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SARS is tripped up by a legal fiction of its own devising

No legislation is as replete with legal fictions as the Income Tax Act, most of them signalled by
the phrase “shall be deemed” and inserted into the Act for the benefit of SARS. With this magical
incantation, circles become squares in the eyes of the law. 

It is difficult to recall any instance

where this trick of statutory drafting

has operated to the benefit of the

taxpayer – until the judgment that is

the subject of this note.

The Tradehold decision

The Supreme Court decision in CSARS

v Tradehold Ltd [2012] ZASCA 61 (in

which judgment was handed down on

8 May 2012) came before the court as

an appeal from the Cape Town Tax

Court.

The background facts were as follows.

On 2 July 2002, at a meeting of

Tradehold’s board of directors in

Luxembourg, it was resolved that all

future board meetings would be held

in that country. At a stroke, therefore,

as from this date, the ‘effective

management’ of the company became

located in that country. Nonetheless,

the company, which had been

incorporated in South Africa, remained 

a ‘resident’ of the Republic by virtue of

the manner in which the term ‘resident’ 

was then defined in section 2 of the

Act, namely, as a juristic person ‘which

is incorporated, established or formed

in the Republic or which has its place of 

effective management in the Republic

...’ 

An amendment to the definition of

‘resident’, which became effective as

from 26 February 2003, added the

following words to the definition, ‘but

does not include any person who is

deemed to be exclusively a resident of

another country for purposes of the

application of any agreement entered

into between Governments of the

Republic and that other country for the 

avoidance of double taxation’.

Additional assessment issued

SARS had issued an additional

assessment for the taxpayer company

in respect of a taxable gain which,

according to the Commissioner, had

arisen from a deemed disposal (as

envisaged in para 12(1) of the Eighth

Schedule to the Income Tax Act 58 of

1962) by the taxpayer of its shares in

Tradegro Holdings Ltd (Tradegro) a

company incorporated in Guernsey,

which in turn owned 65% of the issued 

share capital of a UK-based company.

That deemed disposal had been

triggered by Tradehold’s loss of

resident status in South Africa.

During the tax year in question, the

taxpayer’s only asset was its 100%

shareholding in Tradegro, and the

deemed disposal, argued for by SARS,

resulted in an assessment for an

eye-watering taxable capital gain of

R405 039 083 by way of what is

colloquially referred to as an ‘exit

charge’.

Relying on para 12 of the Eighth

Schedule, SARS contended that when

the taxpayer relocated its seat of

effective management to Luxembourg

on 2 July 2002 or when it ceased to be

a resident on 26 February 2003 as a

result of the aforementioned

amendment to the definition of

‘resident’, it was deemed to have

disposed of all its assets, which in this

case meant its sole asset, namely its

100% shareholding in Tradegro,

resulting in the taxable capital gain.

The deemed disposal
consequent upon a loss of
residence status

Paragraph 12 of the Eighth

Schedule provides that –

(1) Where an event described in
subparagraph (2) occurs, a person will be 
treated for the purposes of this Schedule
as having disposed of an asset described
in that subparagraph for proceeds equal
to the market value of the asset at the
time of the event and to have immediately 
reacquired the asset at an expenditure
equal to that market value, which
expenditure must be treated as an
amount of expenditure actually incurred
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and paid for the purposes of paragraph
20(1)(a).

(2) Subparagraph (1) applies, in

the case of – 

(a) a person who ceases to be a
resident, or a resident who is, as a
result of the application of any
agreement entered into by the Republic
for the avoidance of double taxation,
treated as not being a resident, in
respect of all assets of that person other
than assets in the Republic listed in
paragraph 2(1)(b)(i) and (ii);

Paragraph 12 must be read with

para 2 of the Eighth Schedule

which provides that –

‘(1) Subject to paragraph 97, this
Schedule applies to the disposal on or
after valuation date of –

(a) any asset of a resident; and

(b) the following assets of a person who
is not a resident, namely –

(i) immovable property situated in the
Republic held by that person or any
interest or right of whatsoever nature of 
that person to or in immovable property
situated in the Republic; or

(ii) any asset which is attributable to a
permanent establishment of that person
in the Republic.’

