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What is a “sham” transaction and 
what are its tax consequences?

Many decisions of South African and foreign courts, in the
context of tax and otherwise, have described particular
transactions as being a “sham”.

The word “sham” is often used in in

judgments without explanation, as

though its meaning were self-evident

and as though the legal consequences

of a transaction’s being a “sham” are

clear.

Both of these assumptions are

unwarranted. The criteria for the

existence of a “sham”, the precise

meaning of the word, and the legal

consequences of a transaction being

so characterized by a court of law, are

far from self-evident.

In Raftland (Pty) Ltd v Commissioner of

Taxation [2008] HCA 21, the High Court 

of Australia put the word “sham” under

a strong lens, and the judgment

contains a lengthy and illuminating

discussion of the concept , its

meaning, and its legal consequences.

In the court below, the presiding judge

had said that – 

A conclusion that a transaction is a sham

means that it may be ignored and regard had

to the real transaction.

On appeal, the High Court of Australia,

said (at para 101) that “it is essential for 

this court to grapple with the issue of

sham”, and pointed out that in Paintin

and Nottingham [1971] NZLR 164 at

175 it had been held that the mere

invocation of sham does not render a

transaction suspect, still less

ineffective.

The High Court observed (at para106)

that it has been held in the United

States that the courts – 

cannot ignore the fact that tax laws affect the

shape of nearly every business transaction.

Businesses plan their affairs around the

realities of competition and tax liability. Subject 

to the law, that is a taxpayer’s right

and went on to say that the United

States Supreme Court has developed a 

doctrine akin to sham to enhance the

power of a judge to disregard artificial

transactions.

In Sharment Pty Ltd v Official Trustee in 

Bankruptcy (1988) 18 FCR 449 the

Australian Federal Court, after

reviewing the authorities on the

concept of a sham, said per Lockhart J 

that –

A ‘sham’ is ... for the purposes of Australian

law, something that is intended to be mistaken

for something else or that is not really what it

purports to be. It is a spurious imitation, a

counterfeit, a disguise or a false front. It is not

genuine or true, but something made in

imitation of something else or made to appear

to be something which it is not. It is something

which is false or deceptive

and the High Court went on to say

that –

Important to this description is the idea that

the parties do not intend to give effect to the

legal arrangements set out in their apparent

agreement, understood only according to its

terms. In Australia, this has become essential

to the notion of sham, which contemplates a

disparity between the ostensible and the real

intentions of the parties. The courts must

therefore test the intentions of parties, as

expressed in documentation, against their own 

testimony on the subject (if any) and the

available objective evidence tending to show

what that intention really was. 

In the United Kingdom case of Bridge v 

Campbell Discount Co Ltd [1962] AC

600, Lord Devlin said that –
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South Africa

In previous issues of Synopsis, we have analysed
recent South African developments in this interesting
area on a regular basis. It is clear that the approach of
the South African courts is similar to that of the courts
in Australia and New Zealand, and that a transaction is 
not a sham by reason that the intention behind it is to
circumvent a prohibition or imposition in a statute.
What has to be present is an intention to disguise the
nature of the transaction. The element of deceit is the
essential ingredient.

It is noteworthy that the general anti-avoidance
provisions of the Income Tax Act enable SARS to treat
as an “impermissible avoidance transaction” any
transaction where “the legal substance or effect of the
avoidance arrangement as a whole, is inconsistent
with, or differs significantly from, the legal form of the
individual steps.” (section 80C(2)) This implies that a
series of transactions, each perfectly legitimate and
intended by the parties may be regarded as having a
different legal effect taken as a whole. In light of the
approach of our courts, it is difficult to imagine that
this element of the anti-avoidance legislation will ever
prove effective.

In South Africa, the most striking illustration of a
transaction that was held to be a sham or disguised
transaction occurred in Erf 3183/1 Ladysmith (Pty) Ltd
v CIR. (1996) 58 SATC 229 (A). In this case, the court
said that the anomalous features of the agreements
concluded between the parties were “consistent with a 
wider, unexpressed agreement or tacit
understanding”.

