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“Pay now argue later”
  again under scrutiny

In 2001 the issue of the right of SARS to demand payment of
taxes assessed notwithstanding that the liability of the taxpayer
was under objection or appeal  assumed prominence, and a
criteria were identified which would justify the granting of a stay 
of collection in such circumstances.

The enforcement of the “pay now

argue later” principle has recently been 

criticised by the South Gauteng High

Court in the matter of Mokoena Albert

Sepataka v C:SARS (judgment given on

31 August 2010).

In this matter, SARS had issued an

assessment for two years of assessment 

as a result of a “lifestyle audit” of the

taxpayer, alleging that there were

inconsistencies between his reported

income and his living standards that

suggested that he had not fully

disclosed his taxable income in the

years in question. The taxpayer had

objected against the assessments in

June 2005.

In November 2005, SARS, under

powers contained in section 91(1)(b)

of the Income Tax Act, lodged a

statement with the Registrar of the

High Court for judgment in respect of

the disputed amounts and obtained

judgment on 1 December of that year.

Subsequently in August 2007, the

taxpayer’s objection was conceded in

full, on the basis that the calculation by 

the assessor who had issued the asses-

sment had been fundamentally flawed.

In March 2010 the Commissioner

withdrew the statement that had been

filed in November 2005. However, the

taxpayer now had a credit judgment

registered against his name and now

brought application to have the credit

judgment of 1 December 2005

rescinded.

The Court viewed the action of SARS in 

seeking a judgment against the

taxpayer as unacceptable in the

circumstances. Paragraph [15] of the

judgment recognises that SARS has a

right to demand and collect payment of 

the taxes assessed notwithstanding

that the assessment may be subject to

appeal. This is not done under a

judgment but under the relevant

powers in the Income tax Act. But, the

judgment continues [16]:

“It is self-evidently incompetent, having
regard to the rights of objection and appeal,
to obtain judgment in the interim. It is
inconsistent with the framework of the Act
and its provisions, e.g. the express right to
collect tax despite an objection and appeal
would be unnecessary if judgment could be
obtained in the interim.”

Therefore, the Court concluded [17]:

“Since the judgment could not be lawfully
obtained having regard to the objection that 
was noted and not finalised, it is a nullity
and falls to be set aside.”

The judgment recognised that the

relevant provisions of the Income Tax

Act are not unconstitutional, but

pointed to a need to safeguard

taxpayers in the following terms:

“[I]t appears desirable that in order to provide 
adequate safeguards to the way in which
section 91(1) (b) is implemented and possibly 
to continue satisfying the requirement of
constitutional proportionality, the statement
should indicate clearly; 

(a) whether the assessment relied upon is
an estimated assessment under the exercise
of the powers conferred under section
78(1),

(b) if so, the suitability of the qualifications
and experience of the person to conduct the
estimated assessment;

(c) finally that the responsible person has
satisfied himself or herself from the records
maintained by SARS that no objection or
appeal is pending or if lodged has been
finally disposed of so that there is no
impediment to filing the statement.”

Welcome extension to body of law

This is an interesting and welcome

extension to the body of law on the pay 

now argue later principle, which

requires that there should be no

dispute in process which may impede

the granting of a judgment against the

taxpayer.

Erratum

In the September 2010 edition of

Synopsis we reported on a binding

private ruling that a member’s interest

in a foreign cooperative is synonymous

with ”equity share capital". The ruling

number was incorrectly stated as

Binding Private Ruling 068. This was

incorrect. The correct ruling number is

Binding Private Ruling 088.
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The I-Net Bridge judgment

The background to this case was as

follows. When the Johannesburg Stock

Exchange was deregulated, it needed to 

be supplied with financial data from

other stock exchanges. The taxpayer

negotiated in this regard with Bridge,

an American company which could

supply data from every stock exchange

world-wide.

The taxpayer then entered into an

agreement with a UK company in terms

of which, over a period of five years, the 

taxpayer paid that company a licence

fee of R41 million for the use of “Bridge

material” comprising “the Bridge

System” and “the Bridge Source Code”

and “the Bridge Data Feed” in South

Africa which consisted of “electronic

content, data and information”. 

The allocation of the licence fees is

somewhat confusing, but the following

emerge from clauses 6.1 to 6.3 of the

licence agreement:

· R27,8 million related to the Bridge

System;

· R8,2 million related to the Bridge

Source Code;

· The total consideration (referred to

as “the aforegoing consideration”)

was R41 million.