The court commented (at para [7] of

the judgment) that para 12(1), in

referring to a person being ‘treated as 

having disposed of an asset’, was a

deeming provision whereby a

fictional disposal of the taxpayer’s

assets, except those listed in

sub-section 2(1)(b)(i) and (ii), was

triggered when a company ceased to

be a resident of the Republic or was

treated as not being a resident by

virtue of a double tax agreement.

The Tax Court held that the
capital gain from the deemed
disposal was not taxable in SA

In the Tax Court, Tradehold had

contended that if there was a deemed 

disposal of assets during the 2003 tax 

years, the capital gain from that

disposal was not taxable in South

Africa but in Luxembourg because

Tradehold was deemed to be a

resident of Luxembourg in terms of

article 4(3) of the Double Tax

Agreement between South Africa and 

Luxembourg which provides that

where a company is a resident of

both treaty states, it is to be regarded

as resident in the state where its

effective management is situated – in 

this instance, Luxembourg.

Article 13(4) of the DTA provides

that –

‘Gains from the alienation of any
property other than that referred to in
paragraphs 1, 2 and 3, shall be taxable
only in the Contracting State of which the 
alienator is a resident.’

The Tax Court rejected the

Commissioner’s argument that this

reference to ‘gains from the

alienation of property’ did not

include a deemed disposal (as

distinct from an actual disposal) as

envisaged in para 12(2)(a) of the

Schedule.

Is a deemed disposal
equivalent to an actual
disposal?

In the Supreme Court of Appeal the

Commissioner reiterated his

argument that a deemed disposal

provided for in para 12(1) of the

Eighth Schedule is not an ‘alienation’

as envisaged in Art 13(4) of the DTA.

The Commissioner argued further

that, if Art 13(4) indeed applied, it

would mean that the ‘exit charge’

could be levied only in the event of

a South African taxpayer emigrating 

to a country which has not entered

into a DTA with the Republic which

contains a provision similar to Art

13(4), and that this could never

have been the intention of the

legislature.

The court identified the crisp
issue on which the case
turned

The Supreme Court of Appeal

pointed out that, once it is brought 

into operation, a double tax

agreement has the effect of law in

South Africa. The court went on to

say (at para [23]) that –

The crisp question that falls to be
determined is whether the term
‘alienation’ as used in the DTA includes

within its ambit gains arising from a
deemed (as opposed to actual) disposal of
assets. As mentioned above the term must
be given a meaning that is congruent with 
the language of the DTA having regard to
its object and purpose.

In this regard, the court ruled that –

‘the term ‘alienation’ as it is used in the
DTA is not restricted to actual alienation.
It is a neutral term having a broader
meaning, comprehending both actual and 
deemed disposals of assets giving rise to
taxable capital gains  . . .  Consequently,
Art 13(4) of the DTA applies to capital
gains that arise from both actual and
deemed alienations or disposals of
property. It follows therefore that from 2
July 2002, when Tradehold relocated its
seat of effective management to
Luxembourg, the provisions of the DTA
became applicable and that country had
exclusive taxing rights in respect of all of
Tradehold’s capital gains’.

The Supreme Court of Appeal

accordingly ruled that the Tax Court

had been correct in holding that the

Commissioner had incorrectly

included a taxable gain resulting

from the deemed disposal of

Tradehold’s assets in its income for

the 2003 year of assessment, and

that SARS’s appeal against that

decision could not succeed.

Editor’s note: The Minister of

Finance issued a media statement

following this judgment,

indicating, inter alia, that he will

“if necessary ...  propose

amendments to further clarify that

a DTA does not apply to deemed or

actual disposals while a taxpayer is

resident in South Africa.” This is

clearly a knee-jerk reaction to an

unfavourable interpretation by the

Courts, as the circumstances of

dual residence under domestic laws

that pertained in the Tradehold

dispute can no longer apply

following the amendment to the

definition of “resident” in February

2002. In the circumstances, any

such amendment would be of no

effect.
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Donations by a company ‘at the instance of’ any

person

Donations tax is payable on donations by a resident company, save that public companies are
exempt from donations tax in terms of s 56(1)(n) of the Income Tax Act 58 of 1962.

