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Let’s talk
For a deeper discussion 

of how this issue might 

affect your business, 

please contact:

Functional link required between 
costs incurred and taxable supplies

denominated in Euros. 

Consol’s revenue, however, was 

denominated in Rand. 

Consequently, it entered into a 

series of collateral hedging 

agreements in order to cover the 

risk associated with the volatility of 

the exchange rate between the 

Rand and the Euro. 

The cost of servicing the Euro debt 

and hedge cover became 

increasingly expensive, resulting in 

Consol seeking local funding in 

2012 to replace the Eurobond debt 

and unwind its hedging positions. 

Consol obtained advice from local 

and foreign service providers in 

respect of these refinancing 

transactions.

Consol deducted input tax on the 

local costs incurred and did not 

declare VAT on the imported 

services for the foreign costs 

incurred.

SARS raised additional 

assessments, which disallowed the 

input tax deductions and imposed a

On 18 December 2020, the 

Supreme Court of Appeal (‘SCA’) 

issued its judgement in the matter 

of Consol Glass (Pty) Ltd v The 

Commissioner for The South 

African Revenue Service 

(1010/2019) [2020] ZASCA 175. 

The case concerned an appeal 

against additional assessments 

raised by SARS against the 

appellant.

In 2007, Consol Glass (Pty) Ltd 

(‘Consol’), a manufacturer of glass 

containers acquired the businesses 

of other entities within the Consol 

group (i.e. Consol Limited and two 

of its subsidiaries) as going 

concerns. This acquisition took 

place in the process of a 

reorganisation of the Consol group. 

Consol then continued the glass 

businesses previously conducted 

by the three companies.

The above acquisitions were 

financed by Consol with debt 

finding in the form of Eurobonds. 

The debt, as well as Consol’s 

obligations to pay interest and 

redeem the bonds, were

In brief

In a recent judgement of the Supreme Court of Appeal, the Court introduced 

the concept of the requirement of a ‘functional link’ existing between the 

incurral of costs and the entity’s taxable activities in order to deduct input 

tax. 

In detail
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VAT liability for the imported services. After 

unsuccessfully objecting against the additional 

assessments, Consol appealed to the Tax Court. 

This appeal was dismissed, and the matter went 

before the SCA.

The issue

A VAT vendor is only entitled to deduct input tax if 

it relates to costs incurred in the course of making 

taxable supplies. In addition, a vendor is required 

to pay VAT if it acquires imported services and 

utilises these services for a non-taxable purpose.

The issue that the court had to decide on was 

whether Consol was correct in deducting input tax 

and not declaring VAT on imported services. Put 

simply, it had to determine whether Consol had 

incurred the local and foreign costs in the course 

of making taxable supplies.

Consol’s argument

Consol’s appeal rested on the premise that the 

Eurobonds were used to acquire the businesses 

and assets of Consol Limited in order to make 

taxable supplies through the manufacture and 

sale of glass containers. The refinancing 

transactions substituted the foreign debt with 

local debt and allowed Consol to continue the 

same business it had acquired in 2007. Consol 

was of the view that it was correct in deducting 

input tax and that it did not have any obligation to 

declare VAT on imported services.

The Commissioner’s argument

The Commissioner for SARS was of the view that 

the refinancing transactions meant that Consol 

was issuing a debt security and thereby providing 

a financial service, which is exempt from VAT. 

The Commissioner argued that the local and 

foreign costs in question were incurred in the 

course of making exempt supplies and, as a 

result, Consol was not entitled to input tax 

deductions and had an obligation to pay VAT on 

imported services.

The judgment of the SCA

The SCA dismissed the Commissioner’s 

argument that the costs were incurred by Consol

in the course of making exempt supplies, and stated 

clearly that Consol was the recipient of the financial 

services and not the supplier thereof.

Instead, the issue was rather whether Consol had 

incurred the costs in the course of making taxable 

supplies. 

The SCA considered whether a ‘functional link’ 

existed between (1) the original issue of the 

Eurobonds and subsequent local financing; and (2) 

the making of taxable supplies.

The SCA held that this acquisition did not make any 

material change to the operating businesses 

acquired by Consol on the basis that it continued the 

business of manufacturing and selling glass 

containers both before and after the reorganisation. 

Accordingly, the SCA held that there was no 

functional link between the issue of the Eurobonds 

and the making of taxable supplies. 

As a consequence, there was also no functional link 

between the costs incurred by Consol to affect the 

refinancing agreement and the making of taxable 

supplies.

The appeal was dismissed with costs.

Takeaway

It is important to note that a business, even if only 

making taxable supplies, cannot assume that all of 

its expenses will qualify for input tax deduction. It is 

therefore critical that each cost incurred should be 

analysed on its own merits, and should the cost 

incurred not have a functional link to the activities 

conducted in making taxable supplies, the cost will 

not qualify for an input tax deduction.  

The same principles should be applied when 

considering whether a person has a liability to 

declare VAT on imported services; that is, if there is 

no functional link between the foreign service costs 

and the business’ taxable supplies, a VAT liability for 

imported services will arise.


