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Some searching tips

This guide has been published in portable document format (.pdf). You can search for key
words or phrases using the Find functionin the Adobe® Reader by selecting Edit — Find on the
toolbar, or by using the shortcut key CTRL + F.

The word ‘paragraph’ is written out in full under each heading in the guide. The commentary
on a particular paragraph of the Eighth Schedule can therefore be found quickly by typing in
‘paragraph’ and the number. For example, searching for ‘paragraph 64B’ (excluding the
inverted commas) will first take you to the index to the main paragraphs of the Eighth
Schedule. Searching a second time will take you to the commentary in 12.19 which deals with
para 64B of the Eighth Schedule. In some instances, you may have to repeatthe search a few
times because ‘paragraph’ is also written out in full at the beginning of sentences.

Alternatively, you can use the table of contents, main references to Eighth Schedule
paragraphs or the alphabetical index.
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Preface

The purpose of this guide is to assist the public and SARS’s personnel in gaining a more in-
depth understanding of capital gains tax (CGT). The foundation for this guide can be found in
the various Explanatory Memorandathat supported the legislation. These initial explanations
have been completely revised, with the addition of many more explanations, examples and
illustrations. Much of the additional material was inspired by the many e-mail and written
queries submitted by the public.

This guide is not an ‘official publication’ as defined in s 1 of the Tax Administration Act and
accordingly does not create a practice generally prevailing under s 5 of that Act. It is also not
a binding general ruling under s 89 of Chapter 7 of the Tax Administration Act. Should an
advance tax ruling be required, visitthe SARS website for details of the application procedure.

This work reflects the law as at 15 January 2020 as amended by the Taxation Laws
Amendment Act 34 of 2020. The 2020 tax rates have generally been used in this guide. The
2020 rates apply to companies with years of assessment ending between 1 April 2019 and
31 March 2020 and to persons other than companies with years of assessment commencing
on 1 March 2019.

This issue of the guide follows the author’s retirement on 31 July 2020. Besides some minor
changes, this issue addresses the following new topics:

e Proceeds from short-term insurance (9.1.7)

e Capital losses arising from loans, advances or credit to which s 7C applies (12.5A)

e Disregarded capital gains and para 80 (14.11.6A)

e Life rights (16.4.10)

e Other similar interests (24.1.4)

e Government grants (24.15)
The new material listed above was reviewed by SARS.
For more information you may

e visit the SARS website at www.sars.gov.za,

e visit your nearest SARS branch,

e contact your own tax advisor or tax practitioner,

e contact the SARS National Contact Centre

» if calling locally, on 0800 00 7277; or

» if calling fromabroad, on +27 11 602 2093 (only between 8am and 4pm South
African time).

Comments on this guide may be e-mailed to policycomments@sars.gov.za.
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Disclaimer

This guide is provided for general guidance only. Itis largely the work of a single author and
because of its size has notbeen fully subjected to the normal rigorous review processes within
SARS. The views expressed in the guide may therefore notin all cases coincide with SARS’s
official position on a particular issue. In cases of doubt users of the guide should consider
obtaining a non-binding opinion or an advance tax ruling from SARS.

While every precaution has been taken to ensure the accuracy ofthe information in this guide, SARS will notbe liable to
any person for inaccurate information, omissions or opinions contained in this guide.
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ABBREVIATIONS
In this guide unless the context indicates otherwise,
e ‘non-resident’ means a person that is not a ‘resident’ as defined in s 1(1);
e ‘paragraph’ means a paragraph of the Eighth Schedule;
e ‘Schedule’ means a Schedule to the Act;
e ‘section’ means a section of the Act;
e ‘tax treaty’ means an agreement for the avoidance of double taxation;

e ‘tax year’ means inthe case of acompany, the year of assessment ending during the
period of 12 months ending the last day of March;

e ‘the Act’ means the Income Tax Act 58 of 1962; and

e a reference to any other word or expression bears the meaning ascribed to it in the
Act.

References to statutory provisions

para Paragraph

paras Paragraphs

S Section

SS Sections

Acronyms

BESA Bond Exchange of South Africa

CDE Capital development expenditure

CFC Controlled foreign company as defined in s 9D(1)

CGT Capital gains tax

CIPC Companies and Intellectual Property Commission established under s 185 of
the Companies Act 71 of 2008

CISS Portfolio of a collective investment scheme in securities

CTC Contributed tax capital as defined ins 1

FEC Forward exchange contract

FIFO First-in-first-out

GG Government Gazette

GN Government Notice

IAS International accounting standard

JSE The exchange operated by JSE Ltd which facilitates trade in securities under

the style of ‘Johannesburg Stock Exchange’ and is licensed as an exchange
under the Financial Markets Act 19 of 2012.