To protect the fiscus against the

stratagem in which an individual

taxpayer makes a donation via a

controlled company in order to avoid 

incurring liability to donations tax,

s 57 in its newly-amended form

(which takes effect from the date that 

the dividends tax comes into

operation) provides that, if ‘any

property’ is disposed of by ‘any’

company ‘at the instance of any

person’ and that disposal would have

been treated as a donation had the

disposal been made by that person,

such property must, for the purposes

of donations tax, be deemed to be

disposed of under a donation by that

person.

In its previous incarnation (in terms

of the now repealed proviso to s

57(1)) this provision went on to say

that such a person was entitled to

recover any donations tax so payable

from the assets of the body corporate

(and such right of recovery was

arguably available to the

Commissioner in the event that the

person in question failed to pay the

tax) but this provision has been

omitted from the amended version.

Deemed donations by
non-resident companies

A ‘company’, as defined in the Act (as 

with the term ‘body corporate’ in the

repealed s 57(1)) is not confined to

resident companies. 

It follows, therefore, that liability for

donations tax under this deeming

provision will be incurred where

property is disposed of under a

donation by a non-resident company

at the instance of a resident

individual. 

For example, if X (Pvt) Ltd, a

non-resident company, were to

donate an asset at the instance of X,

who is resident in the Republic (and

perhaps, though not necessarily, the

sole beneficial shareholder of the

company), s 57 will apply. As a

result, X will be deemed to have

made the donation and, as a resident, 

will be liable for donations tax on the 

deemed donation, irrespective of

whether the donee is a resident or

whether the donated property is

situated in the Republic.

The now-undefined expression
‘at the instance of’ a person

The now-repealed s 57(2)

prescribed the circumstances in

which a donation made by a body

corporate was deemed to have been 

made ‘at the instance of’ a

particular person, namely, if,

having regard to the circumstances

under which the donation was

made, the Commissioner was of the 

opinion –

· that the donation was not made

in the ordinary course of the

normal income-earning

operations of the body

corporate, and

· that the selection of the donee

who benefited by the donation

was made at the instance of that

person.

Any decision of the Commissioner

under s 57(2) was subject to

objection and appeal.

Surprisingly, s 57(2) has been

repealed by the Taxation Laws

Amendment Act 24 of 2011, leaving 

the meaning of the phrase ‘at the

instance of any person’ undefined.

This is an extremely elastic

expression and, shorn now of s 57(2) 

which ascribed a reasonably clear

deemed meaning to the phrase, its

interpretation is a matter for

speculation. Inter alia, it is unclear

whether it is necessary that the

recipient of the donation should have 

been selected by the person at whose

instance the donation was made, and 

whether ‘at the instance of’

encompasses a mere suggestion or

connotes exercising a decisive

influence in respect of the decision to 

donate. 

If a mere suggestion suffices, it

would cast the tax net preposterously 

wide. Any company director who

floated a proposal that the company

should make a donation - even a

charitable donation - could incur

personal liability for donations tax. If

the phrase connotes exercising a

decisive influence, any company with 

more than one director could argue

that no single director exercised such 

influence in relation to the donation.
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Australian ruling to counter tax-driven financing of

property

In Australia, as in South Africa, a taxpayer who acquires a house or other fixed property for the
purposes of gaining rental income is permitted to deduct (inter alia) the interest on moneys that
were borrowed to acquire the property. 

In Australia, as in South Africa, such

deductible expenditure is not

ring-fenced (save where s 20A

applies), and it is therefore

particularly attractive to salary and

wage-earners who have few other

opportunities to reduce their taxable

income. In the longer term, the

investment property holds the

promise of a capital gain, which will

be taxed on disposal at a relatively

low rate.

Where the taxpayer in question also

owns his own residence, it makes

sense for him to use his available

funds to reduce the mortgage on that 

residence because the interest is not

deductible, being of a private or

domestic nature. 

It also makes sense for him to use the

rental income from the investment

property to pay off the mortgage on

his residence, rather than use it to

reduce the mortgage on the

investment property. 

The optimal arrangement is for the

loan on the investment property to be 

interest-only, and for no repayments

at all to be made against interest or

capital, so that the capital amount of

the loan (and the deductible interest) 

steadily mounts with the addition of

unpaid interest while the taxpayer

uses his available funds to reduce the 

amount owing on the loan for his

residence.

The Australian Tax Office is to
act against such arrangements

The Australian Tax Office has

announced its intention to put a halt

to ‘certain loan arrangements’ of this

nature and is to issue a ruling in this

regard. The ruling itself has not yet

been released.

