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Using a microscope instead of
a telescope

In the past 15 years there have been two matters heard in the
Supreme Court of Appeal relating to trading stock in the context 
of mining. The importance of these decisions is now historic in
view of amendments that have now been made to the Income
Tax Act (the Act) which states that mining stockpiles are trading 
stock to the extent that they are taken into account as
inventories for accounting purposes.

The purpose of the amendment is to

ensure that the cost of mining is not

deductible until the minerals or ore

have been sold. This matching of

expenditure to revenue is a

phenomenon that has found

increasing support over the years, not 

only in financial accounting circles but 

also in tax law.

However, examination of the two

decisions gives rise to some unease

over the approach that the Courts

adopted in dealing with the issue as it 

affected mining operations.

In Richards Bay Iron & Titanium (Pty)

Ltd v CIR 58 SATC 55, one of the

companies, Tisand (Pty) Ltd (Tisand)

was engaged in mining sand dunes

on the Kwazulu-Natal north coast. It

undertook a number of processes to

separate out four main minerals found 

in the sand, three of which it sold to

third party purchasers and the fourth

of which was sold to Richards Bay

Iron & Titanium (Pty) Ltd (RBIT) which

subjected it to further processes to

produce titanium dioxide, a colouring

agent used in the paint industry, and

high quality iron.

In Commissioner for the South African 

Revenue Service v Foskor limited

[2010] ZASCA 44 (judgment given on

30 March 2010), Foskor processed

phosphate ore, which had been mined 

for its account in terms of mineral

rights which it held, in order to extract

mineral concentrates from the ore,

which were then sold to fertiliser

manufacturers.

In both cases, the untreated or

partially processed minerals were held 

in stockpiles by Tisand and Foskor

respectively. In both cases the

Commissioner asserted that the

stockpiles were trading stock and that 

the cost thereof should be included in

the income of the taxpayers in the

relevant years of assessment.

In both cases the relevant portion of

the definition of “trading stock”
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requires that the stock be “produced,

manufactured, purchased or in any

other manner acquired by a taxpayer

for purposes of manufacture, sale or

exchange by him or on his behalf.” 

Foskor argued that it had acquired the

ore for the purpose of subjecting it to

mining processes and that these were

not manufacturing processes. Tisand

apparently conceded that the

stockpiles comprised manufactured

stock and was denied access to this

same line of argument.

It is submitted that the decisions

reached in both of these cases are

open to serious question.

Mining

The Income Tax Act contains a

definition that is highly relevant to the

two matters.

“’Mining operations’ and ’mining’

includes every method or process by

which any mineral is won from the soil

or from any substance or constituent

thereof”. 

This important definition serves to

distinguish mining operations from

manufacturing operations. It is a broad

definition, encompassing “every

method or process” and the application 

thereof. The application must be

directed to winning a mineral from the

soil (e.g. excavation) or from a

substance or constituent thereof (e.g.

surface works to separate or extract

the mineral from the ore in which it is

deposited).

The definition is not without purpose. It

serves to distinguish the persons who

carry on mining operations, and

thereby to identify persons who may

claim the benefits applicable to mining

operations provided in section 15 of

the Act.

Manufacture

By comparison, “manufacture” is not

defined in the Act. Therefore what has

developed is a body of interpretation

that establishes what manufacture

means. More particularly, the

interpretation has focused on the term

“process of manufacture”. This is

relevant to the claiming of deductions

for plant and machinery on an

accelerated basis. 

It is noteworthy that plant and

machinery used for the purposes of

trade will qualify for the allowance only

if the trade is “other than mining or

farming”. Therefore, none of the

matters that have ever come before the 

Courts in this context, namely to

establish whether the plant or

machinery is used “directly in a

process of manufacture” have been

related to the mining industry.

In short, the decisions in this area have

established core principles that

determine whether a process is a

process of manufacture. The key

requirements are that the stock must

be subjected to processes which result 

in an end product that is significantly

different from the raw material, not only 

in nature but in utility and value.