LIFO Last-in-first-out

MV Market value

ODA Official development assistance

OECD Organisation for Economic Co-operation and Development

PBA Public benefit activity contemplated in the Ninth Schedule

PBO Public benefit organisation

PV Present value

REIT Real Estate Investment Trust as defined in s 1(1) which is listed as a REIT on
the JSE.

SA Republic of South Africa

STC Secondary Tax on Companies
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TAB
VAT
VDV

Tax Court

C
EC
F

G
K
J
N
NA
P
SEC
SR
SwW
T

U
wC

Time-apportionment base cost
Value-added tax
Valuation date value

Cape Tax Court (formerly Cape Income Tax Special Court)

Eastern Cape Special Court

Federation of Rhodesia and Nyasaland Income Tax Special Court (from 1957
to 1964)

Gauteng Tax Court

Kimberley Tax Court

Johannesburg Tax Court

Natal Income Tax Special Court

Northern Special Court

Pretoria Tax Court

South Eastern Cape Tax Court

Southern Rhodesia Income Tax Special Court

South West Africa Income Tax Special Court

Transvaal Income Tax Special Court

Special Court for the Union of South Africa (from 1 June 1926 to 1950)
Western Cape Tax Court

Other legal references

(A)
AC
AD
All ER
All SA
ALR
ATR
BCA
BCLR
BH
(C)
(CC)
ChD
CIR
CLR
CPD
C: SARS
(E)
EDC
ER
(FC)
FCA
FCR
FCT
HC of A
IRC
JTLR
KB
LAWSA
(N)
NO

Appellate Division of the Supreme Court of South Africa

Law reports, Appeal Cases, House of Lords

Reports of the Appellate Division of the Supreme Court of South Africa
All England Law Reports

All South African Law Reports

Australian Law Reports (1973 to date)

Australian Tax Reports

Court of Appeal, Botswana

Butterworths Constitutional Law Reports

Bophuthatswana High Court

Cape Provincial Division of the Supreme Court of South Africa
Constitutional Court

Law Reports, Chancery Division (1876 — 1890)

Commissioner for Inland Revenue

Commonwealth Law Reports

Reports of the Cape Provincial Division of the Supreme Court of South Africa
Commissioner for the South African Revenue Service

Eastern Cape Division of the Supreme Court of South Africa
Eastern District Court Reports, Cape of Good Hope, 1880 — 1909
English Reports

Federal Supreme Court of the Federation of Rhodesia and Nyasaland
Federal Court of Australia

Federal Court Reports

Federal Commissioner of Taxation (Australia)

High Court of Australia

Inland Revenue Commissioners

Juta’s Tax Law Reports

Law Reports, King’s Bench Division

The Law of South Africa, LexisNexis Butterworths

Natal Provincial Division of the Supreme Court of South Africa
Nomine officio (‘in the name of office’)
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NNO
NPD
0QBD
RAD
SA
SA Merc LJ
SATC
SC
SC
(SCA)
(SCD)
Sc LR
SIR
SpC
STC
(T)
TC
TC
TPD

TS
TSH
UKHL
US Tax
Ct LEXIS
(W)
WLD

WLR

Plural of nomine officio

Reports of the Natal Provincial Division of the Supreme Court of South Africa
Law Reports, Queen’s Bench Division

Rhodesia Appellate Division

South African Law Reports

South African Mercantile Law Journal, Juta & Company Ltd

South African Tax Cases Reports

Reports of the Supreme Court of the Cape of Good Hope from 1880
Court of Session Cases (Scotland)

Supreme Court of Appeal

Special Commissioners’ Decisions

Scottish Law Reporter 1965 — 1925

Secretary for Inland Revenue

Special Commissioners

Simon’s Tax Cases

Transvaal Provincial Division of the Supreme Court of South Africa
Reports of Tax Cases, England

United States Tax Court Reports

Reports of the Transvaal Provincial Division of the Supreme Court of South
Africa

Transvaal Supreme Court Reports

Tax Shock, Horror

House of Lords (United Kingdom)

United States Tax Court

Witwatersrand Local Division of the Supreme Court of South Africa
Reports of the Witwatersrand Local Division of the Supreme Court of South
Africa

Weekly Law Reports
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Chapter 1 — Introduction

