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Understatement penalties on returns filed before 1 October
2012 – some respite

The promulgation of the Tax Administration Act, which came
into effect on 1 October 2012, brought into effect a basis for
the imposition of penalties in respect of “understatements”.
An understatement arises where a return is not submitted,
amounts are omitted from or deductions are erroneously
claimed in a return submitted to SARS.

The understatement penalty is a

percentage-based penalty applied to 

the “shortfall”. The shortfall is

defined in the following terms in

section 222(3):

“(3) The shortfall is the sum of—

(a)  the difference between the amount of 

‘tax’ properly chargeable for the tax

period and the amount of ‘tax’ that

would have been chargeable for the tax

period if the ‘understatement’ were

accepted;

 (b) the difference between the amount

properly refundable for the tax period

and the amount that would have been

refundable if the ‘understatement’ were

accepted; and

(c) the difference between the amount of

an assessed loss or any other benefit to

the taxpayer properly carried forward

from the tax period to a succeeding tax

period and the amount that would have

been carried forward if the ‘under-

statement’ were accepted, multiplied by

the tax rate…”

Prior to 1 October 2012, the various

acts that imposed taxes contained

their own rules for the imposition of 

penalties. With the advent of the

Tax Administration Act, these were

repealed.

Issues concerning the imposition of

understatement penalties have

arisen as a result of the original

assessment after 1 October 2012 of

returns filed with SARS prior to

1 October 2012 or adjustments

made after 1 October 2012 as a

result of audits of assessments

issued in respect of returns filed

before 1 October 2012 (which

assessments may have been issued

before 1 October 2012). 

Taxpayers have argued three

fundamental issues regarding these

penalties. 

· First, the issue of additional

assessments was made after

1 October 2012, but the audit or

investigation relating to the

understatement had been

completed before that date, and

they should therefore have been

subject to the penalty regime

under the relevant tax act that

applied before 1 October 2012.

· Secondly, they submitted the

returns at a time when the law did 

not expose them to the penalty

regime now in place, and

therefore were unable to avail

themselves of certain safeguards

afforded in the Tax

Administration Act. 

· Thirdly, the Tax Administration

Act does not contain provisions

for remission of the penalty for

understatement if there were

extenuating circumstances,

whereas provisions in the Income

Tax Act, prior to their repeal by

the Tax Administration Act, had

made such provision. 

SARS, to their credit, have

recognised the inequity of this

switch in penalty regimes and have

sought to provide for a more

equitable basis for the transition

from the previous legislation to the
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new legislation through

amendments incorporated in Tax

Administration Laws Amendment

Act, No. 39 of 2013, which came

into effect on 16 January 2014. The

relevant amendments were made

retroactive to 1 October 2012.

The relevant amendments were

effected to section 270, which

provided for the transition from the

previous legislation to the current

legislation.

Delay in issuing additional
assessments

Section 270(6) was substituted and

section 270(6A) was added to the

Taxation Laws Amendment Act to

deal with this issue. It provides that

additional tax, penalty or interest

which could have been imposed but

for the repeal of the relevant

provisions in the tax act may be

imposed as if the relevant

provisions in the tax act had not

been repealed if the additional tax,

penalty of interest “would have

been capable of being imposed”.

An amount is regarded as having

been capable of being imposed if

“the verification, audit or

investigation necessary to determine

the additional tax, penalty or interest 

had been completed before the

commencement date of this Act” (i.e. 

before 1 October 2012).

Substantial understatement
relief

The first issue raised was that a

penalty for a “substantial

understatement” may be remitted in

full if, prior to the date for filing of a

return, the taxpayer was in

possession of an opinion of a

registered tax practitioner that stated 

that it was more likely than not that

the filing position adopted by the

taxpayer would be upheld if the issue 

were to proceed to court on appeal.

Taxpayers argued that they would

have availed themselves of that

facility had they been aware of it at

the time they filed their return.

The amendment, found in section

270(6B), provides that the

requirement that an opinion was

obtained timeously is regarded as

having been met.  The Explanatory

Memorandum to the Tax

Administration Laws Amendment

Bill, 2013, explains the position in

the following terms:

“One of the requirements for remittance 

is that the taxpayer must be in

possession of an opinion by a registered

tax practitioner, regarding the

arrangement in issue that was issued by

no later than the date that the relevant

return was due.