Innes CJ’s words in Zandberg v van Zyl which express
the element which must be shown to be present
before a transaction can be held to be a sham or
disguise. With a brevity and clarity not matched in the
overseas decisions cited above, Innes said that –

The court must be satisfied that there is a real intention,
definitely ascertainable, which differs from the simulated 
intention. For if the parties in fact mean that a contract
shall have effect in accordance with its tenor, the
circumstances that the same subject might have been
attained in another way will not necessarily make the
arrangement other than what it purports to be.’

When a court of law finds that the words which the parties have

used in a written agreement are not genuine, and are not

designed to express the real nature of the transaction but for

some ulterior purpose to disguise it, the court will go behind the

sham front and get at the reality.

The concept of a sham was further refined by Diplock

LJ in Snook v London and West Riding Investments

Ltd [1967] 2 QB 786 at 802 where he said that –

If it has any meaning in law, [‘sham’] means acts done or

documents executed by the parties to the ‘sham’ which are

intended by them to give to third parties or to the court the

appearance of creating between the parties legal rights and

obligations different from the actual legal rights and obligations

(if any) which the parties intend to create. ... [F]or acts or

documents to be a ‘sham’, with whatever legal consequences

follow from this, all the parties thereto must have a common

intention that the acts or documents are not to create the legal

rights and obligations which they give the appearance of

creating. No unexpressed intentions of a ‘shammer’ affect the

rights of a party whom he deceived.

Attempts have been made to broaden the base on

which a transaction can be disregarded as being a

sham, so as to extend the concept beyond the narrow 

criteria proposed by Diplock LJ in this latter dictum.

To this end, the courts of the United Kingdom developed 

the concept of “fiscal nullity” which applies where steps

having no commercial or business purpose other than

tax avoidance are inserted into a composite transaction.

(See for example, Furniss v Dawson [1984] AC 474.). It

has been suggested that this should be viewed as a

species of the sham concept.

However, the concept of “fiscal nullity” has not found

favour outside the United Kingdom. 

Indeed, even within the United Kingdom, the label of

“sham’ is attached only where parties intended to

create rights and obligations different from those

appearing in their documents.

In the New Zealand decision of Paintin and Nottingham

[1971] NZLR 163 at 175, Turner J made clear that, in

New Zealand, the word “sham” does not apply to a

transaction where the parties to a transaction intend it

to have effect according to its tenor.

A wrong direction

In Minister of National Revenue v Cameron [1974]

SCR 1062 the Supreme Court of Canada adopted the

approach to sham expressed in Snook. To page 5
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Paying for an asset by way of a share issue

In the past seven years, there have been conflicting judgments in the Income Tax Court concerning
the question of whether a company has incurred expenditure where it has issued shares in
consideration for the acquisition of an asset.

The conflict in the Income Tax Court

The debate was sparked by a challenge made by SARS

against a taxpayer in Income Tax Case No. 1781 66 SATC

373. 

In that matter, a company had entered into an agreement for

the purchase of part of a seller’s business. A method for

fixing the value of the assets was specified in the agreement

and the purchaser company undertook to allot and issue to

the seller, in discharge of the value of such assets (‘the

purchase price’), such number of ordinary shares in its

capital, to be issued at par plus a premium, as would result in 

the seller holding that proportion of the entire issued share

capital of the purchaser as the purchase price had to the total 

value of the purchaser’s assets inclusive of the acquired

assets.

Portion of the value of the business acquired related to a

licensing agreement, and the purchaser sought to deduct

such expenditure in the determination of its taxable income.

SARS argued that the purchaser had not incurred

expenditure in acquiring the licence. The Court (Goldblatt J.)

found in favour of the SARS argument, stating that the word

“expenditure” had to be given its ordinary meaning and

summarising its views thus (paragraph 7.2 of the judgment):

“‘Expenditure’ in its ordinary dictionary meaning is the spending of

money or its equivalent eg time or labour and a resultant diminution of

the assets of the person incurring such expenditure. An allotment or

issuing of shares by a company does not in any way reduce the assets of 

the company although it may reduce the value of the shares held by its

shareholders. In these circumstances such issue or allotment of shares

does not, in our view, constitute expenditure by the company”.

The issue again came before the Courts in Income Tax Case

No 1801 68 SATC 57. The facts are not dissimilar to those of

Income Tax Case No. 1781. Here a purchaser company had

purchased a business from a seller as a going concern.