The paradox

The paradox from the interpretation as

to what is a process of manufacture is

that the key requirements may apply

equally to mining processes if one

compares the processes from which

ore-bearing rock is crushed, milled,

leached, heated or otherwise

processed to separate the minerals

from the rock in which they are

deposited by holding that the

recovered minerals are significantly

different to the raw ore.

If these processes are manufacture,

then, from the commencement of those 

processes, the activity of mining must

be taken to have ceased, and an

activity of manufacture must have

commenced. 

There must be a method or principle

which determines where mining ends

and manufacture commences, as this

determines the tax allowances to which 

the taxpayer may be entitled, and, until

recently, whether the stock that may

accumulate during the processing is

trading stock, the cost of which is to be 

included in income.

The distinguishing principle

The distinction between mining and

manufacturing has been clearly

identified in a decision before the Tax

Special Court in ITC1455 51 SATC 111. 

Here the Court was called upon to

determine whether a company was

carrying on mining or manufacturing. 

The operations of the appellant were

described thus (at page 115-116):

“By means of opencast mining appellant mines 

magnetite ore at its B mine near A. The ore is

there crushed, washed and screened and then

stockpiled. The ore is then transported to its A

plant. The magnetite ore is a greyish-black,

heavy, course-grained and magnetic ore which 

can show consistent and relatively high values

of iron (Fe: 55-57 per cent by weight), titanium

(Ti O2 : 12-15 per cent) and vanadium (V2 O5 :

1,4-1,9 per cent). The iron is also in an oxide

form.

“’Mining operations’ and ’mining’ includes every method or process by which any mineral is won
from the soil or from any substance or constituent thereof”. 
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The A plant is an integrated iron, steel and

vanadium plant. There the magnetite ore is

processed to produce liquid pig iron and

vanadium-bearing slag. These materials can be

used to produce finished steel and vanadium

pentoxide.

In order to produce the liquid pig iron and the

vanadium-bearing slag, the magnetite ore is

mixed with coal and fluxes, heated in a

pre-reduction rotary kiln (where about 60 per

cent of the oxygen of the iron-oxide is removed), 

smelted in an electric smelting furnace and then

treated in a shaking ladle. The vanadium-bearing 

slag has a higher melting point than iron and

therefore solidifies sooner. The molten pig iron is 

then poured from the shaking ladle and taken to

a furnace where steel is made from the iron. The

vanadium-bearing slag is removed in solid form

from the ladle and is then sold to other steel

producers. It is for present purposes not

necessary to deal with the steel-making and

steel-processing activities of the appellant.”

The Commissioner contended in this

case that the processes were mining

processes right up to the point that the

molten pig iron is poured from the

shaking ladle, and that manufacture

commenced at this point.

The Court stated at pages 119 to 120:

‘It is tempting to compare appellant’s operation

to the production of gold bullion on a gold mine.

The gold ore exists in discreet particles in the

rock. The mined rock is crushed and the gold is

leached out. The gold ore is then heated and

bullion is poured. In ordinary parlance the latter

operation will not be referred to as the

manufacturing of gold but to the mining of gold . 

. . Another comparison is with diamond mining.

It must in that context be accepted that all the

acts done, whether underground or on the

surface, to win diamonds will be regarded as

mining operations ... These two instances differ

from the present instance in that in those cases

one mines for gold and diamond. The gold and

diamond is already in the earth. One merely

isolates it. In the case of iron production the iron

is not in the ore. Iron oxide is. The iron is

produced by an industrial process and not a

mining process.’”

The Court found considerable support

for its conclusions in a decision of the

High Court of Australia in Federal

Commissioner of Taxation v Broken Hill

Proprietary Co Ltd 1 ATR 40.

It is submitted that the distinction is

appropriate. The mineral is recovered in

the form in which it is found in the earth,

and the processes do nothing more than 

liberate them. Thus a mining process

can be clearly distinguished from a

manufacturing process by reference to

whether the mineral trapped in the earth

undergoes a substantial or essential

transformation in the process.

Thus, only once the mineral is recovered

in the form in which it is then to be sold

or used as a raw material input to a

manufacturing process does it become

trading stock. 