Clause 6.5 required the UK company to

deliver the Bridge System, the Bridge

Source Code and the Bridge Data Feed

against payment of the sum of R41

million. It therefore appears by

deduction, that the fee for the Bridge

Data Feed was R5 million (although

this is not expressly provided separately 

in the agreement).

The question was whether that R41

million was deductible for income tax

purposes.

Importantly, the fee was expressed as a

series of fixed annual charges, but, to

avoid risks of unfavourable currency

fluctuation over the period of the

agreement, payment was required to be 

made in advance as a single sum,

payable partially by way of an issue of

shares and partially in cash.

The issues

The judgment records that, in

argument, counsel for the taxpayer

described the “electronic content, data

and information” supplied by the UK

company as “a consolidated data feed

or parcels of data feed which

constitutes trading stock (floating

capital)” (our emphasis), and

contended that, “in order to access

these bundles of data, associated

software and maintenance thereof is

required”.

It seems, though the judgment (see

paras [4] and [6] thereof) is less than

crystal clear on this pivotal issue, that in 

terms of the agreement, what the

taxpayer received in return for its

payment of R41 million to the UK

company was the following: firstly, a

licence which gave the taxpayer “the

right to use” certain electronic

information supplied by the UK

company; secondly, the taxpayer

received from the UK company certain

computer software which allowed the

taxpayer to access that electronic data. 

SARS sought to argue that the payment

was to purchase the Bridge System and

the Bridge Source code. This was a

justifiable submission in that Clauses

Can electronic data 
constitute trading stock?

In the computer age, difficult questions can arise as to whether
electronic data and the software which processes such data is
part of a taxpayer’s trading stock or whether it is part of his fixed 
capital. This issue was at the centre of the decision of the North
Gauteng High Court in CSARS v I-Net Bridge (Pty) Ltd handed
down on 15 September 2010.
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6.1 and 6,2 detailed the licence fees as

applying to these items only. In

addition the total licence fee of R41

million is referred to in Clause 6.3 as

“the aforegoing consideration”. It is

only when the delivery requirements

are considered in Clause 6.5 that it

appears that the licence fee also

embodies a payment for the Bridge

Data Feed.

The outcome

In the court a quo, the taxpayer had

called an expert witness, one Ms

Finlayson, to testify. SARS called no

expert of its own, apparently because it 

did not dispute this witness’s

testimony. The judgment thus records

(at para [21]) that Ms Finlayson’s

evidence that –

the Bridge software was the “packaging”
required for the [taxpayer] to receive data
feed has not been challenged technically by
[SARS].

SARS argued that the R41 million

outlaid by the taxpayer had created an

income-earning structure, and was

therefore expenditure of a capital

nature and not deductible. 

The court rejected this argument on

the basis of Finlayson’s expert

testimony and held (at para [22])

that –

This cannot be correct in the light of the
unique aspects testified to by Ms
Finlayson ...

In the result, the court dismissed

SARS’s appeal, effectively holding that

the R41 million outlaid by the taxpayer 

was not of a capital nature and was

deductible in terms of section 11(a) of

the Income Tax Act.

The judgment is confusing in that it

concludes (paragraph [21]):

“In my view the true legal nature of the
transactions show that the expenditure is
for the acquisition of data being the
“trading stock” and the money outlaid for
the acquisition of the integrated system was 
its floating capital used wholly for the
purposes of trade. The expenditure is not
an enduring asset , nor a once and for aIl
payment. (Payment 5 years in advance does 
not change its character as an annual fee).”

It would appear that the true essence

of the agreement was that the contract

related to the supply of market

information, and that, in order to

access that information, the taxpayer

had to utilise the systems of the

supplier. It therefore entered into a

five year licence agreement to acquire

the information using the system and

source code supplied by the supplier.

There is no evidence that the taxpayer

was to acquire ownership of the

system or the source code as a result of 

the agreement.

However the use of the term “trading

stock” in the judgment is unfortunate,

as information does not partake of

characteristics of trading stock in the

sense understood in tax law. Rather

what was acquired was a right to use

and distribute information. The

information that was supplied and

distributed was market information

from world markets, which remained

the property of the relevant markets.

The supplier had a right to distribute

the information and licensed the

taxpayer to distribute that information

in South Africa. In the context of this

dispute there was never an acquisition

of trading stock.

