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Tax statistics – a tool for
legislative decision-making
In December 2008, SARS and National Treasury published tax
statistics for the first time. After a brief review of these statistics and
taking account of statements of the Minister of Finance in this year’s
Budget Speech and of recently promulgated legislation, it is clear
that these statistics have been found useful in assisting the
lawmakers to amend the legislation. Two examples will demonstrate
how the statistics have contributed to SARS’ ability to adapt.

Travel allowance

The statistics show that a travel

allowance is the largest single allowance

that employees receive. In the 2006 year,

these accounted for approximately 60%

of the value of all allowances. Of the total

travel allowances, just less than 60%

were accounted for using the fixed cost

method, which deems a certain amount

of the total travel to have been for private

purposes and applies a cost per

kilometre based on prescribed tables.

The inference that SARS has drawn is

that this method has been elected by

taxpayers because it is more beneficial

than the actual cost method, where the

cost of actual business miles is

deductible. The result is that the Minister

announced that the fixed cost basis will

be withdrawn from the 2010-2011 year of 

assessment, and taxpayers will be

required to record actual costs and travel

if they wish to claim a deduction.

Provisional tax payments

In the review of tax payments by year of

assessment, the statistics indicated that

companies, on average over the review

period, paid approximately 57% of the

final assessed taxes in the year of

assessment – that is, by way of the first

and second provisional tax payment.

The principal reason for this is the

provision in the Income tax Act that no

penalty may be imposed on an

underestimation of taxable income when 

making the second provisional tax

payment provided that the estimate is

not less than 90% of the final assessed

tax and not less than the taxable income 

reflected in the latest assessment issued 

prior to the date of payment. Given the

challenging collection targets that SARS

has set itself, it was plain to see that one 

of the quickest and most effective

methods would be to tighten up the law

and practice around provisional tax

payments. This was effected in the

Second Revenue Laws Amendment Act

of 2008, where the reliance on the latest

previous assessment was deleted, and

taxpayers now face the risk of penalty if

the second provisional payment is based 

on an estimate that is less than 80% of

the final assessed taxable income.

Modernisation programme

The statistics are a testament to the

progress of the modernisation

programme on which SARS embarked a

number of years ago, and provide SARS

with an increasing database of

benchmarks which, in addition to being

an aid to identifying areas for legislative

amendments, will form a basis for the

generation of exception reports that may 

be used to identify candidates for tax

audits.
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Assets acquired by a company in
exchange for an issue of its shares 
Companies that issue their own shares in exchange for assets acquired from other persons are
subject to three different sets of rules as regards the tax consequences.

Primary rule

The primary rule is that, where a

company acquires an “asset” from any

person as consideration for shares

issued by that company –

· that company is deemed to have

actually incurred expenditure equal to

the lesser of the market value of the

asset immediately after the acquisition

or the market value of the shares

immediately after the acquisition; and

· the person from whom the asset was

acquired is likewise deemed to have

disposed of the asset for an amount

equal to the market value immediately

after the acquisition. If that person held 

the asset as capital, the disposal will

have capital gains tax consequences.

Exceptions to the primary rule

The first exception to the primary rule is

that, where the company and the person

in question had elected, in terms of

section 42(2)(c), for rollover tax relief in

terms of an asset-for-share transaction,

the person in question would have made 

no capital gain on the disposal of the

property, and the company would inherit

a base cost or deductible expenditure on 

trading stock vis-a-vis the acquired

asset, equal to the cost or expenditure of 

the transferor.



4

The second exception is section 24B(2), an anti-avoidance

provision that governs the situation where a company acquires

shares or a “debt instrument” (an expression not defined in the

Act) by reason of or in consequence of and within 18 months

after the issue of shares by that company or any connected

person in relation to that company. 

In that situation –

· the company is deemed not to have incurred any expenditure 

in respect of the acquisition of that share or debt instrument;

and

· that company or that connected person is deemed to have

issued that share for an amount of nil.

Consequently, the base cost of the newly issued shares in the

hands of the recipient (if they are capital) is nil, or (if they are

trading stock) its deductible expenditure in respect of those

shares is zero.