As a taxpayer submitting a return

before commencement of the Act was

not aware of this requirement at that

time, this amendment will enable

taxpayers seeking remittance of a

‘‘substantial understatement penalty’’

in respect of an understatement made

before the commencement date of the

Act, to use an opinion obtained after

the relevant return was submitted.”

Taxpayers objecting to penalties

imposed in respect of substantial

understatement may therefore

retroactively avail of this concession 

by obtaining an opinion from a

registered tax practitioner if the

circumstances are appropriate.

Extenuating circumstances

Under the Income Tax Act, prior to

1 October 2012, the penalty that

could be imposed for under-

statement was, in the discretion of

the Commissioner, an amount equal 

to twice the tax payable. In addition

the additional tax charge could be

remitted by the Commissioner in

whole or in part if the

Commissioner was satisfied that

there were extenuating

circumstances, and provided that

there was no intention to evade tax.

The amendment to the Tax

Administration Act, contained in

section 270(6D), provides relief in

respect of an understatement

penalty that has been imposed on a

return filed before 1 October 2012.

A taxpayer may object to the

penalty (whether or not objection

has been made against the

assessment in question). If the

return was required under the

Income Tax Act, a senior SARS

official, if satisfied that there are

extenuating circumstances, must, in 

considering the objection, remit the

penalty in whole or in part.

Practically, where an objection

against the assessment has already

been filed and a taxpayer wishes to

object to the penalty by raising

extenuating circumstances, the

secondary objection must be filed

manually with SARS, as the e-filing

system is not configured to handle

the additional or secondary

objection to the assessment.

Welcome relief

The amendments to section 270 of 

the Tax Administration Act are

most welcome and bring a touch

of sanity and realism to the

resolution of inequities that would 

otherwise have arisen.

Understatement penalties on returns filed before 1 October 2012 – some respite
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Preservation Orders in terms of the Tax Administration Act

A Cape Town based businessman has been the subject of
investigation by SARS into alleged VAT fraud, and has been
issued with an assessment for R291 million. 

An unexplained gift to the
daughter of the tax debtor

When his daughter, a swimwear

model, received – out of the blue and 

without explanation – an

eye-wateringly large gift of $15.3

million (equivalent to some R143

million) from an unnamed Arab

admirer plus two luxury cars worth

R2.75 million, SARS suspected that

this money and these assets were

intended for her father and had been 

ostensibly channelled to her so as to

avoid their being seized by SARS to

fund the payment of her father’s tax

debt. 

Predictably, she asserted that these

funds and those assets belonged to

her and not to her father and that

SARS had no claim on those assets

because she had no outstanding tax

debts.

These events were the background to 

the decision of the Cape High Court

in CSARS v Van Der Merwe [2014]

ZAWCHC 59 in respect of the return

day of a provisional preservation

order that had been granted ex parte

by Rogers J in August 2013 in terms

of section 163 of the Tax

Administration Act in which the

businessman was the first

respondent and his daughter the

second respondent.

In terms of that provisional order,

the daughter was interdicted from

dealing with, encumbering or

disposing a list of assets, including

the aforementioned two luxury cars

and the residue of the gift of $15.3

million that she had received in

May 2013, and any assets she had

acquired with that gift.

The requirements for granting 
of a preservation order

The interest of the court’s ruling, in

which it confirmed the provisional

preservation order, lies in its

analysis of section 163 of the Tax

Administration Act 28 of 2011

which reads as follows –

(1)  A senior SARS official may, in

order to prevent any realisable assets

from being disposed of or removed

which may frustrate the collection of

the full amount of tax that is due or

payable or the official on reasonable

grounds is satisfied may be due or

payable, authorise an ex parte

application to the High Court for an

order for the preservation of any

assets of a taxpayer or other person

prohibiting any person, subject to the

conditions and exceptions as may be

specified in the preservation order,

When the tax debtors daughter,  a swimwear model, received a gift of $15.3 million and two luxury cars

from an unnamed Arab admirer, SARS suspected that these had been ostensibly channelled to her so as

to avoid their being seized by SARS to fund the payment of her father’s tax debt.
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from dealing in any manner with the

assets to which the order relates. 