Information does not
partake of
characteristics of
trading stock in the
sense understood in tax
law. Rather what was
acquired was a right to
use and distribute
information.
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Australian tax authorities’ draconian action

The case of Paul Hogan 

It is a cliché to say that South 
Africa has one of the most
advanced constitutions in the 
world when it comes to the
protection of fundamental
human rights. 

This achievement is all the
more remarkable because,
under the previous political
dispensation in South Africa, 
the law was used as an
instrument to deprive people
of their basic human rights. 

This country has therefore
advanced in one giant leap
from being a textbook
example of a state that
abused the law in order to
curtail fundamental liberties
to an example, par
excellence, of a modern
democracy in which the
Constitution is supreme. Any 
action by the state that
infringes the rights contained 
in the constitutional Bill of
Rights is invalid and will be
set aside by the courts.

These somewhat bland
generalisations spring to
vivid life when we look at a
recent event that hit the
headlines in Australia and
around the world.

Paul Hogan is an Australian icon. As an 

ill-educated young man, he was at one

time an unskilled labourer in a team

that was engaged in the never-ending

task of painting the Sydney Harbour

Bridge. 

He achieved something of a reputation

amongst his fellow-labourers as a

joker. This led to a brief, comical

interview on a current affairs television 

programme. 

From that modest beginning, Hogan

launched his own TV program, The

Paul Hogan Show, which featured his

trademark, laddish, Australian

working-class sense of humour. But he

was no more a local success story until

he starred in the privately-funded film,

Crocodile Dundee, which became the

most successful Australian film of all

time.

An affair with his co-star and a messy

divorce kept him in the headlines. By

now, a wealthy man, he relocated to

the USA.

Some seven years ago, he became

embroiled in a long and bitter dispute

with the Australian tax authorities who 

were investigating a $300 million

Australian tax fraud, involving the

alleged channelling of millions of

dollars from his filming profits into

offshore tax havens.

The ATO issued an order barring

Hogan from leaving Australia

In August 2010 Hogan flew to Sydney

from the USA for his mother’s funeral. 

On arrival in Australia, he was served

with a “Departure Prohibition Order”

issued by the Australian Taxation

Office, which prevented him from

leaving the country until his tax debt of 

A$37 million on allegedly undeclared

income was paid or settled. 

Hogan’s lawyer said that the effect of

the Departure Prohibition Order could

be that Hogan would be stuck in

Australia for years, a world away from

his home, his family and his business.

In Australia, such an Order remains in

place until set aside by a court. 

In September 2010, an agreement was

reached between Hogan’s lawyers and

the Australian Tax Office that he would 

be permitted to return to the USA, on

undisclosed terms. 
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However – and this is the cardinal point 

– the powers of the Australian Taxation

Office to issue the Departure

Prohibition Order in question were

never challenged.

The protection of fundamental

rights

As South Africans living in our new

constitutional democracy, we recoil in

pious horror at the notion that a

government has the power to stop one

of its citizens, who has not been

convicted of, nor even been charged

with any crime, and who is merely a

defendant in a disputed civil claim over

money (income tax in the Hogan case)

could be prevented from leaving the

country if he chose to do so.

The very notion that a government

could think it fit to act in such a way

revives unpleasant memories from our

own not too distant past of house

arrests and banning orders.

As the Constitutional Court pointed out

in Malachi v Cape Dance Academy, the

constitutional entrenchment in South

Africa of the right to not be deprived of

freedom of movement without just

cause –

is designed to bury our painful history of
random, unjust and arbitrary deprivation of
physical liberty and to ensure that abuse of
State power never again rears its ugly head.

Nothing of the fate that befell Paul

Hogan could happen in South Africa,

for our constitutional Bill of Rights

declares in section 22 that – 

· Everyone has the right to freedom of

movement. 

· Everyone has the right to leave the

Republic.

It is true that these rights are not

absolute, but section 36 of the

Constitution provides that

constitutionally entrenched rights – 

may be limited only in terms of law of
general application to the extent that the
limitation is reasonable and justifiable in an
open and democratic society based on
human dignity, equality and freedom ...

In Malachi v Cape Dance Academy, our

Constitutional Court pointed out that

the arrest of an alleged debtor at the

instance of a creditor raises an issue

in regard to a constitutionally

enshrined right, namely–

the right to freedom and security of the
person which entails the right not to be
deprived of freedom arbitrarily or without
just cause;

In conclusion

The Hogan case is yet a further

illustration of how disputes between

the tax authorities and taxpayers are

often at the leading edge of

constitutional litigation. 