It seems that, in future, the ATO will

reject arrangements in which

taxpayers who own an investment

property use some or all of the rental

to pay off their home loan instead of

using it to reduce the capital of the

investment loan.

Press reports say that, in future, the

ATO ‘will reject such

arrangements’. It is not clear how

unacceptable arrangements in this 

regard are to be identified, and on

what tax principles the ATO will

base its rejection of claims to

deduct interest. Comments in the

financial press have included the

following:

“People are trying to divert all the rental 
income off into their home loan. That’s
pushing it too far and that’s what the
Tax Office is getting at,’’ said Age
columnist and tax expert Max
Newnham.

The change would affect one of the “big
ticket’’ items, claiming interest paid,
which landlords rely on when lodging
their tax return, said BDO property tax
specialist Eddie Chung. “Any loan
arrangement that incorporates features
that would effectively give rise to the
capitalisation of interest on an
investment loan while the loan
repayments are used to pay down the
principal of a private loan is now under
the spotlight,’’ he said.

With Australia being a tax-aggressive 

and litigious society, it is likely that

the Australian Tax Office will be

challenged in the courts in relation to 

the proposed practice, so it may well

be a year or more before the first

cases come before the Australian

equivalent of our own Tax Court, and 

longer still before any appeal is heard 

in the higher courts.

A tax ruling in Australia will reduce tax-deductible interest

for individuals who own a negatively-geared investment

property and do not use the rental income to repay the

mortgage on their residence.
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The Supreme Court of Appeal speaks on trading stock

acquired for no consideration

In Eveready v CSARS [2012] ZASCA 36 the Supreme Court of Appeal, in a judgment handed
down on 29 March 2012, dismissed the taxpayer’s appeal against the decision of the Port
Elizabeth Tax Court in ITC 1851 (2010) 73 SATC 241.

For a taxpayer engaged in trade, the

acquisition cost of trading stock is

deductible in terms of s 11(a)  of the

Income Tax Act, but the taxpayer

must include in his gross income the

value of his closing stock at the end of

the year of assessment. 

Section 22(1) provides for the value

to be attributed to closing stock.

Broadly speaking, this is the cost price

of the stock less such allowance, if

any, as the Commissioner regards as

reasonable in respect of any

subsequent diminution in value.

The deductible amount

Section 22(4) deals with the value to

be placed on trading stock that the

taxpayer acquired for ‘no

consideration’, and provides that the

cost price of such stock for the

purposes of s 22(3) – and thus the

deductible amount – is deemed to be

its current market price at the date of

acquisition. In effect, the taxpayer is

permitted to deduct a notional amount 

not actually expended by him.

Division sold as a going
concern including trading
stock

In this particular case, the Gillette

Group South Africa (Pty) Ltd had

sold a division of its business that

manufactured, distributed and sold

batteries under the name ‘Eveready’

as a going concern (with an effective

date of 1 March 2003) to Friedshelf

243 (Pty) Ltd, a shelf company that

then changed its name to Eveready

(Pty) Ltd and claimed a deduction of

some R103 million in respect of the

market value of the trading stock

acquired by it on the basis that the

stock had been acquired for no

consideration as envisaged in s22(4).

It was not in dispute that Eveready

was entitled to a deduction in respect 

of the acquisition of the trading

stock; the contentious issue was the

value to be attributed to that trading

stock. SARS contended that the

trading stock was acquired for a

consideration, and that the

deductible amount was its cost price,

as envisaged by s 22(2)(b), which it

estimated at some R21 million.

The issue before the court

The sole question before the court was 

whether Eveready had acquired the

trading stock ‘for no consideration’ in

which event, it would be entitled to a

deduction equal to its market value in

terms of s 22(4), or whether it was

acquired for a consideration, in which

event the cost price would be

deductible in terms of s 22(2)(b). The

court was merely required to

determine this issue of principle.

The criteria

The Supreme Court of Appeal said

that the issue as to whether the stock

was acquired for no consideration

was a question of fact which turned

on the terms of the agreement

between the parties in relation to the

acquisition. 

