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How much tax do our big
South African companies

really pay?

One of the consequences of the many corporate scandals across the
world in recent times is a widespread cynicism about the ethics of the

business world.

In particular, there is suspicion that large
national and international corporations
are adept at avoiding a large proportion
of the tax that they ought to be paying.

Consider, for example, this excerpt from
a European newspaper —

“Despite significant profits, Daimler
Chrysler made no cash payments for
corporate tax nor trade tax in Germany.
The porter paid more taxes than the
company did.” Stiddeutsche Zeitung,
22 January 2004

A recent press report in the UK said
that -

“Britain’s 50 biggest quoted companies
have avoided paying corporate tax worth
£20bn over the past five years”.

Some commentators have even equated
tax avoidance to terrorism and organised
crime. Thus —

“John Healey, economic secretary to the
Treasury said, “Tax avoidance and the
industry that drives it are increasingly an
international phenomenon and it is vital
that we have effective international
co-operation to tackle it, as we do for
tackling terrorism, organised crime,
money laundering and fraud”.
Accountancy Age, 3 June 2004

These and similar charges are easily
made, often without any discernible
supporting evidence. Such accusations
are highly damaging to public confidence
in the corporate sector, and are often
made in terms so general that they are
difficult to refute.

The PwC Total Tax
Contribution Research
Project

The verifiable facts thus far, vis-a-vis
South Africa’s large corporations, have
been in short supply. There are no hard
figures and statistics in the public
domain as to how much tax the large
companies pay.

That dearth of information will shortly be
remedied.

PricewaterhouseCoopers (South Africa)
will, within weeks, launch in this country
its internationally renowned Total Tax
Contribution study project, modelled on
research done in overseas countries and
designed to establish — by means of a



Methodology

The methodology of the Total
Tax Contribution research is that
companies who wish to
participate are provided with a
data collection tool, which is an
electronic questionnaire in the
form of a refined and
user-friendly Excel spreadsheet,
which guides them in locating
and extracting tax data from their
financial records, which is then
keyed into the spreadsheet. The
core information is the amount of
all the various business taxes
that the company has paid for
the past two years.

The data collected in this way is
returned electronically to
PricewaterhouseCoopers, who
analyse and categorise the
information via a data analysis
tool developed by
PricewaterhouseCoopers in
London. This program produces
charts, graphs and diagrams,
which reveal how much tax the
companies have paid, and how
much tax (such as VAT and
employees tax) they have
collected and remitted to the tax
authorities. Information on tax
compliance costs is also collated
and analysed .

The results are published in
aggregated and anonymised
form.

wide-ranging and professionally-designed
survey — how much tax the largest South
African companies do in fact pay.

The methodology of this project mirrors
that adopted in similar PwC studies
already completed or currently under
way in the United Kingdom, Australia,
Canada, France, Germany and the
Netherlands.

The results of the surveys will enable
participating companies not only to
benchmark themselves against their
peers in their home country, but also
internationally.

How many different business
taxes are there?

How many different taxes does a
business pay? In the UK, even tax
experts were surprised to learn from the
published results of the PwC survey that
there are 22 business taxes.

The PwC survey in Australia brought to
light that businesses in that country pay
56 different taxes!

The PwC Total Tax Contribution surveys
done to date all highlight the fact that, in
scrutinising the contributions which
businesses make to the national
economy by way of tax, it is essential to
look further than just corporate income
tax and to take cognisance of all the
taxes that businesses pay. Often there is
a plethora of small taxes which, in
aggregate, impose a substantial financial
and compliance burden.

It is also necessary to take account not
only of the taxes paid by a business, but
also of the taxes (such as VAT and
employees tax) which — at its own cost —
a business collects and hands over to the

fiscus. The PwC Total Tax
Contribution survey is designed to
elicit information about taxes in both
these categories.

The PwC survey of The Hundred
Group in the UK (which approximates
to the companies in the FTSE 100)
revealed that for every £1 of corporate
income tax paid, Hundred Group
members incurred another £1 in other
business taxes borne and collected
£3.70 in taxes to remit to the fiscus.

On average, Hundred Group
members paid an amount equivalent
to 18.3% of their turnover in taxes
borne and taxes collected — a clear
refutation of any implication that they
have been engaging in aggressive
tax avoidance.

