of the document. The period of 21 business days may be extended 
upon request by the taxpayer, and SARS may allow this based on the 
complexities of the audit.

JUDGMENT

The taxpayer contended that in its Rule 31 Statement of Grounds of 
Assessment, SARS referred to a personal audit conducted in respect 
of the taxpayer and that this was the first time that he (the taxpayer) 
had heard of such an audit. The tax court held that SARS was not 
permitted to rely on a procedurally flawed audit conducted without 
the taxpayer’s knowledge as a new ground of assessment in its Rule 
31 statement, as it would violate the principle of legality.

The tax court explained that an additional assessment constitutes 
administrative action as contemplated in section 33 of the 
Constitution of the Republic of South Africa, 1996 (the Constitution), 
which protects the right to administrative action that is lawful, 
reasonable and fair. The section also provides that everyone whose 
rights have been adversely affected by administrative action has the 
right to be given written reasons, meaning that an assessment that is 
procedurally flawed due to a lack of reasons or failure to give reasons, 
is inconsistent with the principle of legality.

In the tax court’s view, sections 40 and 42 of the TAA give effect to 
the provisions of section 33 of the Constitution. The breach of the 
legality principle was compounded by SARS’ failure to comply with 
section 42(1), as it did not keep the taxpayer informed of the status of 
the audit, made no written conclusions or findings at the end of the 

audit, did not discover any audit file for 2012 and failed to conduct 
a financial inspection prior to issuing an additional assessment. 
SARS also flouted section 42(2)(b) in that it deprived the taxpayer 
of the opportunity to respond to any of the issues raised by SARS, 
particularly the question of the circumstances surrounding the 
taxpayer’s resignation and the nature of the lump sum paid to him.

Interestingly, the tax court also held that if the taxpayer was afforded 
an opportunity to explain his position regarding the nature of the 
lump sum payment, he could have informed SARS that his services 
came to an end during a retrenchment process as contemplated 
in the definition of “severance benefit” in section 1 of the Income 
Tax Act. The tax court stated that if SARS had conducted the audit 
with due regard to sections 40, 41 and 42 of the TAA, the outcome 
of the audit may have been very different. The same considerations 
apply to the farming expenses that were claimed as a deduction and 
disallowed.

The tax court concluded that as SARS’ non-compliance with 
sections 40 and 42 contravenes the Constitution and the principle of 
legality, SARS’ decision to issue an additional assessment without 
notice must be set aside and the assessment is invalid (presumably 
the tax court meant that both assessments should be set aside). The 
taxpayer’s appeal was therefore upheld and SARS was ordered to 
pay the taxpayer’s costs of the appeal.

COMMENT

The judgment sets out important principles regarding the relationship 
between SARS’ compliance with the audit provisions of the TAA and 
the effect of an invalid audit on any subsequent assessment issued. 
This case reiterates the rights of taxpayers in tax dispute resolution 
proceedings and is confirmation that a taxpayer can insist on SARS’ 
compliance with the audit provisions of the TAA. Where SARS issues 
an assessment without complying with the provisions in sections 40 
and 42 of the TAA, such an assessment can be set aside. ■

“This case reiterates the rights of 
taxpayers in tax dispute resolution 
proceedings and is confirmation that a 
taxpayer can insist on SARS’ compliance 
with the audit provisions of the TAA

Cliffe Dekker Hofmeyr

Act sections:  
Constitution of the Republic of South Africa, 1996: 
section 33; 
Income Tax Act 58 of 1962: section 1 (“severance 
benefit”);  
Tax Administration Act 28 of 2011: sections 40, 41, 42, 
104(2); Part A of Chapter 5;  
Rule 31 of the tax court as referred to in section 103 
of the Tax Administration Act.

Cases: Mr A v The Commissioner for the South African Reve-
nue Service (Case No. IT13726) (as yet unreported).