Section 24B(2) is intended to prevent the artificial creation of

base cost where a company acquires shares or debt

instruments issued, directly or indirectly, in exchange for its

shares or those of a connected person. 

The 2008 amendment to section 24B(2) 

Section 24B(2) was amended by the Revenue Laws Amendment

Act, 2008. Whereas, the exception previously applied to shares

acquired “directly or indirectly in exchange for” an issue of shares 

by the subscriber or a connected person, the amended

requirement is that the acquisition must be “by reason of or in

consequence of and within 18 months after” the reciprocal issue. 

The stated intention behind the amendment is to provide clarity,

by using terms that are judicially interpreted.

The interpretation of the new requirements is perhaps best

explained by the following example:

Non-resident company (A) wishes to acquire shares in a South

African company (X). The owners of the shares in X do not wish

to sell the relevant portion of their shares and require that A

should subscribe for shares in X. A is advised that it should

capitalise a South African holding company (B), and that B

should then acquire the shares by subscription. B issues shares 

to A in consideration for the subscription capital, and within 18

months thereafter subscribes for shares in X.
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The requirements for potential application 

of section 24B(2) are in place. There is an

acquisition of shares by B within 18

months after B has made a share issue.

The share issue is a cause of B being able 

to acquire the shares in X. The question is 

whether the shares are acquired “by

reason of” or “in consequence of” the

issue of shares by B.

In the matter of CIR v Widan 19 SATC

341, the Supreme Court of Appeal was

called upon to determine whether certain

income had accrued to a trust “by reason

of” a donation by a parent to the trust. It

held that it was necessary to identify the

“proximate cause” of the relevant result.

This, the Court stated, should be the

event that is “the real efficient cause” of

the ultimate result. In this way, it

overlooked intervening causes and went

to the cause that underpinned the chain

of events leading to the result.

More recently, the approach was

followed in the Cape High Court decision 

in C:SARS v Woulidge 62 SATC 1. Here

the Court found that it was obliged to

identify “the real, substantive cause” of

the result.

In the matter of CIR v Shell Southern

Africa Pension Fund 46 SATC 1, the

Supreme Court of Appeal was required

to determine whether the receipt of a

lump sum by a widow, in commutation

of an entitlement to a monthly pension

following the death of her husband had

been “in consequence of” the death of

her husband. The rules of the pension

fund provided that a widow was only

entitled to a monthly pension, but

conferred discretion on the managing

committee to commute all or some of

the pension to a lump sum. The Court

made the point that, in certain cases, an

originating cause, although necessary for 

the final result to ensue, may not be the

proximate cause. An intervening cause

“may be so powerful a cause as to

reduce what has gone before to part of

the circumstances in which the cause

operates.”

The Court explained the issue in the

following manner:

“The paradigm of the present case is an

occurrence A (the death of a member) which

initiates a chain of events leading to the final

result B (the recoverability of the lump sum

benefit), one of the intervening events being

occurrence C (the exercise by the committee of 

its discretion).

The question is whether the intervening cause

C, which contributes to bring about the result

B, is of such a kind that it isolates the original

cause A so as to relegate it ‘to the status of a

merely historical antecedent or background

feature’…

In my opinion the answer to the question is in

the affirmative. Upon the grant of a pension to

the dependant, the death of the member

ceases to have any operative effect. The

decision of the committee is ‘the intervention of 

an independent, unconnected and extraneous

causative factor or event’ … which isolates the

death from the final result. That decision is

alone the cause of the recoverability of the

lump sum benefit.”

Therefore, the words “in consequence

of” require identification of all causes

leading to a result, and determining

whether any intervening cause is so

powerful that it overrides the original

cause, and relegates it to an historical

background feature.

In the example above, we would suggest 

that the method of financing an

acquisition of shares in X (the issue of

shares by B) would not be so powerful a

cause that it would result in the

acquisition by B of shares in X being

found to be by reason of or in

consequence of the earlier issue of

shares by B. The real substantive cause

is the decision by A to invest in X, and

this remains the substantive cause

throughout the chain of transactions.

Tax relief

In 2007 section 24B(2A) was enacted to

provide some relief, subject to

conditions, for operating companies that

were essentially receiving the repayment

of principal on the self-financing of their

shares in the context of a cross-issue

structure in which investors acquire

financing to acquire a target company

without resort to third party financing. 