This is not surprising for, in the

modern world, some of the most

invasive of the state’s powers vis-a-vis 

its citizenry are those contained in tax

legislation.

In South Africa, it can safely be said

that any statutory provision purporting

to give SARS the power to issue a

“departure prohibition order” of the

kind invoked by the Australian Tax

Office against Hogan would not survive 

a constitutional challenge.

The case is yet a further illustration of how
disputes between the tax authorities and taxpayers 
are often at the leading edge of constitutional
litigation. 
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The truth is surely that tax laws

are inherently complex and

cannot be made simple. What

may well be possible is for tax

legislation to be expressed more

clearly than it is at present.

But even this limited objective is

fraught with difficulty. Certainly,

some tax legislation is very verbose.

But would it be clearer if it were

expressed more concisely?

I would suggest the answer is – not

necessarily.

A concise statutory provision is

not necessarily clearer than a

verbose one

Take for example an amendment

introduced by the Taxation Laws

Amendment Act 7 of 2010 which

replaced the definition of “equity

share capital” with a definition of

“equity share”. 

This definition, and the underlying

distinction between equity shares and

non-equity shares, is important in

determining whether a particular

company is a “public company” or not. 

Prior to 1 January 2011, when the new 

definition takes effect, section 1 of the

Income Tax Act defined “equity share

capital”, as meaning, in relation to a

company –

its issued share capital … excluding

any part thereof which, neither as

respects dividends nor as respects

capital, carries any right to participate

beyond a specified amount in a

distribution, and the expression

“equity shares” shall be construed

accordingly.

The phrase “neither ... nor” in this

definition makes it crystal clear that,

for a share to be disqualified from

being an “equity share”, there has to

be a ceiling on the right, attaching to

the share, to participate in a

distribution, and such ceiling has to

apply to both dividend and capital

distributions. Thus, if there is a ceiling

in respect of the right to participate in

dividends, but not in capital, or vice

versa, the share will nonetheless be an

equity share.

The definition of “equity share” in this

respect, though verbose, is crystal

clear.

The new, more concise definition

In the Taxation Laws Amendment Act

7 of 2010 the word “capital” in the

phrase “equity share capital” has been

dropped to bring the definition into

harmony with the Companies Act 71

of 2008 which does not refer to “share

capital”.

With effect from 1 January 2011, the

Taxation Laws Amendment Act 7 of

2010 replaces the section 1 definition

of “equity share capital” with a

definition of “equity share” which is

defined as meaning, in relation to any

company –

any share or similar interest in that
company, excluding any share or similar
interest that does not carry any right to
participate beyond a specified amount in a
distribution. 

The need to simplify our
tax system

An initiative is currently afoot to “simplify” South Africa’s tax laws
– a noble objective, but is it attainable? 

There are many places 
in tax legislation
where the language is
clumsy, but where
decisions of the courts
on the proper
interpretation of
words and concepts
has put their meaning
beyond doubt.
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The latter is a much shorter definition

than the one it replaces, but does the

brevity make for clarity or confusion?

In the new definition, the previous

verbose but absolutely unequivocal

phrase “neither as respects dividends nor

as respects capital, carries any right to

participate beyond a specified amount in

a distribution” has been abbreviated to

refer instead to a share that does not

carry “any right to participate beyond a

specified amount in a distribution”.

The question is – does the word

“distribution” in the latter phrase, as used 

in the new definition, encompass

distributions both by way of a dividend

and by way of a capital distribution, or

does it refer only to dividends? 

This particular point was absolutely

explicit in the old (verbose) definition,

but is not explicit in the new

(abbreviated) definition.

It may be that the new definition means

exactly the same as the old. But this is a

conclusion reached only after pondering

the issue at some length. And it is

certainly possible that a contrary

conclusion is arguable, inter alia on the

grounds that there is a presumption that

an amendment to the language of

legislation is intended to bring about a

change in substantive meaning.

The new, shorter definition is thus less

clear and unambiguous than the older,

more verbose definition.

Many similar examples could be cited.

Furthermore, there are many places in

tax legislation where the language is

clumsy, but where decisions of the courts

on the proper interpretation of words and 

concepts has put their meaning beyond

doubt. If new “simpler” legislation were

introduced, which abandoned the old

phraseology, the certainty that has been

provided by judicial interpretation would 

be lost.

The need to simplify our tax system
 