In the Richards Bay case, Tisand

dredged dune and undertook a number

of processes to separate the heavy

minerals found in the sands. In the end it 

accumulated stockpiles of the minerals

in their saleable form, which were

undeniably trading stock. However, in

the processing cycle it accumulated

stockpiles of sand that required further

processing to separate and concentrate

the minerals. These, it is submitted were

held for the purpose of mining and were

not trading stock.

In the Foskor case the stockpiles were

held preparatory to processing to

separate the phosphates. It is submitted

that, until the phosphates were

recovered and held in a commercially

saleable form, the processes to which

they were subjected were mining

processes.

The decisions

The two decisions did not appear to

consider the relevance of the distinction

between mining and manufacture and

the broader consequences that it

embodies. In each case the SCA ignored 

the bigger picture by focusing first

on what they termed “a true picture

of the result of the year’s trading” or

“to ensure proper accountability in

each tax year.” To achieve this, they

concentrated on the narrow

definition of trading stock rather than 

identifying the apparent

contradiction in the assertions of the

Commissioner that mining stockpiles 

constitute trading stock.

Thus, they homed in on what was

meant by “for purposes of

manufacture”. In the result they

considered and applied principles

that were reached in cases in which

the relevant legislation expressly did

not apply to plant or machinery used

in the course of the trades of mining

or farming. In so doing they lost sight 

of the fact that mining and

manufacture are fundamentally

different trades.

By finding that the processes to

which the sand (in the Richards Bay

case) and ore (in the Foskor case)

were subjected constituted

manufacture, the SCA effectively

held that two mining companies,

Tisand and Foskor, had income that

was exclusively non-mining income.

While it is apparent that, in the

Richards Bay case, Tisand had made 

a concession at a point in the

objection and appeal procedures

that the stockpiles were

manufactured, which effectively

prevented due consideration being

given to the bigger picture, the

appeal in the Foskor case was

directed to this very issue. However,

argument anent the distinction was

swept aside as “unhelpful”.

The SCA in the Foskor case found

itself in some difficulty. It appeared

The two decisions did not appear to consider the relevance of the distinction between mining and
manufacture and the broader consequences that it embodies. In each case the SCA ignored the
bigger picture.
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to concede that surface works to

separate minerals from the ore are

indeed mining processes as opposed

to manufacture, but limited the

application of this finding to the

situation where the person performing

the surface processes is the person

who physically excavated the ore. It is

submitted that there are two flaws in

distinguishing Foskor’s activities in this

manner.

· First, it is submitted that this

limitation is questionable in principle,

i.e. if the “extraction” process is in

any event not “manufacture”, then it

should be irrelevant that the

excavation was done by someone

else.

· Furthermore however (even if this

distinction is considered to be

sound), the judgment suggests that

Foskor purchased the ore from a

third party excavator when in fact

Foskor was essentially paying the

third party to excavate the ore on its

(Foskor’s) behalf —the excavated ore 

immediately and automatically

belonged to Foskor. 

It would appear that the SCA, in both

instances, was influenced by a notion

that some form of avoidance occurred

because the stockpiles were not

accounted for as trading stock in the

tax computation. The Courts in both

cases were intent on ensuring that the

decision resulted in “a true reflection of 

the … trading fortunes.” With respect,

that was not the issue. The issue was

to reflect the taxable income in

accordance with the provisions of the

Act, and that, it is submitted is what

both decisions failed to do.

Australia- overseas bank accounts

Show and tell

Australia’s income tax system, like

our own, is residence-based and

Australian residents are taxable on

their world-wide income, with

some double tax relief.

There is no limit on the amount of

money that an Australian resident

can transfer out of the country. 

The tax authorities have no quibble 

with taxpayers who choose to

invest their money abroad – so

long as Australian tax is duly paid

on the income generated by those

investments.

Predictably, some tax-aggressive

Australian individuals and entities

transfer funds out of Australia and

then try to conceal the income or

capital gain that the investment

generates. One way of doing this is

to transfer the funds to one of the

well-known tax haven countries that 

assist investors in evading tax in

their home country.