1.1 Reasons for the introduction of CGT

For a more comprehensive commentary on the reasons for the introduction of CGT, see the
Briefing by the National Treasury's Tax Policy Chief Directorate to the Portfolio and Select
Committees on Finance Wednesday, 24 January 2001.! Briefly the reasons for the
introduction of CGT are as follows:

1.11 International benchmarking

Many of South Africa’s trading partnersintroduced CGT years ago. It was introduced in the
United States in 1913,2in the United Kingdomin 1965,2in Canada in 19714 and in Australia
in 1985.5 Many African countries also have CGT, for example, Botswana, Malawi, Nigeria and
Zimbabwe. Some of these developing countries limit their CGT for administrative reasons to
share and property transactions while others simply treat capital gains as ordinary income.

1.1.2 Horizontal equity
Haig-Simons® define income comprehensively as

‘the sum of the market value of rights exercised in consumption and the change in the value of the
store of property rights between the beginning and the end of the period in question'.

Under this definition, ‘comprehensive’ income equals consumption plus net wealth
accumulated during the period. In accordance with this definition, capital gains should be
treated no differently from other forms of income.

Horizontal equity demands that individuals in similar economic circumstances should bear a
similar tax burden, irrespective of the form the accretion of economic power takes. In other
words, taxpayers should bear similar tax burdens, irrespective of whether their income is
received in the form of wages, or capital gain. In this context, the exclusion of capital gains
fromthe income tax base fundamentally undermines the horizontal equity of the tax system.

1 ‘Capital Gains Tax In South Africa’ (24 January 2001) available at
<http://www.ftomasek.com/NationalTreasury.pdf> [Accessed 2 November 2020].

2 1t was introduced following the introduction of the Sixteenth Amendment to the US Constitution
which enabled Congress toimpose a federal income tax. Some uncertainty persisted between 1913
and 1921 whether capital gains formed part of income tax. In 1921 all doubts were removed when
the US Supreme Court ruled in Merchants’ Loan and Trust Co v Smietanka (1921) 255 US 509 that
income includes the gain from capital realized by a single isolated sale of property held as an
investment, as well as a profit realized by sales in a business of buying and selling such property.

3 Introduced under the Finance Act, 1965 on 6 April 1965. The CGT applied to disposals of assets
from that date. Gains and losses accruing before that date were excluded by using time-
apportionment rules, or the taxpayer could elect to determine a ‘Budget Day’ valuation on that date.

4 The tax became effective in 1972 with ‘valuation day’ or V-day as it is known, being 31 December
1971. Taxpayers had the choice of using original cost or market value on valuation day as the base
cost on valuation day.

> Applies to assets acquired after 19 September 1985.

6 See RM Haig ‘The Concept of Income — Economic and Legal Aspects’ in The Federal Income Tax
(1921) Columbia University Press and H Simons Personal Income Taxation (1938) The University
of Chicago Press.
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An individual who invests R100 000 on fixed deposit at 10% a year has the same ability to pay
as one who invests R100 000 in shares and derives a dividend of 3% and a capital gain of
7%. Without CGT the latter individual pays dividends tax of only 20% on the dividend while
the former pays up to 45% on the interest income (excluding the exempt portion). The same
principle applies to individuals earning salary income compared to those deriving income in
the form of capital gains.

1.1.3 Vertical equity

Vertical equity connotes that taxpayers with greater ability to pay taxes should bear a greater
burden of taxation. International experience also indicates that the biggest share of capital
gains tax revenues can be attributed to the wealthiest of individuals.

Thus, including capital gains in taxable income contributes to the progressivity of the income
tax system, while enabling government to pursue other tax policy objectives, premised on
widening tax bases and reducing standard tax rates.

Given the skewed distribution of wealth in South Africa, the introduction of capital gains tax
was intended to markedly improve the vertical equity of the income tax systemin South Africa.

1.1.4 The shift from income to capital

When capital gains are not taxed, taxpayers have an incentive to recharacterise income as
capital. There are many ways in which this can be done, some more complexthan others. The
classic example of this used to be the restraint of trade payment. Popular before the
amendment of the Income Tax Act in 20007 it was commonplace for employees to be paid
‘restraint of trade’ payments. In many cases these were little more than disguised
remuneration.