Portion of the purchase price was ascribed to a trademark

owned by the seller. In consideration for the purchase of the

trademark, the purchaser company issued shares to the

seller and thereafter claimed deductions in terms of section

11(gA) of the Income Tax Act in respect of expenditure

actually incurred in acquiring the trademark. SARS disallowed 

the deduction, one of the grounds of disallowance being that

“,,, no expenditure was actually incurred by the [purchaser] in 

acquiring the trademark …”

In this case, the Court rejected the earlier decision. It cited

with approval the dictum of Nicholas AJA in Edgars Stores

Ltd v CIR 1988 (3) SA 876 (A) at 885 that:

“Actually incurred’ does not mean ‘actually paid’, but means

all expenditure actually incurred during the year, whether the

liability has been discharged during that year or not.”

It was found further that the Court in the earlier matter had

not considered precedent from the highest court in the

United Kingdom, which had rejected similar assertions that

the issue of shares was not the giving of a consideration for

the acquisition of assets.

Accordingly, the Court held that the purchaser had actually

incurred expenditure in acquiring the trademark.
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The legislative response

Section 24B of the Income Tax Act was 

inserted in 2004 and provided that

where a company has acquired an

asset in exchange for an issue of

shares it is deemed to have actually

incurred an amount of expenditure

equal to the market value of the asset.

This section had retrospective effect for 

capital gains tax purposes to 1 October 

2001 and prospective effect from the

date of promulgation of the relevant

amendment act (25 January 2005) for

all other purposes of the Income Tax

Act.

Paradoxically, the application of section 

24B is limited to the acquisition of

assets in exchange for shares, and

does not extend to the payment for

services by way of an issue of shares.

While the services of employees and

directors are effectively covered by the

provisions relating to share incentive

schemes, there is still a legislative gap

in relation to services by independent

third parties. 

The High Court decision

In a judgment handed down on 11

December 2009, in the matter of

Commissioner for South African

Revenue Service v Labat Africa Ltd

Case No, A206/06, the North Gauteng

High Court dismissed the appeal of

SARS against the decision in Income

Tax Case No 1801.

One of the interesting submissions

made on the Commissioner’s behalf in

this matter was the inference to be

drawn from the insertion of section 24B 

in the Income Tax Act. It was urged

that the use of the word “deemed” in

section 24B indicates that, but for this

provision, the issue of shares would not 

constitute expenditure actually

incurred. The Court found this

argument unconvincing and unhelpful.

The Court considered the conflict

between the judgment of Goldblatt J.

and the judgment before it on appeal

and unanimously upheld the judgment

of the Income Tax Court in Income Tax

Case No. 1801, concluding that:

“The correctness of the view taken by the

judge a quo is confirmed, on analysis made

 even on the criteria of Goldblatt J that the

word “expenditure” must be given its ordinary

meaning. If the agreement for the acquisition of 

the asset had been that the seller would

purchase an agreed number of the unissued

shares of the purchaser at an agreed price, and 

that the proceeds of such sale would be

applied to payment of the purchase

consideration of the asset, there could be no

doubt that the transaction would constitute or

involve an expenditure by the company of a

portion of its share capital.”

Do we have finality?

Unless SARS successfully appeals

against this decision, it is considered

that this latest decision provides strong 

support for the view that, even as

regards transactions entered into

before 24 January 2005, a purchaser

who discharges the consideration for

the acquisition of an asset by issuing

shares to the seller actually incurs

expenditure on the acquisition of the

asset for the purposes of the Income

Tax Act. In addition, it is submitted that

there is no reason why the implications

of this decision should be limited to the 

acquisition of assets, and that they

apply equally to the acquisition of

services, for which section 24B of the

Income Tax Act makes no provision.

Sham transactions cont/ 

Shortly thereafter, in Minister of National Revenue v Leon

[1977] 1 FC 249 at 256, the Federal Court of Appeal, in a

significant deviation from the Snook principles held that –

If [an] agreement or transaction lacks a bona fide business purpose, it is

a sham.

It took some seven years for the courts to backtrack on this

regrettable and confusing detour, but in Stubart Investments

Ltd v The Queen [1984] 1 SCR 536 the Supreme Court of

Canada per Estey J emphasised that the subjective element

of deceit was the core element in a sham. 