The PwC survey does not look
only at corporate income tax

Corporate income tax always seems
to occupy centre stage in debates
about the tax burden on companies
but, as is indicated above, this gives
an incomplete picture and a skewed
impression of the true tax burden.

PwC studies have revealed that
corporate income tax is less than
10% of Government receipts in the
UK and less than 2% in Germany.

Publication of the survey in
South Africa

The survey by PwC (South Africa)
into the total tax contribution of
South Africa’s largest companies will
be conducted over the second half of
2007, and the results will be
published before the 2008 Budget
Review.



“Personal service company” definition ensnares
some genuine independent contractors

Many salaried taxpayers long to
escape the fiscal straitjacket of their
employee status, where a large part
of their pay packet is siphoned into
SARS’s coffers via PAYE and SITE
without ever passing through their
pockets.

In the good old days, the
conventional escape route was to
form a close corporation. You then
resigned your job, and your cc was
contracted by your erstwhile
employer as a consultant. In extreme
cases, nothing had changed - you
sat at your same desk, doing the
same work and drinking from the
same coffee mug as before.

It was only legal alchemy that had
changed the leaden tax status of an

employee to the gold of an

independent contractor.

Those halcyon days are now a fading
memory.

Personal service companies

Those halcyon days are now a memory.
In 2000 the Income Tax Act was
amended to introduce the concept of a
“personal service company” together
with a provision that deemed all personal
service companies to fall within the
definition of “employees”. Thus, the brief
flight to freedom turned into a circular
route straight back into the prison of the
employees’ tax system.

To escape that prison, it is now
necessary to arrange your affairs — if you
can - so that your company or cc is not
a “personal service company”. But the
definition of that phrase is so wide that
this can be difficult or impossible to
achieve.

The Fourth Schedule to the Income Tax
Act defines a “personal service
company” (and “company” is defined as
including a close corporation) as
meaning —

“any company (other than a company
which is a labour broker), where any
service rendered on behalf of such
company to a client of such company is
rendered personally by any person who
is a connected person in relation to such
company, and—

a) such person would be regarded as an
employee of such client if such service
was rendered by such person directly to
such client, other than on behalf of such
company; or

b) such person or such company is
subject to the control or supervision
of such client as to the manner in
which the duties are performed or
are to be performed in rendering
such service and must be mainly
performed at the premises of the
client; or

C) [deleted]

d) where more than 80 per cent of
the income of such company during
the year of assessment, from
services rendered, consists of or is
likely to consist of amounts received
directly or indirectly from any one
client of such company, or any
associated institution as defined in
the Seventh Schedule to this Act, in
relation to such client,

except where such company
throughout the year of assessment,
employs three or more full-time
employees who are on a full-time
basis engaged in the business of
such company of rendering any
such service, other than any
employee who is a shareholder or
member of the company or is a
connected person in relation to such
person”.

Since sub-sections (a), (b) and (d)
are linked by the word “or”, they
constitute three separate hurdles all
of which the taxpayer must clear, in



order not to be a “personal service
company” and hence not to be an
employee from whose fees PAYE and
SITE must be deducted by the payer.

A taxpayer argued that the Act
can’t really mean what it says

The decision in ITC 1817 (2007) 69 SATC
95 concerned a taxpayer who admittedly
had failed to clear hurdle (d) and also did
not employ more than three full-time
employees.

In the tax court, the close corporation in
question had essentially only one arrow
in its quiver — the argument that the
legislature could not have intended a
business that was genuinely an
independent contractor to constitute a
“personal service company” and hence
to be deemed to be an employee.

Giving judgment in the tax court,
Binns-Ward AJ clearly had some
sympathy for the taxpayer, for he
conceded that -

“It seems to me that the legislation
may have cast the net wider than was
necessary to address the mischief that
it was intended to. [That is to say, to
prevent people who are really
employees from professing to be
independent contractors].”

But he went on to say that the effect
of para (d) of the definition of
“personal service company” was wide
enough to embrace a close
corporation on the sole ground that
more than 80% of its income in any
one year was derived from rendering
services to a single client — in other
words, simply because it stumbled on
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a single statutory hurdle — even though the
character of the close corporation —

“might indubitably be that of an
independent contractor as the concept is
understood at common law”.

The judge concluded by saying —

“I have some sympathy ... but it seems to
me that there is no way of avoiding the
conclusion that the Commissioner has
correctly characterised the [close
corporation] as a ‘personal service
company’ as defined by the Fourth

Schedule”.