Taxpayers are also encouraged to shift from income-bearing investments to those that
produce capital gains. This shift erodes the tax base and results in an artificial allocation of
resources. An example is to be found when money is invested offshore. One way of doing this
is to invest the money in a fund and earn interest on the capital, which would be taxed. The
alternative is to investthe money in a roll-up fund fromwhich interestis not paid to the investor
but retained by the fund. As a result, the value of the shares in the fund increases by the
amount of the retained interest. When the shares are sold it can be argued that the difference
between the original cost of the shares and the selling price is a non-taxable capital gain. The
return on investment is the same but the tax consequences are very different. Sometimes the
income to capital shift requires the hand of time — for example instead of disposing of shares
within a year an investor waits three years to take advantage of s 9C which deems the
proceeds to be of a capital nature. Frequently the intentionis the same — to make a profit on
disposal of the shares, though in the latter case investors will invariably claim that the
investment was made to earn dividend income.

Many of the techniques for convertingincome to capital rely on deception or non-disclosure
for their success — for example, a taxpayer sells a business for a lump sum and agrees to
remain on as a consultantfor noremuneration —the so-called income earn-out scheme. In this
case the taxpayer’s remuneration has simply been disguised as part of the lump sum — a ploy
not unlike the bogus restraint payment.

" Paragraph (cA) was inserted into the definition of ‘gross income’ in's 1 by s 13(1)(f) of the Taxation
Laws Amendment Act 30 of 2000 deemed to have come into operation on 23 February 2000 and
applicable in respect of any amount received or accrued on or after that date.
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Although the effective tax rate differential between ordinary income and capital gains means
that these techniques will remain attractive, the enhanced disclosure brought about by the
CGT system makes them more difficult.

1.1.5 Economic efficiency

The application of scarce resourcesto tax planning and tax avoidance is clearly a dead-weight
loss to society.

The efficiency case for introducing a capital gains tax is particularly strong if the impact on the
allocation of investment funds is considered. If capital gains go untaxed, individuals are
encouraged by the tax systemto invest their savings in assets that provide returns in the form
of capital gains (for example, property), rather than income-producing assets (for example,
equipment and machinery). Scarce investmentfunds are clearly misallocated when tax factors
are given undue weight over risk-return considerationsin the allocation of investment capital.
Capital gains tax narrows the gap in the tax treatment of different assets, reducing these
distortions in individual portfolio decisions.

1.1.6 Tax-base broadening

The introduction of CGT has enabled the tax base to be broadened thus facilitating lower
overall tax rates. More taxpayers have been brought into the net — for example, non-residents
owning immovable property in South Africa.

For more detailed information on the case for introducing CGT see the papers presented by
Krever® and Brooks® to the Portfolio Committee on Finance.

1.2 Historical development of CGT in South Africa

1.2.1 Previous Commissions of Enquiry

The idea of taxing capital gains is not new in South Africa. In 1969, the Franzsen
Commission19 proposed a limited form of capital gains tax on immovable property and
marketable securities, while in 1986 the Margo Commission! recommended that capital gains
should not be taxed. In 1995 the Katz Commission in its third report!? considered the merits
and demerits of a capital gains tax in South Africa. It declined to make firm recommendations
because of the complexity of CGT administration and the lack of capacity of the Inland
Revenue at that time.

The Minister of Finance announced in his Budget Speech on 23 February 2000 that a CGT
was to be introduced with effect from 1 April 2001. This implementation date was later
extended to 1 October 2001.

8 RAKrever ‘A Capital Gains Tax for South Africa’ [online], (25 January 2001). Available at
<http://www.ftomasek.com/RickKreverDraft.html> [Accessed 2 November 2020].

° N Brooks ‘Taxing Capital Gains is Good for the Tax System, the Economy and Tax Administratior’
[online], (26 January 2001). Available at <http:/Mmww.ftomasek.com/NeilBrooksRevised.pdf>
[Accessed 2 November 2020].

10 Taxation in South Africa: First Report of the Commission of Enquiry into Fiscal and Monetary Policy
in South Africa, November 1968, printed for the Government Printer, Pretoria by Cape and
Transvaal Printers TD, Cape Town B932/5,000 at 48.

' Report of the Commission of Inquiry into the Tax Structure of the Republic of South Africa,
20 November 1986, The Government Printer, RP34/1987, Pretoria.

12 Third Interim Report of the Commission of Inquiry into Certain Aspects of the Tax Structure of South
Africa, 1995, The Government Printer, Pretoria.

Comprehensive Guide to Capital Gains Tax (Issue 9) 3



Chapter 1 — Introduction 4

1.2.2 The Guide — 23 February 2000

A guide to the key principles of the proposed CGT was published on 23 February 2000 and
public comment was invited. As a result, SARS and the National Treasury received and
considered over 300 submissions and held meetings with a number of associations and
industry groupings. Readers of this initial guide should be aware that a number of key
principles which it proposed were subsequently departed from. So, while it makes interesting
reading, it should not be relied upon as an authoritative summary of the present law.

