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Capital gains tax consequences of redemption of

redeemable shares

The decision of the Johannesburg Tax Court in A (Pty) Ltd v Commissioner for the South
African Revenue Service, handed down on 13 February 2012 (Case No. 12644; not yet
reported), addresses for the first time by a South African court hitherto unexplored aspects of
key concepts in the capital gains tax regime laid down in the Eighth Schedule to the Income Tax
Act 58 of 1962, in particular, the fundamental nature of a disposal and the essential nature of a
redemption of redeemable shares.

Was the capital loss in
question a clogged loss?

In this case, SARS had disallowed a

capital loss claimed by the taxpayer

company which had been incurred

as a result of the redemption of

redeemable preference shares held

by it in a second company in the

same group on the basis that the

loss was a “clogged loss”, as

envisaged in para 39(1) of the

Eighth Schedule to the Income Tax

Act 58 of 1962.

The first issue was the proper

interpretation of para 39(1) and, in

particular, whether that provision

applied to the redemption of

redeemable preference shares,

thereby rendering the taxpayer’s

capital loss a “clogged loss” because 

of the connection between the

taxpayer and the company which

had issued those shares, for it was

common cause that they were part

of the same group of companies and 

were under common control.

A clogged loss is a loss which, in

terms of the Eighth Schedule, must

be disregarded in the determination 

of the disposer’s aggregate capital

gain or aggregate capital loss; such

a loss is ring-fenced and is

deductible only from a capital gain

arising from the disposal of assets

to that same “connected person”.

Does the redemption of
redeemable shares give rise to
a recovery of their acquisition 
cost?

The second issue before the court

related to the quantum of the

appellant’s capital loss. This turned

on the meaning of the word

recovery in para 20(3) of the Eighth 

Schedule; the pivotal question was

whether the taxpayer had

recovered part of the expenditure

incurred in purchasing the

preference shares when those

shares were redeemed by the

issuing company. 

Was the redemption of the
shares a “disposal to any
person”?

If para 39(1) of the Eighth Schedule 

were applicable, it was clear that

the taxpayer’s capital loss would be

a clogged loss, since it was common 

cause that the taxpayer and the

issuing company were “connected

persons”.

The question was whether this

paragraph was indeed applicable.

In this regard, the language in

which this provision of the Eighth

Schedule is expressed was of critical 

importance. The spotlight fell on
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that part of the paragraph which

states that a person must

disregard -

any capital loss ... in respect of the

disposal of an asset to any person 

(a) who was a connected person in

relation to that person immediately

before that disposal; or

(b) which is immediately after the

disposal

(i) a member of the same group of

companies as that person ..

(Emphasis added.)

The term disposal is defined in para

11(1) of the Eighth Schedule, and

expressly includes a redemption.

SARS argued that para 39(1) of the

Eighth Schedule was applicable and 

that the redemption of the

preference shares constituted a

disposal to the company. The

taxpayer company argued that this

paragraph was not applicable

because the redemption was not a

disposal “to” any other person.

The nature of a disposal to
another person as distinct
from a mere extinction of
rights

The taxpayer company argued that

the kinds of disposal envisaged in

para 39(1) are those in which an

asset, or rights in an asset, are

transferred from the disposing

party to another person;

furthermore, that even though para

11(1) explicitly defines disposal as

including redemption, the language

of this provision - and in particular

the word “to” in the phrase “disposal 

of an asset to any person”- had the

effect of confining the application

of para 39(1) to those akin to the

ones mentioned in para 11(a), such

as sales, where there was a transfer

of the asset itself, or of rights in the

asset, to another person.

The taxpayer company argued that

where shares are redeemed, there is

no transfer of the shares themselves,

or of any of the rights represented by 

the shares, from the shareholder to

the redeeming company, and that

the shares or the rights are simply

extinguished, and cease to exist.

SARS’s counter-argument was that

the redemption of shares is, in

essence, a kind of “buy-back” of the

shares and consequently constitutes 

a disposal to the redeeming

company.

The court applied the
principles of statutory
interpretation

Faced with these arguments and

counter arguments as to the proper

interpretation of the word disposal

in the context of para 39(1), read

with para 11(1), the court looked

to the legal principles regarding

the interpretation of fiscal

legislation - with the spotlight

falling on the significance of the

word “to” in the phrase “the

disposal of an asset to any person”

and the question whether that

word could simply be ignored. 