…

 (3)  A preservation order may be made

if required to secure the collection of

the tax referred to in subsection (1) and

in respect of—

(a) realisable assets seized by SARS

under subsection (2);

(b) the realisable assets as may be

specified in the order and which are

held by the person against whom the

preservation order is being made;

(c) all realisable assets held by the

person, whether it is specified in the

order or not; or

(d) all assets which, if transferred to the 

person after the making of the

preservation order, would be realisable

assets.

No necessity to prove that the
assets would otherwise be
dissipated or diminished

In his judgment, Savage AJ noted

that, at common law, a preservation

interdict required that the applicant

prove that the assets sought to be

preserved would otherwise be

diminished with the specific

objective of frustrating his claim. 

By contrast, he said, the purpose of a

preservation order in terms of

section 163(3) of the Tax

Administration Act is ‘to prevent any

realisable assets from being disposed 

of or removed which may frustrate

the collection of the full amount of

tax that is due or payable or the

official on reasonable grounds is

satisfied may be due or payable’. In

terms of the Act, it is not necessary

for the applicant to prove that the

assets in question would be

dissipated or diminished if the

preservation order were not granted, 

nor can such a requirement be

regarded as implicit in the Act.

Savage AJ said in this regard that –

‘Whilst the grant of a preservation order 

may be considered harsh, there are

compelling reasons within the context

of our constitutional democracy why

steps which assist the fiscus securing the 

collection of tax are required, which

include court orders to preserve assets

so as to secure the collection of tax. Had 

it been intended by the legislature that

the court infuse the requirement of

necessity to prevent dissipation into a

determination as to whether a

preservation order should be granted in

terms of s163(3), as much would have

apparent from the statute.’

Savage AJ said (at para [43]) that, in 

terms of the Tax Administration Act,

a court was merely required –

‘to arrive at a conclusion, reasonably

formed on the material before it, as to

whether a preservation order is

required or not to secure the collection

of tax’.

Did the evidence establish that
a preservation order was
required to secure the
collection of tax?

Savage AJ held (at para [65]) that,

on the evidence, the version put

forward by the second respondent,–

namely, the extraordinary and

unexplained generosity of a donor

– – was palpably implausible and so 

far-fetched and untenable that the

court was justified in rejecting it.

That version of events, said the

court, had to be weighed against

the facts laid before the court by

SARS, including her father’s tax

debts.

Savage AJ said (at para [72] that –

‘ The sudden wealth acquired by the

second respondent lies squarely

within her knowledge and she was

obliged in such circumstances to

provide the answer necessary to

substantiate her opposition to a final

order being granted. The case put up

by her in answer to that of the

applicant [SARS] is so highly

improbable in human experience that

it cannot be accepted.”

In the result, Savage AJ confirmed

the earlier provisional preservation

order.

Preservation Orders in terms of the Tax Administration Act
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Royalties - the digital connection

Royalties are a feature of our commercial environment. They
represent the means by which persons are able to use the ideas and
technology of others in their commercial operations. Persons who
receive royalties may become liable to tax on those royalties in the
country of the payer of the royalty, and the payer may become liable
to withhold tax on royalty payments.

Not surprisingly, South Africa

imposes a withholding tax on

royalties and the rights to tax

royalties are dealt with in most, if

not all, of the double tax agreements

that South Africa has concluded.

The term “royalty” is defined in

section 49A of the Income Tax Act,

and means:

“…any amount that is received or

accrues in respect of—

(a) the use or right of use of or

permission to use any intellectual

property as defined in section 23I; or

(b) the imparting of or the undertaking

to impart any scientific, technical,

industrial or commercial knowledge or

information, or the rendering of or the

undertaking to render any assistance or

service in connection with the

application or utilisation of such

knowledge or information.”

Intellectual property as defined in

section 23I includes patents, designs, 

trade marks, copyright, any property

of a similar nature and knowledge

connected to the use of any of these

forms of property.

