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Financial institutions draw fire

The Budget Speech delivered by the Minister of Finance on 17
February 2010 and the documents issued by Treasury to
supplement the Minister’s address contain announcements that 
changes to income tax legislation targeted at financial
institutions are imminent.

Two areas are of particular interest

and smack of desperation.

Financial securities held as
trading stock

The first relates to the valuation of

trading stock. It has been a

long-established principle that where

a taxpayer holds trading stock at the

end of the year, the value of that

trading stock should be reflected at

cost, but may be reduced below cost

if it can be shown that such a

reduction is justified by reason of

circumstances acceptable to the

Commissioner. This reduction is

currently excluded in the case of

shares held by a company in any

other company.

Financial institutions frequently take

short-term positions in publicly traded 

interest bearing securities and other

financial instruments, such as equity

or currency derivatives. These

financial instruments meet the

requirements of the Income Tax Act

for recognition as trading stock. At the 

end of the financial year, in the

determination of the bank’s profits,

the securities are reflected in the

financial statements at the price at

which they are quoted in the open

market. In the event that the value at

which they are quoted exceeds the

market value, such excess is

disregarded for tax purposes, and

they are reflected at cost in the tax

balance sheet, Should the quoted

value be less than the cost incurred in

acquiring the securities, then the tax

balance sheet reflects that lower

value.

This practice is rock solid. There is a

market for the instruments concerned. 

The market is an open market

peopled by local and international

buyers and sellers. The market values

at the end of the financial year are

readily ascertainable and the

Commissioner cannot but be satisfied

that any amount by which the market

value is less than cost may justifiably

be recognised.

In any event, any difference is

temporary, as these assets are

typically held for the short-term.

Therefore, when the assets are

realised, usually in the next

succeeding year, the valuation

difference arising in the prior year is

taxed. 

It is now proposed that the law be amended

to prohibit the recognition of a diminution in

value in relation to financial instruments held

at year-end:

“because modern financial reporting

distinguishes financial instruments

from other inventory” (our emphasis). 

So, it appears that the amendment is

proposed simply because financial

instruments are reflected as a

separate class of inventory.

The deduction of interest

Over a considerable period of time,

the principles under which banks and

other financial institutions are

permitted to claim a deduction in

respect of interest incurred by them

have been developed in our Courts

and applied in practice.

Decisions in the Appellate Division of

the Supreme Court (now the Supreme 

Court of Appeal) in 1963, 1985 and
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1986 in appeals by the Commissioner

against decisions of the Tax Court in

favour of the respondent financial

institutions clearly established the basis 

for deduction of interest.

These decisions applied the

well-established principle that the most 

important criterion was the purpose

with which the moneys are borrowed

by a financial institution. In the matter

of CIR v Standard Bank of South Africa

Limited 47 SATC 179 at 196 to 197,

Corbett CJ summarised the relevant

principles, noting that there is a

distinction between moneys borrowed

for a specific purpose and moneys

borrowed generally. In the former case

there is a clear connection between the 

interest and the purpose for which it is

incurred. In the latter case, certain

factors prevent the identification of a

clear connection between the

borrowing and the purpose to which it

is applied. Here, one cannot state with

certainty the purpose for which the

interest was incurred, and all that one

can say is that the purpose of the

borrowing was to raise capital with

which to run the business.  The

judgment continued:

“The factors I refer to are these:

(a) As a matter of commercial necessity the

institution accepts, ie borrows, all moneys

tendered to it by depositors.

(b) All moneys borrowed go into a common

pool which constitutes a general fund used for

all purposes.

(c) Generally the institution’s expenditure by

way of interest on borrowed moneys is not

aimed at any particular form of utilisation of the 

borrowed moneys: it is rather dictated by the

very nature of the institution’s income-earning

operations of cheaply borrowing all money

offered and then dearly lending out as much

thereof as it can possibly invest.”

The Court therefore was able to answer 

the question whether there was a

sufficiently close connection between

the bank’s borrowing policy and the

investment by the bank in redeemable

preference shares yielding tax-exempt

dividends which were “a small and

insignificant part of the bank’s total

lending business” in the negative.

The Budget documentation asserts

baldly:

“Financial institutions are deducting interest

expenditure beyond what should be allowed

according to tax principles.”