In this regard the court (at para

[10]) cited the decision in

Commissioner for Taxes v Ferreira

1976 (2) SA 653 (RAD), 38 SATC

66 for the proposition that -

 in interpreting anti-avoidance

provisions, such as para 39(1), a

wider interpretation is required so

as to suppress the mischief at which

the provision is aimed and to

advance the remedy.

The court said (at para [17]) that - 

The mischief at which paragraph 39(1

is aimed is clearly to prevent the

taxpayer from avoiding or reducing its

tax liability by creating a capital loss

through the disposal of an asset to a

person (including a company) that it is

connected to. To allow such losses ...

would provide fertile ground for the

creation of fictitious losses. Tax liability 

would be reduced while the asset, or the 

benefit thereof, would still be retained

by the disposer, albeit through the

connected person.

The court said (at para [18]) that

the wording of para 39(1) clearly

covers transactions such as sales or

the transfer of assets (including

shares) from the disposer to a

connected person or company. The

difficulty, said the court, arises

where there is no transfer of the

asset or rights in the asset from the

disposer to the connected person.

The court said that, according to

established canons of construction,

the preposition to in the phrase the

disposal of an asset to any person

A clogged loss is a loss which, in terms of the Eighth Schedule,

must be disregarded in the determination of the disposer’s

aggregate capital gain or aggregate capital loss; such a loss is

ring-fenced and is deductible only from a capital gain arising

from the disposal of assets to that same “connected person”.
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could not be ignored unless its

inclusion would result in an

absurdity so glaring that it could

never have been contemplated by

the legislature. The inclusion of this 

preposition, said the court - 

implies a disposal of a kind in which

the asset (or the rights represented

therein, in the case of shares) must be

transferred to the connected person.

As to the nature of the redemption

of shares, the court held (at para

[26]) that -

The redemption of shares results in the

extinction and not in a transfer of the

rights embodied in the shares to the

company redeeming them, or to any

other person.

The court consequently held that

para 39(1) of the Eighth Schedule

did not apply to the redemption of

shares in the present case and that

the loss incurred by the taxpayer

was therefore not a clogged loss as

envisaged in that paragraph.

The quantum of the
taxpayer’s loss

The court began its analysis of the

quantum of the taxpayer’s loss on

the redemption of the shares in

question with the fundamental

proposition that a capital gain is the 

excess of the proceeds of an asset

on its disposal (or, in the case of a

deemed disposal, its market value)

over its base cost.

In the present case, the cardinal

dispute between the taxpayer

company and SARS was whether, in 

determining the base cost of the

shares, the original purchase price

of the shares in question fell to be

reduced by the aggregate

preferential dividend and the

redemption premium that was

payable in terms of the articles of

association of the company which

had issued and was now redeeming

the shares.

SARS argued (see para [28] of the

judgment) that the dividend and

the redemption premium

constituted a recovery as envisaged

in para 20(3) of the Eighth

Schedule. It is noteworthy that this

argument is in direct contradiction

to the guidance given by SARS in its 

Comprehensive Guide to Capital

Gains Tax (Issue 4) at 8.18, which

states that a post-acquisition

dividend is not a recovery in the

context of para 20(3). It is indeed

surprising that SARS should

contradict itself in contesting an

appeal and begs the question

whether it considers itself bound by 

its published guidance. It is

submitted that SARS should adopt a 

more principled approach in these

situations and concede its publicly

disseminated interpretations where 

taxpayers fall within the scope of

such guidance.

The taxpayer company (see para

[30]) argued the contrary, namely

that, in the context of the present

case, a recovery as envisaged in para 

20, would occur only where it had -

got back into its possession the

expenditure (or part of the

expenditure) incurred in respect of the

acquisition of the preference shares.

The taxpayer company argued that

to treat a dividend or redemption

premium as a recovery of the

purchase price of the shares would

lead to an absurd result and would

be tantamount to treating rental

received by a property owner as a

recovery of the purchase price of

the property.