He said in this regard that a lack of business or commercial

purpose was insufficient to evidence a sham and that an

additional, subjective, element was needed. Thus –

This expression [‘sham transaction’] comes to us from decisions in the

United Kingdom, and it has been generally taken to mean (but not

without ambiguity) a transaction conducted with an element of deceit so

as to create an illusion calculated to lead the tax collector away from the

taxpayer or the true nature of the transaction; or, simple deception

whereby the taxpayer creates a facade of reality quite different from the

disguised reality.

In the same decision, Wilson J noted that –

A transaction may be effectual and not in any sense a sham ... but may

have no business purpose other than the tax purpose.

These dicta put the concept of a sham back on the correct

track as importing, not the lack of a genuine business

purpose – which is an entirely different notion – but a

transaction involving a deliberate and deceitful attempt to

disguise the real agreement between the parties.
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Spanish court acts on a simulated transaction

A report of a recent decision in the Spanish Supreme Court delivered on 25 September 2009 and
relating to transactions undertaken in 1991 and 1992, adds weight to the body of precedent
surrounding simulated (sham) transactions. 

In this instance a US brewing conglomerate owned

approximately 29% of a Spanish company. In 1991, it agreed 

to sell this stake to a British purchaser. However, before

effecting delivery of the shares, it entered into two

transactions with two of its US subsidiaries.

In the first transaction, it contributed a portion of the shares

to the first subsidiary in exchange for an issue of shares. The

shares in the Spanish company were then sold by the

subsidiary to the British purchaser for the same price at

which they had been acquired.



In the second transaction, the remaining shares, which

constituted less than 25% of the issued share capital of the

Spanish company, were contributed to the second subsidiary 

in consideration for an issue of shares, and thereafter, in the

following calendar year and more than 12 months after the

first transactions, the remaining shares were sold by the

second subsidiary to the British purchaser for the same price

at which the subsidiary had acquired them.

Under Spanish domestic law, gains from the alienation of

securities issued by a Spanish resident company were

considered to be income taxable in Spain. In addition, the

Spain/US double tax convention provided that gains from the 

alienation of securities in the capital of a company resident in

one of the states may be taxable in that state if the recipient

of the gains held a direct or indirect interest in the capital of

that company in the preceding 12 month period. A protocol

to the double tax convention excluded transfers between

companies in the same group where the consideration was a

share in the capital of the transferee.

The Spanish authorities sought to tax the US holding

company on the gains realised from the sale to the British

purchaser. The US company argued that its transfers had not 

been to the British purchaser but to the subsidiaries and that

they were protected by the protocol to the double tax

convention. Further, it argued, the subsidiaries had owned

less than 25% of the issued share capital of the Spanish

company, and the double tax convention gave the United

States the exclusive right to tax the gains. In any event the

sales by the subsidiaries had resulted in no gain, as the

shares were sold for the same value at which they had been

acquired by the subsidiaries.

After a lower court had ruled that the transactions were

taxable in Spain, the US brewer appealed to the Supreme

Court.

The Supreme Court took the view that at the time that the

offer of the British purchaser had been accepted, the US

brewer owned more than 25% of the issued share capital of a 

company resident in Spain, and that the right of Spain to tax

the gain had been established. The subsequent transactions

were mere simulations, which did not correspond to the true

legal nature of the transaction.

On an examination of the transactions as a whole, it

appeared that the intention of the US brewer was not the one 

usually associated with such transactions. The transfers to

the subsidiaries were fictitious transactions aimed at

disguising the substantive transaction.

As a result, the gain was found to be taxable in Spain.

It is considered that this was a proper application of the

doctrine related to simulated transactions. It is apparent that

the two subsidiaries were incorporated into the transaction

structure only after the agreement of sale had been

concluded, to disguise the true intention which was a direct

sale by the US owner to the British purchaser of an interest in 

a Spanish company that exceeded 25% of its issued share

capital. Had the US owner reconstructed the ownership of

the Spanish interests prior to engaging in negotiations for the

disposal of the shares, the result might have been different.

Under Spanish domestic law, gains from the alienation of securities issued by a Spanish resident
company were considered to be income taxable in Spain.
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