A range of anti-avoidance actions
are open to the tax authorities

There are many ways in which tax can

clamp down on such tax evasion and

try to ensure that any tax due to the

fiscus is duly paid. 

The aggressiveness of Australian tax

evaders is matched by the

aggressiveness of the Australian Tax

Office (the counterpart of the South

African Revenue Service), and the

latter’s most recent anti-avoidance

measure has recently hit the headlines.

On 15 April 2010, the Sydney Morning

Herald reported that –

The Australian Tax Office has ramped up

pressure on Australians with undeclared

accounts in tax havens by gazetting

orders allowing it to question 57

Australian institutions about the

behaviour of at least 100 000 customers.

The orders allow the Tax Office to ask

institutions including Westpac,

Mastercard and Citibank Australia

about customers who have merely

made inquiries about setting up

overseas accounts.

‘’Sometimes the bank will have an

operation in a tax haven and put their

customers in touch; other times they

will refer their customers to foreign

institutions with which they have

arrangements,’’ assistant commissioner 

Malcolm Allen told the Herald.

‘’We will ask for those records,

approach the customers and say, ‘at

Australian tax authorities

demand that banks reveal the

identities of customers who have 

inquired about opening an

overseas bank account
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one stage you were interested in

opening an account in this country,

what did you end up doing?’ ‘’

Most of the institutions on the list have

agreed to hand the information to the

Tax Office rather than challenge the

order. The order also empowers the

office to ask for details of a broader

range of transfers ... including transfers

by credit card and cheques.

‘’We have asked for this information in

the past, but generally only in specific

cases. This is a more strategic

operation,’’ Mr Allen said.

‘’We will be seeking records about

anyone who has ever made such

inquiries between July 2005 and June

2009.’’

Among the 48 so-called secrecy

jurisdictions and countries of interest

covered by the order are Malta, Cyprus, 

the Cayman Islands, Britain and New

Zealand, which are ‘’often used as

conduits to offshore jurisdictions of

interest to the Tax Office’’, Mr Allen

said.

The Tax Commissioner, Michael

D’Ascenzo, stressed there was

‘’nothing wrong with holding an

offshore account or investing overseas

as long as you pay any Australian tax

due’’.

‘’Our aim is to identify people who may

be deliberately trying to hide income or

assets offshore. I urge them to come to 

us before we come to them.’’

South Africa’s constitution protects fundamental rights

There is something Orwellian about the

thought that Big Brother can demand

that banks reveal the identities of

taxpayers who have done no more than 

“inquire” about investing off-shore.

In South Africa the constitutionality of a 

prima facie violation of privacy, dignity,

and the right to freedom of speech

would be determined in accordance

with the general limitation provision in

section 36(1) of the Constitution, which

provides that –

The rights in the Bill of Rights may be limited

only in terms of law of general application to

the extent that the limitation is reasonable and

justifiable in an open and democratic society

based on human dignity, equality and freedom, 

taking into account all relevant factors,

including –

a. the nature of the right; 

b. the importance of the purpose of the

limitation; 

c. the nature and extent of the limitation; 

d. the relation between the limitation and its

purpose; and 

e. less restrictive means to achieve the

purpose. 

A number of cases have already come

before our courts in which the

constitutionality of provisions of the tax

legislation have come under

constitutional challenge. It is fair to say

that such challenges have been at the

leading edge of constitutional litigation

in this country.

In the Australian example, given above,

it was not the tax legislation itself that

impacted on the taxpayer, but the

“conduct” of the tax authorities. Our

constitution is broad enough to

encompass a challenge in this regard,

for it provides in section 2 that

(emphasis added) –

This Constitution is the supreme law of the

Republic; law or conduct inconsistent with it is

invalid, and the obligations imposed by it must

be fulfilled.

The principles laid down in Hindry v

Nedcor Bank would not support the

action of the Australian Tax Office

It is, of course true that, in many “open

and democratic societies”, envisaged in 

section 2 of the Constitution, quoted

above, the legislature has given

revenue authorities draconian powers.