The Tax Court had ruled that oral

evidence in that regard was not

admissible by reason of the parol

evidence rule, and the Supreme

Court of Appeal said that such

evidence was rightly ruled to be

inadmissible. The common law parol

evidence rule provides that where

the written record of an agreement is

intended to be a complete memorial

of what was agreed between the

parties, the law does not permit oral

evidence to be adduced that

contradicts, adds to or modifies the

written version.

Eveready’s case, said the Supreme

Court of Appeal, turned entirely on

the interpretation the company had

accorded to Schedule 6 to the

agreement in question. Eveready’s

contention was that, properly
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interpreted, the trading stock had

been acquired for no consideration.

In essence, the argument was that,

because a blank space had been left

alongside an item that included the

trading stock of the business, the

parties intended that the allocation

should be nil. That, said the court (at

para [13]) ‘is the long and the short

of its submission’.

Agreement did not allocate a
nil value to the trading stock

The court gave short shrift to

Eveready’s contention in this regard.

‘In our view,’ said the court (and the

five justices of appeal were

unanimous), ‘the submission has no

merit. Not only does the submission

ignore the context in which the

schedule must be read but it is also

inconsistent with the language of the

schedule itself.’

It was clear, said the court, that the

purchase price for the business, as

recorded in the agreement, was at

least partly for the trading stock.

The court went on to say (at para

[23]) that –

‘Indeed, it would be most extraordinary if
Gillette had given away trading stock for
free that Eveready says had a market
value of over R100 million.’

It was unnecessary to
consider whether the
agreement was simulated

If the court had ruled that the

agreement, properly interpreted, did

indeed allocate a nil value to the

trading stock – which, as the court

said, would be ‘extraordinary’ – it

would then have been necessary to

consider whether the agreement in

this regard was ‘simulated’. It is

surprising that SARS did not advance

this as an alternative argument, in

case its primary argument failed. 

This issue would have led the

Supreme Court of Appeal back into

the thickets of the contentious

judgment by Lewis JA in the NWK

case (CSARS v NWK Ltd 2011 (2) SA

67 (SCA)) which postulated that, to

determine whether an agreement was 

‘simulated’, it is necessary to inquire,

not only into the intention of the

parties (that is to say, the terms of

their actual contractual consensus),

but into the ‘commercial sense’ of the

transaction. 

The court gave short shrift to Eveready’s contention that, because a blank space had been left

alongside an item that included the trading stock of the business, the parties intended that the

allocation should be nil. 

Trading stock acquired for no consideration



Financing investments in Kenya – a trap

for the unwary

One of the risks of starting up new business ventures in a foreign
jurisdiction is that the investments require start-up working capital until
they are able to generate a self-sustaining cash flow. The facilities are
intended to be in place only for a relatively short period of time, and it is
therefore impractical to introduce the funding in the form of share
capital.

Introducing the working capital funding by

way of a loan carries with it the risk that

the South African holding company may be 

subjected to tax under the transfer pricing

provisions of the Income Tax Act, unless a

market related rate of interest has been

levied.

Finance Minister Pravin Gordhan

announced in his February Budget Speech

this year that interest-free loans made by

multinational companies to foreign African

subsidiaries may be treated as additional

share capital for South African tax purposes 

in order to avoid transfer pricing concerns

and to adopt a more flexible approach to

funding African operations. If the

Minister’s announcement takes effect, it

will mean that interest-free or low interest

loans will no longer be at risk of transfer

pricing adjustments.

Multinational companies stand to be taxed

on any interest-free loan they make to their 

subsidiary companies in Kenya for

investment purposes, according to recent

amendments under the Kenya Finance Act,

2010. The Kenya Revenue Authority in

implementing this legislation deem an

interest rate which is adjusted every three

months on such interest-free loan. The

applicable interest rate for the quarter

ended 31 March 2012 is 16%. The Kenya

Revenue Authority levies a withholding tax 

of 15% on the deemed interest, which

should be paid over in the month following

the onset of the deemed interest.

Effectively, South African firms providing

interest-free loans to their Kenya

investments in which they hold controlling

interests risk paying at least 2.4% of the

loan amount annually to the authorities in

taxes.

This represents an irrecoverable tax cost to

the South African holding company, as

there would be no relief from double

taxation in South Africa, and no deduction

is allowable to the borrower under the

Kenyan legislation.

South African companies looking to start

up operations in Kenya should therefore

consider carefully the capitalisation of the

venture with a view to managing

unexpected tax risks.
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