1.2.3 The First Draft — 12 December 2000

After consideration of the submissions, a number of changes were made to the proposals.
A draftBillincorporating the changesto the Income Tax Act, necessaryto introduce CGT, was
prepared and published for comment on the websites of SARS and the National Treasury on
12 December 2000. Comments were called for and over 150 submissions were received.

1.2.4 The Second Draft — 2 March 2001

The Portfolio Committee on Finance and the Select Committee on Finance, after extensive
preparation, jointly held public hearings on CGT during the period 23 January 2001 to
19 March 2001. The public hearings generated a great deal of debate and public interestin
CGT. After consideration of these comments, an amended draft Bill was released on 2 March
2001 for comment. Cognizance was also taken of these latest comments and, when
appropriate, they were included in the Bill.

The interest and participation of the publicin commenting on the draft Bills and participating
in the public hearings of the Committees were of invaluable assistance in formulating the
legislation.

1.25 The introduction of CGT into legislation

The Taxation Laws Amendment Bill (B17 — 2001) was tabled in the National Assembly on
5 April 2001, passed by the National Assembly on 16 May 2001, passed by the National
Council of Provinces on 22 May 2001, and assented to by the Acting President on 13 June
2001. It was accompanied by a comprehensive Explanatory Memorandum that formed the
foundation of this guide. CGT was finally introduced into South African law by the Taxation
Laws Amendment Act 5 of 2001, which was promulgated on 20 June 2001. A summary of the
changes made to CGT legislation since its introduction is contained in 1.2.6. Over the years
there have been many amendments to the Eighth Schedule. Some of these changes have
been consequential on other changes to the main body of the Act such as the discontinuation
of STC and the introduction of dividends tax while others have been prompted by a desire for
simplification. Some areas which have proved particularly troublesome include the treatment
of returns of capital from shares (paras 76 to 77), reduction of debt (para 12(5) [repealed] and
its replacement para 12A), para 43 (assets denominated in foreign currency) and foreign
currency assets and liabilities (paras 84 to 96 [repealed]). The treatment of deceased persons
and their estates underwent a complete overhaul with effect from 1 March 2016 in order to
address long-standing anomalies and interpretation difficulties, many of which preceded the
introduction of CGT.
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1.2.6 Table of amendments to CGT legislation