This puzzling statement begs the

question why SARS is not assessing

the financial institutions according to

these long-established tax principles..

It is now proposed to limit deduction of 

interest by financial institutions on a

formula basis by reducing the amount

of interest deductible in the proportion

of “taxable income/gross receipts and

accruals”. Hopefully this statement is

not indicative of the true intention, and

that the intention is to limit the

deduction in the proportion that income 

bears to gross receipts and accruals.

If the effect is that this amendment may 

result in the disallowance of amounts

that should be allowed according to tax 

principles, then the proposed

amendment will go too far and not

achieve the purpose of limiting the right 

of financial institutions to deduct

interest expenditure in an amount that

represents “what should be allowed

according to tax principles”.
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It is often instructive at Budget time to cast an
eye over recent decisions in our Tax Court,
High Court and Supreme Court of Appeal and
identify matters in which SARS has been
unsuccessful but the amounts are large or the
administrative requirements on SARS are
onerous. If you are a betting person, you
would be justified in placing a substantial
wager on the chance that the issues in
question will be noted in the budget
documentation as scheduled for new
legislation.

In 2008 a judgment was delivered in

favour of a taxpayer whose piles of

unmined earth had been assessed as

trading stock. Notwithstanding that the

decision awaits consideration by the

Supreme Court of Appeal, SARS

introduced legislation in 2009 to make

its interpretation law.

In the documentation issued by

Treasury to supplement the 2010

Budget Speech we see more evidence

of this approach.

The PAYE issue

In the first instance, SARS was stung by

a judgment in the Western Cape High

Court, which ruled that it is required to

assess each employee separately if it

determines that the valuation placed on

a fringe benefit enjoyed by the employee 

as a benefit of employment has been

incorrectly determined by the employer.

It was no surprise that an amendment is

proposed that will enable SARS to raise

an assessment on an employer if a

benefit of employment has not been

included in the employees’ taxable

incomes or undervalued for income tax

purposes. 

The administrative efficiency and equity 

of this proposed change is clearly

evident. After all, the employer provides 

the benefit, the employer is required to

calculate PAYE on remuneration and

the employer is required to provide the  

employee with an annual certificate of

remuneration. The employee has no

say in the issue. 

There is considerable administrative

benefit in the proposed amendment.

The high cost of recovering small

amounts of tax from a large number of

employees is avoided. A single

assessment can be raised on the

employer who was responsible for

making the initial valuation. There can

be little argument with such an

amendment from a public policy

perspective.

Transfer pricing?

The second matter involved a hotly

contested allocation of part of the

purchase consideration for the

acquisition of a commercial radio

station. In the agreement of sale a

significant portion of the purchase price 

was allocated to the station’s

trademarks. At that time expenditure

incurred in acquiring trademarks was

deductible over a period determined by 

the discretion of the Commissioner but

not exceeding 25 years. The crux of the 

dispute was that SARS considered the

amount agreed between the buyer and

seller as representing the consideration 

in respect of the trademarks to be

excessive. The Court, in a well

reasoned analysis of the essential

elements for claiming the deduction,

held that the amount in question

constituted expenditure incurred in

acquiring the trademark.

Did this decision prompt the statement

found in a section of the Budget

documentation headed “Closure of

sophisticated tax loopholes”? The

critical announcement reads as follows:

“It is proposed to introduce a uniform set of

pricing rules to deal with transfer pricing or the

misallocation of prices within the various

components of a single transaction”.

A court of law found that a buyer and a

seller contracting at arm’s length

agreed a consideration and that the

allocation of the consideration to

components within the transaction was

a true reflection of their transaction.

SARS combines the announcement of

its intentions in this regard with an

announcement about transfer pricing,

which is a practice of price

manipulation between connected

persons to divert the incidence of tax

from one jurisdiction to another, and a

quite different issue.

It is to be hoped that the proposed

legislation, to the extent that it

regulates pricing in transactions

between residents, deals with collusive

transactions and does not override the

rights of unconnected persons to

transact on terms that permit each

party to strive for the best available

terms, even if SARS may not always

find the terms to its liking.

A short route
      from litigation
           to legislation
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When is a tax not a tax?

In a remarkable coincidence, three reported decisions in the last three months have turned on
whether a particular levy or charge was or was not a tax.