Following further amendment in 2008,

this subsection now provides that, if a

company issues any debt instrument by

reason or in consequence of and within a 

period of 18 months after the issue of

shares or a of debt instrument to that

company or to a connected person in

relation to that company, that company

or that connected person is deemed to

have incurred expenditure in respect of

the acquisition of that share or debt

instrument only to the extent that the

amounts are paid by that company in

terms of that debt instrument so issued.

(Section 24B(3).) 

The effect of this provision is that there

will be base cost recognition in respect

of the issue of shares or a debt

instrument acquired earlier only to the

extent that the issuer of the subsequent

debt instrument makes payment in

respect of that debt instrument.

However, the recognition of base cost on 

a payments basis will only apply if the

real, substantive cause for the issue of

the debt instrument is the earlier issue of 

shares or a debt instrument to that

company or a connected person. 

The words “in consequence of” require identification of all causes leading to a result, and
determining whether any intervening cause is so powerful that it overrides the original cause,
and relegates it to an historical background feature.
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Increased focus on enforcement and commitment to investigate and prosecute tax fraud

In our previous edition, we noted the

imposition of a custodial sentence in

respect of an alleged evasion of taxes

that occurred early this year. Recent

press reports highlight the increased

alacrity with which SARS is pursuing

offenders. 

An article in The Mercury of 17 February

2009 reported that a Durban

businessman had been handed a jail

sentence for a VAT fraud in which

refunds were claimed in relation to

fictitious zero-rated exports.

On the same day, a media release issued 

by SARS advised of the arrest and

prosecution of five foreign nationals who

had set up a scheme involving some fifty 

fictitious businesses, which had been

used to obtain VAT refunds, and who

had subsequent to the initiation of

investigations, attempted to bribe SARS

officials to process the refunds.

These are clear indications of an

increased focus on enforcement by

SARS, and highlight the commitment to

investigate and prosecute tax fraud.

Interestingly, SARS has also issued a

warning to the public this month warning 

of two fraudulent schemes on the

Internet, in which the fraudsters pose as

SARS. In the first, a notification using the 

SARS logo and e-filing style, advises that 

the recipient is due an income tax

refund, and requests debit or credit card

numbers and PIN numbers, ostensibly to 

enable it to process a refund of income

tax. The second is aimed at VAT vendors 

and requests them to make payment of

VAT into a fraudulent account.

SARS getting tough on fraudsters!
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In what country does a company
“reside” for tax purposes? 
In a state (such as South Africa) whose tax system is residence-based, in other words, which
imposes tax on all persons “resident” in that country, the question of where a particular taxpayer
“resides” is of fundamental importance in determining tax liability. 

This principle also applies where the taxpayer is a company,

for the law has long taken the view that a company, no less

than an individual, can have a place of residence, despite the

fact that a company has no physical existence and is a mere

legal abstraction. 

English law used to regard a company as being resident in

the country where its “central management and control” is

exercised, which meant, where its board of directors meets

and takes top-level decisions regarding the affairs of the

company. 

According to this criterion, where the company carries on its

day-to-day trading activities, or where lower-level managerial

decisions are taken, is irrelevant in determining its country of

residence. 

The problem with this criterion, as a determinant of residence

for tax purposes, was that it was an easy matter for the board 

of directors of a company to arrange to hold their meetings in

some congenial and low-taxed country. The criterion of

“central management and control” was therefore wide open

to manipulation – at least once international air travel became

quick and easy in the middle of the 20th century. 

The country where a company’s “effective
management” is located 

For this and other reasons, many countries jettisoned “central 

management and control” as the criterion that determined a

company’s country of residence for tax purposes, and instead 

adopted the rule that a company resides in the country where

its “effective management” is exercised.

Thus, South Africa’s Income Tax Act provides that, if a

company is “incorporated in the Republic”, then it is
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permanently and immutably resident in

(and all its income is therefore taxable in) 

this country, even if it thereafter severs

all links with the Republic. 

The Act goes on to say that if a company 

is not registered in the Republic, then it

will be resident in the Republic if its

“place of effective management” is in the 

Republic.

But what is meant by “effective

management” in this context? 