Table 1 — Amendments to CGT legislation

Act Bill no. and | Volume no, | Details
date tabled | Government
Notice no,
Government
Gazette no
and date
promulgated
Taxation Laws B 17—2001 | Vol 432, GN | Inserts Eighth Schedule.
Amendment Tabled 550, GG
Act 5 of 2001 5.4.2001 22389 of
20.6.2001
Revenue Laws B 36—2001 | Vol 433, GN | Amends paras 2, 20, 23, 32, 45, 46,
Amendment Tabled 709, GG 55, 60, 66, 84 and 86 of the Eighth
Act 19 of 2001 | 22.6.2001 22532 of Schedule.
27.7.2001
Second B 84—2001 | Vol 438, GN | Amends paras 1-4, 6, 7, 11, 12, 15,
Revenue Laws | Tabled 1333, GG 18, 20, 24, 26, 28, 29, 30-32, 35, 38,
Amendment 7.11.2001 22923 of 39, 40, 42-45, 47, 49, 52, 53, 55, 61,
Act 60 of 2001 12.12.2001 | 65,67,74,76, 80, 81, 84 and 86 of the
Eighth Schedule; substitutes paras 25,
27, 34, 56, 58 and 59 of the Eighth
Schedule; inserts Part 11l of Chapter II,
para 67A of the Eighth Schedule and
repeals para 85 of the Eighth
Schedule.
Taxation Laws B 26—2002 | Vol 446, GN | Amends paras 29, 32 and 84 of the
Amendment Tabled 1047, GG Eighth Schedule.
Act 30 of 2002 | 20.6.2002 23709 of
5.8.2002
Revenue Laws B 67—2002 | Vol 450, GN | Amends paras 1, 2, 4, 10, 11, 12, 13,
Amendment Tabled 1581, GG 14, 20, 24, 26, 27, 29, 30, 31, 32, 33,
Act 74 of 2002 | 6.11.2002 24181 of 38, 40, 41, 51, 53, 55, 56, 57, 72, 74,
13.12.2002 | 76, 78, 79, 84, 95, 96 and 86 of the
Eighth Schedule.
Substitutes paras 25, 43, 61, 63, 67A,
81 and Part Xlll (now comprising
paras 84 to 97) of the Eighth Schedule
and Part Ill of Chapter Il (now
comprising ss 41 to 47).
Inserts para 64A of the Eighth
Schedule.
Exchange B 26—2003 | GG 25047 of | S 4(3) (trust asset in respect of which
Control Amnesty | Tabled 31.05.2003 | the donor or deceased estate has
and Amendment | 15.5.2003 elected to be the holder).
of Taxation S 28 (base cost limitation in respect of
Laws Act 12 of exchange control amnesty applicants).
2003
Regulations GG 25511 of | Regulation 4 (base cost of asset in
issued under 29.09.2003 respect of which election has been
s 30 of the Notice No. made; deemed disposal events
Exchange R.1368 pertaining to such asset).
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Act Bill no. and | Volume no, | Details
date tabled | Government
Notice no,
Government
Gazette no
and date
promulgated
Control and Regulation 7 (suspension of attribution
Amendment of rules during period of election).
Taxation Laws
Act
Revenue Laws B 71—2003 | GG 25864 of | Amends paras 1, 2,11, 12, 19, 20, 27,
Amendment Tabled 22.12.2003 30, 33, 39, 43,55,62,67, 67A, 72, 74,
Act 45 of 2003 18.11.2003 75,78, 84, 86, 88, 92, 93, 94 and 96 of
the Eighth Schedule.
Inserts paras 20A, 67B and 67C.
Substitutes paras 63, 65 and 66
Amends ss 41 to 47.
Taxation Laws B 8—2004 GG 26612 of | Amends paras 1, 39, 65, 67C, 75, 76
Amendment Tabled 27.07.2004 and 78.
Act 16 of 2004 18.06.2004
Revenue Laws B 24—2004 | GG 27188 of | Amends paras 1, 2, 3, 4, 11, 12, 13,
Amendment Tabled 24.01.2005 20, 20A, 25, 33, 38 and 56.
Act 32 of 2004 | 09.11.2004 Inserts paras 35A and 39A.
Amends ss 41, 43, 45, 46 and 47.
Inserts ss 24B, 24M, 24N and 35A.
Revenue Laws B 40—2005 | GG 28450 of | Amends paras 1, 2, 8, 11, 12, 20, 24,
Amendment Tabled 01.02.2006 30, 33, 38, 39, 42, 43, 55, 56, 64 64B,