The decision of our High Court in

Hindry v Nedcor Bank Ltd 1999 (2) SA

757 (W) concerned the constitutionality

of section 99 of the Income Tax Act

which empowers SARS to appoint a

person as its “agent” in order to collect

tax from moneys held by that person

on a taxpayer’s behalf.

Wunsh J held that this provision of the

Act is not unconstitutional despite the

“extra-judicial and summary nature” of

the process that it authorises. 

He reached this conclusion on the

basis, inter alia, of similar powers

granted to the tax authorities in

foreign jurisdictions (notably

Australia) which warranted the

conclusion that section 99 of our

Income Tax Act is a legitimate

limitation of taxpayer’s rights which

is reasonable and necessary in an

open and democratic society.

Of course, Hindry v Nedcor Bank

concerned the collection of tax

legally due by the taxpayer, whereas 

in the article from the Sydney

Morning Herald, the tax authorities

were engaged in a fishing

expedition to see whether the

taxpayer may have been

considering a course of action,

which while not illegal in itself, may

have led to tax evasion in the future.

Moreover, in Hindry v Nedcor Bank

it was held that no effective

alternative was available for the

collection of the tax in question. 

By contrast, in the Australian

scenario outlined above, there are

obviously alternative ways for the

tax authorities to track down and

act against tax evasion following the 

transfer of funds to an overseas

country.

Show and tell
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The tax-deductibility of an irrecoverable loan
made by a finance company to another company
in the same group

It is well established that an irrecoverable loan is not a deductible loss in terms of section 11(a) of the 
Income Tax Act 58 of 1962 unless the taxpayer was carrying on the business of money-lending and
the loan was made in the course of that business.

The question of what constitutes a

business of money-lending recently

came before Australia’s Full Federal

Court in Federal Commission of

Taxation v Billiton Finance Ltd, in which 

judgment was given on 17 March 2010.

The decision deals with important

issues regarding the criteria for carrying 

on a business of money-lending in the

context of a wholly-owned subsidiary

company that acts as a banker to other 

companies in the same group.

The question was whether BHP

Finance was entitled to deduct, for

income tax purposes, the losses it had

incurred when it wrote off loans which

had been advanced to two fellow

subsidiaries.

Did BHP Finance carry on a
business of money-lending?

It was common cause that the bad

debts so written off would not be

deductible by BHP Finance unless that

company was carrying on the business

of money-lending and unless the loans

in question were made in the ordinary

course of that business.

BHP Finance did not have its own staff, 

but utilised the staff of the parent

company for which it paid management 

fees in respect of services, rendered

mainly by accounting and treasury

personnel.

It was not disputed that BHP Finance

had entered into borrowing

transactions with third parties and not

only with group companies, and it was

not disputed that BHP Finance had

on-lent funds to BHP group companies

at a higher rate of interest which

generated substantial profits on which

it paid income tax.

Nonetheless, the Australian tax

authorities argued that BHP Finance

was not carrying on the business of a

money-lender because that company– 

did not make its own decisions with respect to

borrowing [and because the evidence did not

establish that] Finance exercised its corporate

mind to make decisions about borrowing ... or

any other activities which might be expected to 

have been involved in the carrying on of a

systematic and organised activity sensibly able 

to be characterised as a business of

money-lending.

In essence, the argument was thus that

BHP Finance was a mere puppet or

“conduit” of the parent company, and it

was therefore the parent company, not

BHP Finance, that carried on the

business of money-lending.

The court rejected these arguments,

holding (at para 18 of the judgment)

that –

The fact that Finance was the vehicle which

financed the Group entities selected by BHPB

as the vehicles through which the Group’s

investment decisions were executed, does not

make Finance’s business an appendage to the

business of the Group as a whole, any more

than it makes Finance a mere conduit of

BHPB’s business.