Tags: Administrative action.
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TRANSFER PRICING

COUNTRY-BY-COUNTRY 
REPORTING
SARS issued a public notice on 20 October 2017 which stipulates the requirements 
and timeframes for country-by-country (CbC) reporting transfer pricing 
documentation (master file and local file).

The requirement for CbC reporting which applies for financial 
years commencing on or after 1 January 2016 is a consolidated 
multinational entities (MNE) group turnove r of at least 
R10 billion in the fiscal year prior to the year in which the CbC report 
must be submitted. Where an entity is liable for CbC reporting, it is 
also required to submit its master and local files for the purposes of 
transfer pricing.

A crucial item that may easily be overlooked is that where the CbC 
report of an MNE is not filed in South Africa, the South African 
resident entity of that MNE needs to inform SARS of the identity of 
the Ultimate Parent Entity filing the CbC report within 12 months after 
the last day of the Reporting Fiscal Year of the MNE. That means 
where the Ultimate Parent Entity of the group has a 31 December 
year end, the notification will be due by 31 December of the following 
year.

It must be noted that these requirements not only impact South 
African resident parent companies, but also foreign-held South 
African resident companies which may be required to submit CbC 
reports in South Africa.

In terms of the CbC reporting regulations, the report is due no 

later than 12 months after the last day of the Reporting Fiscal Year 
of the MNE group. The first CbC report will therefore be due on 
31 December 2017 for entities with a financial year commencing on 
1 January 2016.

Where an entity is below the R10 billion threshold but transacts 
cross-border with connected persons and such transactions exceed 
or are reasonably expected to exceed R100 million, that company is 
required to submit its master and local files. This applies for financial 
years commencing on or after 1 October 2016.

The term “group” for the purposes of CbC reporting is any collection 
of entities related through ownership or control such that it is 
required to prepare consolidated financial statements for financial 
reporting purposes or would be required if the equity interest of any 
of the entities were traded on a public securities exchange.

The CbC report will contain extensive information in respect of 
transactions between the group entities and is detailed on a country-
by-country basis, which includes:

• revenue

• profit/loss before income tax
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• income tax paid or accrued

• stated capital and accumulated earnings

• number of employees

• tangible assets, other than cash or cash equivalents.

• Transfer pricing policy documentation as required by SARS 
includes:

• a description of the entity’s ownership structure

• detailed particulars (name, address, legal form and 
tax jurisdiction) of each connected person with which 
potentially affected transactions have been entered into

• a summary of the entity’s business operation including 
the nature of its business, specific business and external 
market conditions, business strategy

• details of senior management including organogram of title 
and location of persons

• major economic and legal issues affecting the profitability 
of the entity and/or industry

• a description of any business restructuring or transfer of 
intangibles

• the entity’s market share within the industry and analysis of 
market competitor information

• key value drivers

• industry policy, incentives or restrictions

• the role of the entity and the connected person/s in the 
group’s supply chain.

Where a specific transaction exceeds R5 million, detailed records of 
such transaction must be maintained, which includes:

• the nature and terms of the transaction

• copies of the relevant contracts or agreements

• relevant Reserve Bank applications or approvals

• functional analysis

• operational flows such as information, product and cash 
flow

• comparable analysis

• comprehensive details of financial assistance.

The submission of the CbC report, master file and local file will 
be done via the entity’s SARS eFiling profile. The CbC report is 
unfortunately not yet available, but SARS has indicated that these will 
be made available in the near future. The master and local files will 
need to be uploaded as PDF files.

The timeframes and documentation submission requirements are 
summarised in the diagram below. ■

CBCR IN SA

turnover > R10bn

   YoA from

1 January 2016

 Sbmit MF 

and LF 

(regardless of PAT)

 
Submit MF and LF  
within 12 months 

from YE

 
MF and LF  

not required to be 
submitted

  PAT*

>ZAR 100M

YoA from

1 October 2016

YES

NO YES

NO

PKF

Tags: Country-by-country reporting, Transfer pricing.
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