Act 31 of 2005 08.11.2005 72, and 76.
Small Business | B 14—2006 | GG 29068 of | Amends paras 5, 45, 57 and 64B.
Tax Amnesty Tabled 25.07.2006
and Amendment | 13.06.2006
of Taxation
Laws Act 9 of
2006
Revenue Laws B 33—2006 | GG 29603 of | Amends paras 11, 20, 24, 29, 30, 31,
Amendment Tabled 07.02.2007 40, 43, 62, 64, 64A, 67, 80 and 92.
Act 20 of 2006 | 02.11.2006 Inserts paras 63A and 65B.
Taxation Laws B 18—2007 | GG 30157 of | Amends paras 20, 29, 31, 39, 63. A,
Amendment Tabled 08.08.2007 64B, 65B, 66 and 84.
Act 8 of 2007 07.06.2007
Revenue Laws B 42—2007 | GG 30656 of | Amends paras 12, 19, 20, 42, 43, 64B,
Amendment Tabled 08.01.2008 65, 66, 67, 67A, 74 and 76.
Act 35 of 2007 30.10.2007 Inserts paras 42A, 67AB and 76A.
Repeals para 79.
Taxation Laws B 13—2008 | GG 31267 of | Amends paras 1, 12, 13, 20, 24, 40,
Amendment Tabled 22.07.2008 42,54, 55, 64B, 74, 76, 76A, 80.
Act 3 of 2008 19.03.2008
Revenue Laws B 80—2008 | GG 31781 of | Amends paras 11, 12, 13, 20, 24, 40,
Amendment Tabled 08.01.2009 64B, 67A, 67AB, 76, 78 and 80.
Act 60 of 2008 | 21.10.2008 Inserts para 57A.
Taxation Laws B 10—2009 | GG 32610 of | Amends paras 5, 13, 19, 25, 40, 45,
Amendment Tabled 30.09.2009 61, 64, 74, 75 and 80.
Act 17 of 2009 | 01.09.2009 Inserts paras 43A and 67D.
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Act Bill no. and | Volume no, | Details
date tabled | Government
Notice no,
Government
Gazette no
and date
promulgated
Substitutes para 51.
Taxation Laws B 28—2010 | GG 33726 of | Amends paras 2, 12, 20, 29, 31, 38,
Amendment Tabled 2 November | 42, 43, 43B, 45, 51, 61, 62, 64B, 67A,
Act 7 of 2010 24.08.2010 | 2010 74, 78 and 96.
Inserts paras 43B and 51A.
Taxation Laws B 19—2011 | GG 34927 of | Amends paras 5, 12, 19, 20, 43, 51A,
Amendment Tabled 10 January 55, 57, 64B, 74, 75, 76, 76A, 77
Act 24 of 2011 | 25.10.2011 2012 and 78.
Inserts para 76B.
Substitutes para 43A.
Repeals Part XIlII (paras 84 to 96).
Rates and B 10—2012 | GG 35775 of | Amends paras 5, 10, 45 and 57.
Monetary Tabled 9 October
Amounts and 13.03.2012 2012
Amendment of
Revenue Laws
Act 13 of 2012
Taxation Laws B 34—2012 | GG 36122 of | Amends paras 1, 3, 8, 10, 11, 12, 13,
Amendment Tabled 1 February 19, 20, 23, 32, 38, 40, 42, 43, 43A, 56,
Act 22 of 2012 | 25.10.2012 2013 61, 64A, 64B, 65, 66, 67A, 67B, 74, 75,
76, 76A, 76B and 78.
Inserts para 12A
Repeals para 67A, 67AB and 78.
Rates and B 12—2013 | GG37104 of | No amendments to Eighth Schedule.
Monetary Tabled 2 December
Amounts and 18.06.2013 2013
Amendment of
Revenue Laws
Act 23 of 2013
Taxation Laws B 39—2013 | GG 37158 of | Amends paras 11, 12A, 13, 16, 20, 31,
Amendment Tabled 12 December | 32, 35, 43,53, 56,57, 57A, 61, 62, 64,
Act 31 of 2013 | 24.10.2013 2013 64B, 67C, 68, 75, 76, 77 and 80
Repeals para 42A.
Taxation Laws B 13—2014 | GG 38405 of | Amends para 1, 10, 11, 12, 12A, 15,
Amendment Tabled 20 January 20, 29, 31, 41, 43, 44, 67B and 77
Act 43 of 2014 | 22.10.2014 | 2015 Inserts para 63B
Tax B 14—2014 | GG 38406 of | Amends para 29.
Administration Tabled 20January
Laws 22.10.2014 2015
Amendment
Act 44 of 2014
Rates and B 15B—2015 | GG 39421 of | Period 1 March 2015 to 29 February
Monetary Tabled 17 November | 2016:
Amounts and 12.08.2015 2015 Increases the maximum marginal rate