It is clear that “effective management” is

not synonymous with the control

exercised by shareholders vis-à-vis the

affairs of the company via resolutions

taken at a general meeting of

shareholders.  

In an Interpretation Note, SARS has

given its view on the interpretation of the

concept of “place of effective

management”. 

The Interpretation Note draws a

distinction between “the place where

central management and control is

carried out by a board of directors” and

“the place where executive directors or

senior managers execute and implement 

day-to-day/regular/operational

management and business activities”. 

The Interpretation Note then goes on to

say that (emphasis added) –  

‘The place of effective management is

the place where the company is

managed on a regular or day-to-day

basis by the directors or senior

managers of the company, irrespective

of where the overriding control is

exercised or where the board of

directors meets. Management by these

directors or senior managers refers to

the execution and implementation of

policy and strategic decisions made by

the board of directors. It can also be

referred to as the place of

implementation of the entity’s overall

group vision and objectives.’ 

Taken as a whole, what the

Interpretation Note seems to say, albeit

in an unnecessarily long-winded way, is

that a company’s “effective

management” is located, not where

managerial decisions are “taken”, but

where they are “actually implemented”.  

A different interpretation of
“effective management” in the
United Kingdom 

The interpretation of “effective

management” in the SARS Interpretation 

Note deviates from the interpretation

adopted in the United Kingdom and the

European Union. 

In the case of Trevor Smallwood and

Mary Caroline Smallwood, Trustees of

The Trevor Smallwood Trust v HM

Revenue and Customs [2008] UKSPC

669, there was long argument in court as 

to the difference, in the context of a

company, between “central management 

and control” (“CMC”) and “place of

effective management” (“POEM”). 

The Special Commissioners leaned

toward the view that, although these two 

criteria are used in different contexts,

there is no essential difference between

them.

The Commissioners then referred to the

OECD Commentary, and observed that –

“Currently the Commentary, in an amendment

made in 2000, says:  

‘The place of effective management is the

place where key management and commercial

decisions that are necessary for the conduct of 

the entity’s business are in substance made.

The place of effective management will

ordinarily be the place where the most senior

person or group of persons (for example a

board of directors) makes its decisions, the

place where the actions to be taken by the

entity as a whole are determined ...’ 

We see no reason why this approach should

not be adopted ....”  

Conflict between these two
interpretations 

In short, therefore, the UK courts and the 

OECD Commentary take the view that a

company’s “effective management” is

located in the country where key

management decisions are taken,

whereas SARS’s Interpretation Note

takes the view that “effective

management” is located where the

decisions are implemented. 

This is of course a fundamental

divergence of view, which considerably

complicates tax planning for companies

whose business crosses international

borders.  

This is not a new issue to readers of

Synopsis, as we have previously

reported on earlier UK decisions to the

same effect as the matter reported

above. This article again highlights the

absurdity of SARS’s issuing

interpretation notes that have no

apparent legal backing (see our article in

the September 2008 issue of Synopsis).  

The UK courts and the OECD Commentary's view is that a company’s “effective management” is located
in the country where key management decisions are taken, whereas SARS’s Interpretation Note's is that
“effective management” is located where the decisions are implemented - a fundamental divergence which 
considerably complicates tax planning for companies whose business crosses international borders.  
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A rose by any other name
Can a penalty be subject to interest?

Where taxes payable under the Income

Tax Act are not paid on time, SARS has

the right, generally, to impose interest on

the taxpayer who fails to make full

payment of taxes due on the date that they 

fall due for payment. This power is found in 

section 89(2) in respect of assessed taxes

and self assessing taxes and section

89bis(2) in respect of employees’ tax

(PAYE) and provisional tax.

An interesting anomaly arises, however,

in respect of PAYE. Paragraph 5(1) of the 

Fourth Schedule to the Income Tax Act

imposes personal liability on an

employer who fails to deduct and pay

the full amount of employees’ tax from

the remuneration of its employees.

Paragraph 5(5) then states that any

employees tax so paid, which is

recoverable from employees shall

“insofar as the employer only is

concerned, be deemed to be a penalty

payable by that employer.”

A paradox ensues: is the amount of

PAYE that has not been paid in full and

for which the employer is personally

liable a tax that has not been paid in full,

or a penalty?