The moral of the story is —
duck, it may quack like a duck, it may swim
like a duck, but if the Income Tax Act says
it’s a turkey, then it’s a turkey.

it may look like a
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The issue is financially significant to all sellers who offer discounts for prompt payment, and of huge
financial importance to large wholesalers whose aggregate discounts in any tax year can run into

many millions of rand.

In the October 2006 Synopsis we
discussed the decision of the tax court in
ITC 1816 (2006) 68 SATC 312, which
concerned the situation where a seller
sells goods on credit and offers a
discount to purchasers who pay

timeously.

The issue was — for income tax purposes,
what amount “accrues” to such a seller,
as at the end of the tax year, in respect of
those amounts which are unpaid but may
still qualify for the discount? Has the full
purchase price accrued, or the
discounted price?

That decision of the tax court, which went
in favour of SARS (holding that, on the
facts of this particular case, the full
purchase price had accrued) has now
been overturned on appeal by the High
Court, and is reported as Gud Holdings
(Pty) Ltd v CSARS (2007) 69 SATC 115.

The issue is financially significant to all
sellers who offer discounts for prompt
payment, and of huge financial
importance to large wholesalers whose
aggregate discounts in any tax year can
run into many millions of rand.

The facts

The taxpayer (appellant) was a
manufacturer and distributor of certain
products which it sold to various
wholesalers. The sales were on the
taxpayer’s standard terms, which
provided that —

“Should payment be made by
PURCHASER to SELLER not later than
the 25th day (or earlier full business day)
of the month following the month during
which delivery takes place, the
PURCHASER shall be entitled to deduct
a settlement discount from his payment,
in accordance with SELLER’s discount
scheme, which may be revised by
SELLER from time to time.”

In calculating its gross income as at 30th
June 2003, the taxpayer recorded the
gross selling price excluding VAT in
respect of moneys not yet received, and
deducted the potential settlement
discounts, describing the latter amounts
as “provisions”.

In effect, therefore, the taxpayer, for
purposes of calculating its gross income
as at 30 June 2003, regarded the net
amount after deduction of the discount
as its gross income for that year. The
total amount of the so-called provisions
that the appellant had excluded from its
gross income as at 30 June 2003 had
been calculated on the assumption that
the debtors would pay its account within
the stipulated period and therefore be
entitled to the settlement discount.

In respect of the financial year
ending 30th June 2003, SARS raised
an additional assessment, adding
back the settlement discount to the
taxpayer’s gross income.

The taxpayer’s objection was
disallowed and an appeal was
lodged to the Durban Tax Court.

The judgment of the tax
court

The sole issue to be determined was
whether the prompt settlement
discounts formed part of the
taxpayer’s gross income during the
financial year in question.

Counsel for the taxpayer contended
that whether there had been an
accrual depended on the correct
interpretation of the taxpayer’s
standard contract terms, and argued
that —

“Those provisions have the effect
that the right to the discounted
amount accrues but there is no
entitlement on the part of the
appellant to recover the amount of
the discount. That entitlement arises
only if the relevant date has passed
and the customer therefore is not
entitled to the discount”.

The tax court’s response to this
argument was as follows —



- "’—-l—-—u s i g
L//A(/ f‘y/mffuj"r 7

“On closer analysis, counsel contends
for a two-fold accrual. The first is the
amount of the purchase price less the
discount that accrues immediately and is
rightfully part of the gross income in that
financial year. The second element of the
purchase price, namely the amount of
the discount, can only accrue when the
purchaser does not take advantage of
the offer of a discount. Whether the
purchaser pays on due date or not is an
uncertain event and entitlement to the

additional element of the purchase price,
namely the discount, arises only then.

We consider that, while counsel’s
argument is very attractive, it cannot be
accepted.

Clause 1.1 speaks of ‘payment’.
Payment in our view means payment of
the amount invoiced ... The agreement
provides that if payment is made by a
certain date the customer is entitled to

deduct the discount. The invoice annexed

is interesting. The customer is given a
‘volume’ discount of 8%. After deduction
of that discount the purchase price of
R242,79 is reflected (excluding VAT).

The purchaser is informed that if that
price is paid by 25 July 2003 it would be
entitled to a ‘settlement’ discount.