The company argued further that it

had never got back any of the

purchase price which it had paid to

the bank from which it had

purchased the shares. The

redemption premium was received

on account of the redemption of the 

shares and was not a repayment of

part of the purchase price. It was

further argued that para 20(3)

referred to an amount that had

been recovered and not to the

wider concept of any benefit linked

to the acquisition of the asset.

The court held (at para [38]) that - 

There is merit in the contention that

the fruit derived from an asset will,

generally, not constitute a recovery

envisaged in paragraph 20(3). On a

proper construction of that paragraph,

in order for the amount to be a

recovery, the taxpayer must have got

back the cost (or part) expended in

acquiring the asset. The fruits of the

asset, such as rent, in the case of the

assets being a rental property, or

dividends earned in respect of the

shares, are, generally, not amounts

that have been recovered as

contemplated in paragraph 20, but

constitute income earned from the

particular asset.

The court held (at para [43]) that,

when calculating the taxpayer

company’s capital loss, SARS had

erred in treating the dividend

portion and the redemption

premium portion of the redemption 

payments as recoveries of the cost

of acquiring the preference shares. 

The decision

Paragraph 39(1) of the Eighth Schedule, said the court, did not apply to the redemption of the preference

shares and the taxpayer company’s loss was not a clogged loss that could be deducted only in the manner

envisaged in that paragraph. As to the quantum of the capital loss, the dividends and redemption premium

paid to the taxpayer company was not to be treated as a recovery envisaged in paragraph 20(3).

Capital gains tax consequences of redemption of redeemable shares
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The revamped venture capital company tax regime

The venture capital company (VCC) tax regime was first created in 2008. Its purpose was to put
in place a structure whereby investors could pool their funds in an intermediate entity, namely
the VCC, which would then channel those funds into investments in small businesses and junior
mining ventures. 

The VCC would provide equity

capital and supportive management 

services and, in return, would

acquire a major stake in those

ventures until they reached a

sustainable level of maturity

(envisaged as being between five

and ten years), at which juncture

the VCC would sell its stake at a

profit and distribute any profit to

its shareholders.

It was, from the outset, realised by

SARS and Treasury that a VCC’s

investments in this regard would

be high-risk, in which a few large

winners would, hopefully,

compensate for losses in other

ventures. Investment in the shares

of a VCC would be concomitantly

high-risk.

As a fiscal inducement to off-set

the commercial risk, taxpayers

who invested in a VCC by acquiring 

its shares would derive an upfront

deduction for expenditure incurred 

for this purpose - a generous

concession, given that investment

in equities is normally

non-deductible, being expenditure

of a capital nature. On the eventual

sale of the equity stake by the VCC,

the proceeds so derived would be a

taxable recoupment of the initial

deduction.

The VCC fiscal benefits proved 
insufficient to attract
investors

It is now accepted that the VCC tax

regime did not succeed in its

objective of attracting investor

interest. There were few

applications to SARS for approval

of venture capital companies, and

by the end of 2011, not a single

VCC had been initiated. 

In hindsight, it seems that the fiscal

benefits were too small, and that

the statutory criteria for qualifying

small business and mining ventures

were excessively restrictive and

complex.

The 2011 tax amendments

To address these concerns, and try

to breathe new life into the VCC

initiative, the amendments made by 

the Taxation Laws Amendment Act

24 of 2011 provide, by way of

amendments to section 12J,  for a

general relaxation of the statutory

requirements, balanced by

anti-avoidance requirements which

are intended to ensure that the VCC 

fiscal regime cannot be exploited to

create tax-driven deductions of

little or no value to the ostensible

beneficiaries.

The amendments, summarised

below, take effect from years of

assessment commencing on or after 

1 January 2012.

Investor criteria

The prior statutory ceiling amounts

for deductible expenditure on the

acquisition of shares in VCC

companies and the restrictions on

qualifying taxpayers have been

completely removed. In addition,

the restriction which permitted only 

natural persons to qualify for the

deduction have been removed and

any taxpayer, including legal

entities, can now qualify for the

deduction of expenditure incurred

in acquiring shares in an approved

venture capital company. The

previous ceiling of R750 000 on

investments has been removed.

However, three new anti-avoidance 

provisions have been introduced.