In each instance, the relevance of the

issue was that, in terms of the

Prescription Act 68 of 1969, a “debt in

respect of taxation” prescribes in 30

years, whereas an ordinary debt

prescribes in just three years.

In Maize Board v Epol (Pty) Ltd (2009)

71 SATC 236 (D & CLD) the amount in

issue was a levy claimed by the Maize

Board, a control board in terms of the

now-repealed Marketing Act of 1986. It

was common cause that the plaintiff

had issued summons more than three

years (but less than 30 years) after the

claim arose. Consequently, unless the

levy in question was a “tax”, the

plaintiff’s claim had prescribed.

In City of Johannesburg v Scholtz 2010

(1) SA 316 (W) the claim was for a

municipal service charge in respect of

sewerage and refuse removal.

In City of Johannesburg v Renzon and

Sons (Pty) Ltd 2010 (1) SA 216 (W) the

claim was for arrear charges imposed

by a local authority for sewerage

services levied in terms of a local

government ordinance and sanitation

bylaws.

In the latter case, the court quoted a

decision of the Australian courts to the

effect that the characteristics of a tax

are that it is –

a compulsory contribution, imposed by the

sovereign authority on… the general body of

subjects or citizens, as distinguished from

isolated levies on individuals.

The court in Renzon went on to

observe that in Port Edward Health

Committee v SA Polisie Rusoord 1975

(2) SA 720 (D) it was held that rates are

merely taxes of a particular kind.

In Alberts v Roodepoort Maraisburg

Municipality 1921 TPD 133 it was held

that a sanitary charge paid by the

owner of property to the municipality

for services rendered by the latter –

is a compulsory tax levied upon an owner or

occupier because the local authority in the

exercise of its powers as a local government

thinks that a sanitary charge should be

established and that the costs of such sanitary

service should be defrayed by way of such a

tax.

In the Renzon case, the court took

cognisance of the fact that the sanitary

charge was not a “fee”, but was

mandatory, in that an owner had no

discretion whether to be linked into the

sewer network. The compulsory

element in the definition of a “tax” was

terefore satisfied.

The court also pointed out that a

municipality enjoys original and

constitutionally entrenched powers,

functions, rights and duties, and that its 

power may derive from the constitution

or the legislation of a competent

authority or from its own laws.

In the result, it was held in Renzon that

the sanitary charges in issue were

indeed a tax, and a similar decision was 

reached in Scholtz .

In Maize Board v Epol it was held that

the levies in question, imposed by the

Maize Board were not a tax. It is

interesting to note that in the latter

case, it was held that, since the levies

were admittedly subject to value-added 

tax, they could not themselves be a tax. 

By contrast, it was held in Scholtz that

the levying of VAT on the sanitary

service charge in that case was

irrelevant to the question of whether the 

charge was a tax, and that the levying

of VAT “does not change the

compulsory nature of the charges

levied”.
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Attempts by a taxpayer to present a capital loss
as a revenue loss

When the share market is booming, every player professes to be an investor and to hold his shares as
capital assets, with gains on disposal being taxed at the relatively low rate applicable to capital gains.

When the share market drops, those self-same players would dearly like to be regarded as share
dealers, whose losses on the disposal of shares are of a revenue nature and can be claimed as
deductions for income tax purposes.

In principle, it is conceivable that an

investor in shares can become a

dealer and vice-versa. This occurs

where the taxpayer has undergone a

“change of intention” vis-à-vis the

shares held by him. It has been held

that a “change of intention” connotes

not merely a subjective change of

mind, but “something more”, namely

an outward manifestation of that

subjective change of intent.

In May 2009, the Australian Tax Office

issued a “taxpayer alert” in this regard. 

Such taxpayer alerts are intended to

provide information to the taxpaying

community and their advisers of new

and emerging high-risk tax planning

issues.

This particular taxpayer alert referred

to arrangements in which an individual 

shareholder has held shares as a

capital investment and has previously

disposed of such shares for a capital

gain, and then when the share market

has dropped –

without changing the economic substance of

their shareholdings, the taxpayer decides to

arbitrarily re-characterise their shareholding in 

order to claim the net loss from their sale as a

revenue deduction… on the basis that the

taxpayer is now carrying on a business of

share trading 

The taxpayer alert goes on to describe 

how such a taxpayer goes about

trying to clothe his activities with the

trappings of a share trader.