The Organisation for Economic

Cooperation and Development

(OECD), which has developed the

Model Tax Convention on Income

and on Capital, has developed

commentaries on articles found in

the model tax convention (which

forms the basis for the vast majority

of double taxation agreements

concluded by South Africa). Article

12 of the Model Tax Convention

deals with royalties, which are

defined as payment for the “use of

or the right to use” specified

intellectual property. The critical

element in identifying whether a

payment is a royalty whether under 

the domestic rules or the double

taxation agreements is interpreting

the term “the use or right of use or

permission to use”. This involves an 

appreciation of what is meant by

“use” (whether as a noun or a

verb). Nowhere is there likely to be

more confusion than in relation to

computer software.

The high degree of flexibility that

attaches to the supply of computer

software raises questions whether

payment for software is a royalty.

Research by the OECD indicated

that the intellectual property in

software is typically protected

under copyright law. Paragraph

12.1 of the OECD commentary on

Article 12, succinctly sets the scene:

“Software may be described as a

program, or series of programs,

containing instructions for a computer 

required either for the operational

The question whether the payment for a

computer program constitutes a royalty

is best answered by establishing the

substance of the arrangement giving rise

to the payment. 
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processes of the computer itself

(operational software) or for the

accomplishment of other tasks

(application software). It can be

transferred through a variety of media,

for example in writing or electronically,

on a magnetic tape or disk, or on a laser

disk or CD-Rom. It may be standardised

with a wide range of applications or be

tailor-made for single users. It can be

transferred as an integral part of

computer hardware or in an

independent form available for use on a

variety of hardware.”

The OECD draws a distinction

between use of the software and the

use of the copyright embodied in the

software. In the former case, the user 

merely applies the program to

produce an outcome. In the latter,

the copyright is used to reproduce

the software or form the basis of

other software. A payment in the

former case is made to obtain the

benefit of the software’s capabilities.

In the latter, the payment is made to

obtain the benefit of the copyright

within the software.

A practice has developed

internationally to distinguish

between the copyright and the

software program, with the software

program being likened to goods and

the copyright being regarded as

intellectual property. 

Consider software that is stored on a

carrier medium, such as a compact

disk, and sold off the shelf to the

public. The program purchased in

this manner typically restricts the

right of the user to make copies of

the software, other than a back-up

copy for own use. The buyer intends

to benefit only from the processing

capacity of the software. Generically

this type of software is referred to as

“shrinkwrap” software.

By comparison a software owner

may give another the right to copy

the software onto a carrier medium

and to distribute such copies. In this

instance, it can be clearly identified

that the distributor is not operating

the program, but is using the

copyright embodied in the program

to derive income. Thus the

distributor intends to benefit from

exploiting the copyright. 

The distinction becomes blurred

when the software is supplied

electronically. If the software is

downloaded from the seller’s server

it still retains the intended character, 

either as shrinkwrap software or a

right to use the copyright. The OECD 

commentary on Article 12 states (at

paragraph 14.1):

“The method of transferring the

computer program to the transferee is

not relevant. For example, it does not

matter whether the transferee acquires

a computer disk containing a copy of

the program or directly receives a copy

on the hard disk of her computer via a

modem connection.”

The question whether the payment

for a computer program constitutes a 

royalty is best answered by

establishing the substance of the

arrangement giving rise to the

payment. If the permitted activities

of the user, in the absence of the

agreement, would constitute an

infringement of the owner’s

copyright, the substance of the

agreement is the use or the right of

use of the copyright. In other words

the user is applying the software for

commercial gain in a manner that

only the owner would be entitled to

apply it if there were no agreement.

T

echnically, the making of a copy is

an infringement of copyright;

however the OECD (paragraph 14

of the commentary on Article 12)

considers that a distinction needs

to be made between making a copy

as part of the use of the software

and making copies in order to use

the copyright:

“Regardless of whether this right is

granted under law or under a license

agreement with the copyright holder,

copying the program onto the

computer’s hard drive or random

access memory or making an archival

copy is an essential step in utilising the 

program. Therefore, rights in relation

to these acts of copying, where they do 

no more than enable the effective

operation of the program by the user,

should be disregarded in analysing the 

character of the transaction for tax

purposes.”