The VCC would provide

equity capital and

supportive management

services and, in return,

would acquire a major

stake in those ventures

until they reached a

sustainable level of

maturity.
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The first will ensure that the

deduction is not available to

investors who become “connected

persons” as a result of, or on

completion of the investment. This is 

intended to ensure that a deduction

cannot be gained from cycling funds

among closely connected parties

rather than from obtaining new

independent investments. 

The second anti-avoidance

provision allows deductions only if

the investments in the VCC are pure 

equity investment with no debt-like

features. 

Thirdly, the investor must be

genuinely “at risk”, in other words,

invested funds which are derived

from a loan or credit facility must

be genuinely subject to the

economic risks of the project. An

investor is clearly at risk where the

funds come from his own resources

or from a loan or credit facility on

full-recourse terms, in which the

loan must be repaid even if the VCC 

does not achieve its objectives and

the invested funds are not recouped 

by a return on the investment. 

The amendments to section 12J

provide that the “at risk”

requirement will not be satisfied if

the loan or credit facility is directly

or indirectly provided by the VCC

itself, nor if the period within which 

the loan or credit is to be repaid

exceeds five years. This is intended

to disqualify schemes where

repayment is so long delayed that it

becomes meaningless after inflation 

is taken into account.

Venture capital company
criteria

The criteria for qualification as a

venture capital company have been

significantly relaxed in order to

simplify the system and eliminate

unnecessarily burdensome

requirements. 

Firstly, VCC’s will not be

disqualified merely on the ground

that they are listed on the JSE: it

has been decided that there were

no sound reasons to support the

prior restriction in this regard. 

Secondly, the VCC is now

permitted to be part of a group,

regardless of whether it is a

controlling group company or a

controlled group company. Some

ownership limitations have been

retained in respect of qualifying

investments in respect of small

business or junior mining ventures.

Thirdly, the prohibition on having

more than 20% of passive income in 

a single year has been dropped;

henceforth, a temporary cash

accumulation will not be a

disqualifying factor. However, the

VCC is still required to outlay at

least 80% of its expenditure on

qualifying small business and junior 

mining companies as from the date

that the VCC is approved by SARS. 

Fourthly, the minimum investment 

requirements have been dropped,

and the VCC is no longer required

to invest a minimum of R30 million

in order to acquire a qualifying

company that constitutes a small

business, or a minimum of R150

million to acquire a junior mining

company.

Fifthly, the diversification

requirements have been dropped

which previously mandated that a

VCC could not invest more than

15% of its total expenditure on any

one qualifying company engaged in

small business or that was a junior

mining company; the requisite

percentage has been increased to

20%. In effect, therefore, a VCC can 

satisfy the criteria by investing in at

least five qualifying companies.

Qualifying investee companies

The 2011 amendments have

relaxed the requirements relating to 

qualifying investee companies. 

As was noted above, a VCC is

required to invest at least 80% of its 

expenditure in qualifying investee

companies. Previously, qualifying

investee companies engaged in

small business could not have a

book value exceeding R10 million

and qualifying junior mining

companies could not have a book

value exceeding R100 million.

These thresholds have been revised

to R20 million and R300 million

respectively.

The prior restrictions as to

qualifying company ownership

have also been relaxed. Previously,

qualifying investee companies

could not be more than 50%-owned 

by the VCC. This requirement was

regarded as inappropriate because

private equity funds (on which the

VCC regime is modelled) often

maintain temporary control of

qualifying companies for an

incubation period in order to retain

managerial oversight. This

threshold has been relaxed so that

The previous prohibition on franchisees has been 

dropped, and VCCs will be able to invest in

qualifying companies that are small businesses

that operate as franchisees.
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the VCC can own up to 70%, and

the 30% margin can then attract

independent participants.

Finally, the previous prohibition on

franchisees has been dropped, and

VCCs will be able to invest in

qualifying companies that are small

businesses that operate as

franchisees.

Overview

Investment in the shares of

approved VCC companies offers the 

prospect of a guaranteed deduction

to taxpayers who find themselves

with an embarrassment of

otherwise taxable income as the

end of the tax year approaches. 

Assuming that the shares in the

VCC company more or less hold

their value, the taxpayer will be

able to recoup the deduction,

piecemeal if so desired, timed in the 

most tax-effective manner.