To support a contention that the

taxpayer is carrying on a business of

share trading, the taxpayer may

artificially adopt specific practices to

present a pretence of being a share

trader, but with no objective, material

change in either the nature of

investments held (or sold) or their

holding activities. Some of these

practices (which in the relevant

circumstances a reasonable person

would regard as artificial and

contrived) may include: 

a)  purchasing or selling shares on a

more regular basis (often with small

net volumes). This is often called

“window dressing”; 

b)  creating a trading plan for their

share transaction activities with a

newly stated goal of maximising profit

- even though the shares sold will

generate a loss, rather than a profit; 

c)  increasing recording of time spent

per week on the investment process

(without any significant change in the

total value of transactions); and 

d)  maintaining additional records to

evidence share transactions including

additional reliance on guidance from

others (without any significant change

in the total value of transactions).

A moment’s reflection reveals the

difficulties in the application of these

criteria.

After all, if the taxpayer is now

conducting himself as a share dealer

and doing all the things that a share

dealer does – engaging in regular

purchases and resales of shares that

have been held for a brief period and

selling a share as soon as this can be

done at a profit – by what criteria can

the revenue authorities (or a court)

conclude that the taxpayer has

attempted to “artificially adopt practices

to present a pretence of being a share

dealer” and engaged in practices which

are “artificial and contrived”?

A South African
parallel

A somewhat similar issue arose 

recently in South Africa in the

case of Anglovaal Limited v

CSARS (2009) 71 SATC 293

(SCA), where a holding

company had disposed of

shares that it held directly in its

sub-subsidiary at a substantial

loss, and claimed the loss as

an income tax deduction on the 

grounds that the shares were

held for speculative purposes. 

On the facts at issue, the

Supreme Court of Appeal

found that the holding

company loss was indeed on

revenue account and

deductible. It should be

stressed, however, that the

facts in this instance were

unique.

This decision was analysed in

the October 2009 issue of

Synopsis.



Share buy-backs – a potential double tax trap?

The complexity of a tax system may in some instances result in the fiscus receiving amounts of tax
that may not be legally due. One instance in which this may arise is when a JSE listed company buys 
back its own shares through the JSE. 

When a natural person who holds

shares as an investment sells those

shares, the capital gain made on

disposal of those shares (reduced by

75%)  are included in his taxable

income, which will potentially lead to a

maximum tax of 10% (25% x 40%) on

such capital gains. However when a

company buys back its own shares,

and finances the buy-back out of

retained earnings, the proceeds

received by the shareholder for the sale 

of those shares to the company are

classified as a dividend for tax

purposes subject to Secondary Tax on

Companies (STC) payable by the

company, and exempt from tax in the

hands of the erstwhile shareholder.

When such a buy-back is effected

directly from the shareholders in

general as opposed to a purchase in

the open market, the company typically 

issues a circular to shareholders

informing them of the tax implications

of the buy-back. In the absence of such 

a notification, a well-informed taxpayer

will likely know what inquiries to make

to determine whether amounts received 

in a share buy-back will be a capital

receipt or a dividend as he at least

knows who is purchasing the shares

from him. 

The position is, however, a lot more

difficult when a JSE-listed company

buys back its own shares through a

broker on the JSE and not directly from 

its shareholders. In this instance, the

company does not know from whom it

is purchasing the shares and the selling 

taxpayer does not know to whom he is

selling the shares. This barrier prevents

the purchasing company from notifying

the applicable selling shareholder of

whether the proceeds on disposal are a 

dividend or whether he is still liable for

capital gains tax.

Thus, in the absence of any indication

to the contrary, the compliant taxpayer

renders a tax return in which he

discloses the disposal as a capital

gains tax event on which he is liable to

tax while the company buying the

shares will have taxed itself on the

amount of any dividend resulting from

the acquisition of its own shares. SARS 

thus gathers 20% in tax instead of only

10%.

This anomaly will likely disappear when

the new dividends tax is introduced,

because the company will become

liable to withhold the dividends tax

from the amount payable to the

shareholder if the buy-back is financed

out of retained earnings, and the

shareholder will effectively be notified

whether the amount received

constitutes or includes a dividend.
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