A rose by any other name?

Can there be any merit in applying the

logic of Shakespeare’s Juliet in this

matter, or is the law more sanguine?

Penalties and interest for underpayment

apply to the person who is liable to make

the payment. PAYE is required to be

withheld by employers from the

remuneration of employees. However,

paragraph 5.5 states that the amount of

any underpayment, insofar as the

employer is concerned, is deemed to be a 

penalty. Would a Court be justified in

finding that the amount that is deemed to

be a penalty is in fact an underpayment
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by another name and therefore subject

to interest?

The general principles relating to a

deeming provision in a statute, cited with 

approval by the Supreme Court of

Appeal in Lewkowitz v CIR 14 SATC 141

at 149 are:

“When a statute enacts that something

shall be deemed to have been done,

which in fact and in truth was not done,

the Court is entitled and bound to

ascertain for what purposes and

between what persons the statutory

fiction is to be resorted to.”

In this instance, the purpose of the

deeming provision is to prevent the

employer from deducting any

unrecovered PAYE that it is required to

pay from its taxable income (by reason

of a prohibition in section 23(d)).

However, the statutory fiction in this

instance is not limited in any way. In

such an event, following the principle

from ITC 513 12 SATC 248, at 248,

where it is stated:

“There has been some discussion with

regard to the effect of the word

‘deemed’. According to Stroud’s Judicial 

Dictionary it is defined, sub voce

‘Deemed’: ‘When a thing is to be

deemed something else, it is to be

treated as that something else with the

attendant consequences, but it is not

that something else;’, following on the

judgment of CAVE, J., in Rex v Norfolk

Co. (60 L.J.Q.B. 380). In other words, all

consequences of the ‘deeming’ must

flow and full effect must be given to this

deeming provision.”

A deeming provision applies to the Act

as a whole unless expressly stated

otherwise. This principle is also clear in

Estate Furman & other v CIR 25 SATC 4

at 14 where the court states when

dealing with the application of a deeming 

provision, such a deeming provision, by

implication, incorporates also any other

provision which is inseparable from the

deeming provision. In CIR v De Beers

Consolidated Mines Ltd 12 SATC 212 at

215 the Court confirmed that it is

reasonable to presume that the same

meaning is implied by the use of the

same word in every part of the Act. It is

only if the context indicates otherwise

will the court ascribe a different meaning 

If paragraph 5(5) of the Fourth Schedule

is compared with the provisions of

section 64C(2) of the Income Tax Act,

the latter provision limits the deeming

provisions to the operation of section

64B, which imposes secondary tax on

companies. The application of paragraph 

5(5) is unlimited. By comparison, the

amount that is deemed to be a dividend

under section 64C is not otherwise taxed 

as a dividend under any other section of

the Income Tax Act, by virtue of the

limitation in section 64C(2).

We would therefore suggest that the

amount of the underpayment is, for all

purposes of the Income Tax Act, not an

amount of tax not paid in full by the

employer, but a penalty.

SARS’s position

It would seem that SARS also recognises 

the above interpretation as being

correct, as evidenced from the following

extract from Annexure C to the National

Budget Review 2009:

“If employers fail to withhold and pay

over to SARS employees’ tax, SARS can 

enforce payment of the amount as a

‘penalty’. Current legislative treatment of

this failure to pay employees tax as a

‘penalty’ is theoretically incorrect and

has the unintended effect of preventing

SARS from charging interest for late

payment…”

As a result, SARS now proposes

legislative changes to address this issue, 

so that interest may be levied on the late

payments.

SARS now proposes legislative changes so that interest may be levied on the late payments.



Where does this leave employers who have incurred significant amounts of interest on alleged underpayment
of PAYE following upon audits by SARS?

Section 102 permits a person to make application for a refund

of “any amount paid which exceeds the amount properly

chargeable” under the Income Tax Act. This would include

interest levied in error. A refund will not be made where the

payment was made in accordance with a practice generally

prevailing at the time, or if application for the refund is made

after the expiration of three years from the date of the official

receipt of the payment, or, if more than one payment was

made, after the expiration of three years from the date of the

official receipt for the latest of such payments.

Early action would be advisable
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