It is therefore vital that the

substance of the agreement relating 

to the use of computer software be

clearly identifiable. 

Persons who purchase software

from non-resident suppliers should

consider carefully the nature of the

user licence that they acquire, and

determine whether they are liable

to withhold tax on any payments

made in respect of the software.

Similarly persons who supply

software from South Africa across

international borders should be

alive to the taxation implications in

the foreign jurisdictions. Where

double taxation agreements are in

force, the OECD interpretations

assist greatly in establishing

whether and how royalties should

be taxed in the foreign jurisdiction. 

A practice has developed internationally to distinguish between the copyright and the software program,

with the software program being likened to goods and the copyright being regarded as intellectual property.

Preservation Orders in terms of the Tax Administration Act
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SARS Watch - 21 April to 20 May 2014

 Legislation

25 April Notice of the termination of the GSP granted by the
EU and prescribing the substitution of forms DA
185.4A2 and DA 185.4A7

The notice, published in Government Gazette No.  37564 will
come into operation on 1 January 2014.

5 May Amendment of paragraph (e) in rule 64D.05(4) of the
Customs and Excise Act

The notice, published in Government Gazette No.  37580 will
come into operation on 2 May 2014.

5 May Regulations prescribing application of paragraph d for
the purposes of the definition of "exported" in section 1 
of the Value-added Tax Act

The regulation, published in Government Gazette No.  37580 will 
come into operation on 2 May 2014.

16 May Notice of substitution of Form CR 1 - General
Application for Customs Refund: Voucher of
Correction

The notice, published in Government Gazette No.  37631 will
come into operation on 16 May 2014.

16 May Notice prescribing the date by which an employer
must render a return (EMP 501) as prescribed in
terms of the following acts: Income Tax Act,
Unemployment Insurance Contributions Act and Skills
Development Levies Act

The notice, published in Government Gazette No.  37646 will
come into operation on 16 May 2014.

 Binding rulings

2 May Binding Class Ruling 44: Repurchase of
non-redeemable, non-participating preference shares

This BCR deals with the tax consequences of a repurchase of
non-redeemable, non-participating preference shares.

9 May Binding Private Ruling 169 - Commercial building
allowance

This BPR provides that where a commercial building is
constructed under Sectional Title Act, joint owners can claim a
commercial building allowance on its unit, as contemplated in
section 13quin.

 Case law

22 April Medox Limited v C:SARS Court dismissed application due to applicant not exhausting the
internal remedies by way of an objection lodged with the
Commissioner and thereafter appealed to the Special Tax Court.

22 April Grant  Chittenden N.O & Another v C:SARS Application struck of the roll due to TAA not providing issuance of 
an interim or provisional clearance certificate.

6 May C:SARS v Yusuf The application by SARS to execute against fixed property to
recover a tax debt was granted in the Eastern Cape High Court.

12 May A company and three others v C:SARS Court dismissed application of passages from being legal advice
privileged only where passages not found to be disclosing the
substance of the legal advice.

14 May ABC (Pty) Limited v C:SARS Court concluded that "further costs" to be interpreted as part of
SCA judgment and to be deducted in terms of s11(aB).

 SARS publications

5 May SARS Guide for VAT Vendors The 2014 edition dated 5 May was issued.

5 May Draft Interpretation Note: Supply of goods and
services by professional foreign hunters

The draft Interpretation Note was published for comment must be 
submitted no later than 30 June 2014.

6 May Discussion Paper: A Review of the Taxation of
Alcoholic Beverages in South Africa

The discussion paper was published for comment must be
submitted no later than 30 June 2014.

19 May Draft Regulation: Registration as VAT vendors The draft regulation was published for comment must be
submitted no later than 30 June 2014.

 PwC publications

9 May Tax Alert - Reportable Arrangements and section 8F This document alerts clients to the amendments made to
sections 8E and 8F of Income Tax Act 1962, and to notice no.
GN 1108, where certain loans between connected persons that
have a term of more than 10 years constitute reportable
arrangement with effect from 1 April 2014.