However, a taxpayer who is

thinking along these lines would

probably only consider shares in a

VCC that is listed on the JSE, for

only then can there be an assurance 

of being able to find a buyer,

without delay, when a decision is

made to dispose of the shares.

Trust assets may be treated as the personal assets of a

trustee who has used the trust as his alter ego

The South African Revenue Service will be avidly studying the decision of the Gauteng High Court 
in Rees v Harris 2012 (1) SA 583 (SGHC) which affirms, in principle, that in appropriate
circumstances a court can ‘lift the veil’ of a trust and treat its assets as the personal property of a
trustee.

The decision does not make new law. The landmark judgment of

Cameron JA in Land and Agricultural Bank of South Africa v Parker

2005 (2) SA 77 (SCA) explicitly conceded, in principle,

that such a lifting of the veil is possible in the context of

a trust. 

Such a lifting of the veil would, of course have

far-reaching tax consequences, particularly in relation

to income tax and estate duty, with trust income and

trust assets being regarded as the personal income and

assets of a trustee.

The decision in Rees v Harris is significant in two

respects. Firstly, it discusses in considerable detail the

circumstances in which a court will disregard the

existence of a trust and treat its assets as the personal

property of a trustee. Secondly, the decision illustrates

the considerable evidentiary difficulties faced by a

party in establishing the facts that would justify a court

in making such an order.

A trust as the trustee’s alter ego

In essence (see the judgment at paras [11] and [26]) it

would have to be shown that assets, ostensibly

belonging to the trust, were the property of the trustee

in question (in other words, that the trust was merely

his alter ego) or, alternatively, that the trustee had

abused the trust for an improper purpose.

Revamped venture capital company tax regime (cont...)

It seems that trust assets will be

regarded as the personal assets of

a trustee where he did not respect

the separate existence of the trust

and treated its assets as his

personal property.



It seems that trust assets will be

regarded as, in reality, the personal

assets of a trustee where the trustee 

did not respect the separate

existence of the trust and treated

the trust assets as his personal

property. 

As to the abuse of a trust, the

allegation in Rees v Harris (see the

judgment at [18]) was that Rees

had used the trusts as an

instrumentality to house ill-gotten

gains derived from the fraudulent

activities of the now notorious

Barry Tannenbaum, who is

currently resisting extradition from

Australia to face prosecution in

South Africa on charges of

operating a ponzi scheme. 

By the time of the litigation that is

the subject of this decision (in

which Harris was claiming

repayment of moneys lent by him to 

Rees), the respondent, Rees (for

whom a warrant of arrest on fraud

and theft and forgery charges had

been issued in South Africa) had

taken up residence in Switzerland

and had made clear he had no plans 

to return. Rees did not deny either

the loan to himself from Harris, nor

its non-repayment. 

The question before the court was

whether the assets of two trusts, of

which Rees was a founder,

co-trustee and beneficiary, could be 

attached to found jurisdiction in the 

civil proceedings for recovery of the 

debt.

The judgment makes clear that, in

order to lift the veil of the trust,

Harris would have to show that

Rees was in full control of the trust,

and that the co-trustee (his spouse)

was merely his puppet.

At first instance, the Gauteng High

Court had concluded that a prima

facie case had been made out in this

regard to justify an order for the

attachment of the trust assets to

found jurisdiction in the action

against Rees.

Inferences can be drawn only
when primary facts have been 
established

On appeal, the full court took a

different view and held that

“primary facts” had not been

established from which the

necessary inferences could be

drawn that would justify a lifting of

the veil. The court held (at para

[27]) that Harris had to prove, on a

balance of probabilities and not

merely on a prima facie basis, that

Rees owned or controlled the trust

assets.

If a lifting of the veil of a trust were

to be argued in tax litigation

between SARS and a trustee,

arising out of an assessment in

which the trustee was taxed on the

basis that assets and income of the

trust were his own, the onus of

course would be significantly

different. In terms of the Income

Tax Act 58 of 1962, the onus would

be on the trustee to prove that the

assessment was wrong. This may

compel the trustee to produce the

kind of documentary records that

Harris, in the litigation discussed

above, was unable to compel Rees

to produce, and which may have

shown that the trust was indeed the 

latter’s alter ego.
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