In our view ‘settlement’ means
settlement of the price indicated on the
invoice. The statement of account as at
25th June 2003 annexed reflects the said



invoice for R276,78 (including VAT). This
statement ... shows in our opinion that
the taxpayer debited the full purchase
price. Upon timeous payment the
customer is only then given a credit. This
is a clear pointer against Mr Shaw’s
submission for it indicates an intention
on the part of the taxpayer to receive as
at date of invoice and statement the
amount of the invoiced purchase price.
The manner in which the debtors’
amount is reflected as at 30th June
2003, that is to say, the amount less the
discount because of the so-called
‘provisions’ is in our view wholly
inconsistent with the taxpayer’s existing
accounting procedures. Dealing with its
debtors as at 30th June 2003 in this way
cannot, as counsel for the Commissioner
submits, alter the situation nor indeed
can entries in books of accounts ever
transform an artificial state of affairs into
reality.

We hold therefore that the accrual
occurred as at the statement date in
respect of the full invoiced amount. The
Commissioner’s contentions are
therefore correct, the assessment is
confirmed and the appeal falls to be
dismissed”.

In short, the tax court held that the
customer only became entitled to a
discount on timeous payment and,
unless and until this occurred, the seller
had a right to the full, undiscounted
price.

On appeal, the judgment of the full
bench of the Natal Provincial Division
cited the principle laid down in Lategan v
CIR 1926 CPD 203 and affirmed by the
Appellate Division in CIR v Peoples’
Stores (Walvis Bay) (Pty) Ltd 1990 (2) SA

358 that any form of property, including
a right, “accrues” to a taxpayer
immediately the right vests in him, and
that the value of the right (in other
words, the amount that so accrues and
is included in gross income is the
amount of money which the taxpayer
could get if he chose to sell the right.

Applying this principle to the case at
hand, the court said that —

“What is aimed at by the Taxpayer and
its customer, alike, is that the customer
will purchase the goods for the net price,
after deducting the ... discount. The
prescription that this price must be paid
within the stipulated time is an incentive,
to the customer, to take advantage of a
lower price. The customer becomes
indebted for the full invoice price if his
payment is tardy. Judged from this
viewpoint, the ‘settlement discount’ ...
is not so much a ‘discount’ as it is a
penalty which will be added for late
payment. From this viewpoint, also, the
concept that an amount equivalent to
the discount ‘accrues’ to the Taxpayer
for the purpose of determining the gross
income is as illogical as saying that,
where a contract of sale provides for the
payment of interest if payment is made
after a certain date, such interest
‘accrues’ to the seller at the time of sale.

On the basis of the Lategan and
Peoples’ Stores cases, the question is
simply: ‘What was the value of the
Taxpayer’s right at midnight on 30 June
20037 Paraphrasing the words of
Watermeyer J, if, at the close of the tax
year, the Taxpayer had wanted to turn its
rights to unpaid debts into money, what
amount would it recover for them? | do
not think that there can be any debate
but that a Factor would only be prepared
to pay the Taxpayer the selling price less

In short, the tax court held
that the customer only
became entitled to a
discount on timeous
payment and, unless and
until this occurred, the seller
had a right to the full,
undiscounted price.



A trader who sells on extended credit and wishes to encourage his customers to pay promptly, can
frame his incentive in either of two ways: if you pay early, you get a rebate off the price; or if you pay
late, you must pay the price plus a penalty. These two incentives are juridically different.

10

the ‘discount’ provided for ... for this
would be all the debtor was obliged and
was likely to pay. Based on this
approach, it is, in my view, erroneous to
suggest that the full invoice price had
accrued to the Taxpayer, as part of its
gross income at the close of the tax
year”.

Interestingly, this last paragraph seems
to overlook the final proviso to the
definition of “gross income” in section 1
of the Income Tax Act, which is widely
regarded as meaning that where, at the
end of a tax year, the taxpayer’s gross
income includes a debt payable in a
future year, the face value of that debt
(and not its market value or discounted
value) is included in gross income.

Which of these two judgments
is correct?

What is immediately striking about the
High Court judgment is that, having
correctly identified the decisive principle
laid down in the Lategan decision,
namely that an amount accrues to a
taxpayer upon the vesting of a right, the
court then failed to analyse the facts in
terms of those fundamental concepts.

Thus, the court fails to put under a
spotlight the precise language of the
seller’s contractual terms and ask
whether a right vested immediately in
the seller on conclusion of the contract,
and if so, whether it was a right to the
full purchase price.