8

On this point, the court cited the

decision in Commissioner of Taxation v

Tasman Group Services Pty Ltd 2009

ATC 20-138; (2009) 180 FCR 128 at

[56] in which it was held that –

It is a trite proposition that, where a subsidiary,

even if wholly owned by a parent company,

carries on a business, the business is that of

the subsidiary not the parent. Irrespective of

how closely it may monitor the business

activities of the subsidiary, the parent does not

itself carry on those activities but is engaged in

the separate business of a parent or holding

company which is, normally, the receipt of

income in the form of dividends from the

subsidiary.

The Full Federal Court went on to hold

that – 

The evidence establishes … that Finance’s

activities involved the borrowing of money and

the lending of that money to companies in the

Group; that these activities were carried on

over a substantial number of years on a regular 

and systematic basis; that the amounts

borrowed and the amounts lent involved very

substantial sums of money; that the amounts

lent were invariably lent at a rate of interest

higher than the rate at which it borrowed those

funds; that in consequence, over a period from

1986 to 2002 it derived interest income in

excess of $34 billion, accounting profits after

tax in excess of $2.8 billion and aggregate

taxable incomes in excess of $4.4 billion; more

telling, in only two of those 17 years did it

suffer a taxable loss - in 1994 ($23,127,060)

and in 2000 ($1,659,815,608). 

The court said that, in the light of this

undisputed evidence, the contention by 

the tax authorities that BHP Finance

was not carrying on a business of

money-lending was “perverse”, and the 

court went on to rule that the company

was indeed carrying on such a

business during the tax years in issue.

Did BHP Finance engage in a
mechanistic implementation of
investment decisions taken by the 
parent company?

The tax authorities argued that, for a

taxpayer to be carrying on a business

of money-lending, there must be a

profit motive, and that this necessarily

involves taking into account not only

the return from a particular loan, but

also the risk involved.

In the present case, so the tax

authorities contended, BHP Finance

had not made any analysis of the risk of 

lending to the two group companies

whose loans had proved irrecoverable,

and that BHP Finance had engaged in

what was no more than a “mechanistic

implementation” of a decision made by

the parent company that moneys

should be lent to these two group

companies.

The Full Federal Court rejected the

argument, saying (at para 18) that –

There is nothing that comes out of the relevant

authorities that suggests that a conclusion as

to whether an entity is carrying on business of

lending money depends on the entity

undertaking, each and every time it makes a

loan, an analysis, sound or flawed, as to the

risks involved in making the loan. Obviously, an 

entity which lent money without regard to the

ability of its borrowers to service and repay the

loans it made to them, would not survive for

too long; but that says more about the way an

entity carries on its business, rather than the

nature of the business it carries on. As Williams 

J said in Tweddle v Federal Commissioner of

Taxation (1942) 180 CLR 1 at 7: 

“It is not suggested that it is the function of

income tax Acts or of those who administer

them to dictate to taxpayers in what business

they shall engage or how to run their business

profitably or economically. The Act must

operate upon the result of a taxpayer’s

activities as it finds them. If a taxpayer is in fact 

engaged in two businesses, one profitable and

the other showing a loss, the Commissioner is

not entitled to say he must close down the

unprofitable business and cut his losses even if 

it might be better in his own interests and

although it certainly would be better in the

interests of the Commissioner if he did so:

[Toohey’s Ltd v Commissioner of Taxation

(NSW) (1922) 22 SR (NSW) 432 at pp 440 -

441].”

Conclusion

In the result, the Full Federal Court

dismissed the arguments put forward by 

the tax authorities, and upheld BHP

Finance’s right to deduct the loss

incurred on the two irrecoverable loans.

(Editor’s note: It is interesting to compare this with the finding of the Courts in South Africa in Solaglass Finance Company (Pty)

Ltd v CIR 53 SATC 1 (AD), where the deduction of a loss in comparable circumstances was found to have been incurred in

carrying on a money-lending business. However, it was held that the activities of the finance company were limited to lending to

companies within the same group. The company was obliged to transact with these companies by virtue of the group

relationship, and for that reason the losses were not incurred for the purposes of the company’s trade, but rather for the interests 

of the group as a whole. The deduction was therefore prohibited as not being expended wholly for the purposes of the

company’s trade.)
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