Amendment of
Revenue Laws
Act 13 of 2015

of normal tax for individuals, deceased
and insolvent estates and special
trusts from 40% to 41%.
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Act Bill no. and | Volume no, | Details
date tabled | Government
Notice no,
Government
Gazette no
and date
promulgated
Increases the rate of normal tax for
trusts from 40% to 41%.
Taxation Laws B29B—2015 | GG 39588 of | Amends, amongst others, definition of
Amendment Tabled 8 January ‘connected person’ins 1(1), s 9C, 9H,
Act 25 of 2015 | 27.10.2015, | 2016 12P, 12T, 19, 25, 25BB, 35A, 40C
passed by Inserts, amongst others, s 9HA and
National 40E
Assembly Amends paras 2, 3,4, 11, 12A, 13, 20,
26.11.2015 29, 31, 35, 40, 41, 43, 55, 57A, 64B,
65, 66, 67, 76B and 80.
Inserts para 64C.
Taxation Laws B17—2016 GG 40562 of | Amends, amongst others, s 9C, 9H,
Amendment Tabled 19 January 9HA, 12J, 12P and 25.
Act 15 of 2016 | 26.10.2016 2017 Amends paras 11, 38, 43, 47, 49,50,
66 and 76B.
Substitutes para 64A.
Inserts para 64D.
Taxation Laws B27—2017 GG 41342 of | Substitutes paras 12A and 43A
Amendment Tabled 18.12.2017 Amends paras 35A, 55 and 80
Act 17 of 2017 | 25.10.2017 Inserts para 64E
Amongst others:
Amends definitions of ‘connected
person’, ‘dividend’, ‘return of capital’,
ss 9C and 9D.
Inserts s 7D and 8G.
Substitutes s 19.
Taxation Laws B38—2018 GG 42172 of | Amends para 1 (‘disposal’, ‘market
Amendment Tabled 17.01.2019 value’), 2, 5, 10, 12A, 35, 39, 43A, 45,
Act 23 of 2018 | 24.10.2018 55, 57, 64B and 80.
Repeals para 67.
Substitutes para 72.
Amends (amongst others), s 1(1)
(‘company’, ‘dividend’, ‘financial
instrument’, ‘Financial Sector Conduct
Authority’, ‘Financial Services Board’
and ‘Financial Services Board Act’
deleted), ‘identical share’, ‘Financial
Sector Regulation Act’, ‘Insurance Act’,
‘official rate of interest’, ‘REIT’ and
‘relative’, s 6quat, 9, 9C, 9D, 9HA, 9J,
10(1)(yA), 10B, 11F, 127, 12Q, 18A,
19, 22B, 241, 24L, 25 and 41.
Inserts s 9HB.
Taxation Laws B18B—2019 | GG 42951 of | Amends para 1 (‘market value’), 12A,
Amendment Tabled 15.01.2020 19, 20, 29, 35, 38, 40, 43, 43A, 56 and
Act 34 of 2019 | 30.10.2019 80.
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Act Bill no. and | Volume no, | Details
date tabled | Government
Notice no,
Government
Gazette no
and date
promulgated
by the Amends (amongst others) s 1(1)
Standing (‘dividend’, ‘return of capital’), 9D, 9HA,
Committee 9HB, 40CA, 41, 42, 44, 45 and 47.
on Finance)
Taxation Laws B27—2020 Amends paras 2, 12, 12A, 20A, 42,
Amendment Bill, | Tabled 64B and 80.
2020 28.10.2020 Substitutes para 34.
Amends s 1 (‘financial instrument’ and
‘REIT"), s 7C, 9, 9D, 9H, 9J, 10(1)(yA),
12J, 18A and 25B.
Inserts s 9K.
Substitutes s 40CA.
1.2.7 Retrospective amendments

A number of amendments to CGT legislation have been made retrospective to valuation date
and a variety of other dates. As a general rule the backdating of amendments tends to be in
favour of the taxpayer. The purpose is to provide certainty on the interpretation of the
legislation by correcting errors and omissions.

There is a general presumption against a statute being construed as having retroactive
effect.13However, subjectto the Constitution of the Republic of South Africa, 1996, Parliament
has an unfettered discretionto change the law retrospectively to a date in the past. There is
an exception to this rule for cases on appeal to the High Court or SCA. In Corium (Pty) Ltd &
others v Myburgh Park Langebaan (Pty) Ltd & others!4 the court summed up the rule as
follows:

‘There is a long accepted rule that a statute, even where it is expressly stated to be retrospective
in its operation, is notto be treated as affecting matters which are the subject of pending litigation
in the Supreme Court in the absence of a clear contrary intention appearing from the Act.’

In Robertson & another v City of Cape Town & another; Truman-Baker v City of Cape Town'®
the court considered whether retrospective legislation was unconstitutional. It concluded that
apart from certain provisions pertaining to criminal law, the Constitution of the Republic of
South Africa, 1996 does not contain any express provisions barring retrospective legislation.16

The passing of retrospective legislation in other constitutional democracies (India, the United
States and Canada) has not been found to be unconstitutional.

Pienaar Brothers (Pty) Ltd v C: SARS & another?’ involved an amalgamation transaction
under s 44. Under the arrangement, old co (the amalgamated company) transferred all its
assets to new co (the resultant company and applicant) in return for shares in new co. Those
shares were then distributed by old co to its shareholders and its existence was terminated

13 National Director of Public Prosecutions v Carolus & others 2000 (1) SA 1127 (SCA).
141995 (3) SA 51 (C) at 64A-B.

152004 (5) SA 412 (C).

16 At 452

172017 (6) SA 435 (GP), 80 SATC 1.
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through liquidation. The distribution was exempt from STC under s 44(9). In its books new co
credited its share capital and share premium account with the value of the assets acquired. It
later effected a reduction in its share premium account, which it claimed was exempt from
STC under the exclusion in para (f) of the then definition of ‘dividend’ in s 1.

Towards the end of 2006 SARS and National Treasury became aware that s 44 was being
used to permanently avoid the payment of STC through the use of s 44(9) and para (f) of the
definition of ‘dividend’ and that this needed to be addressed through the introduction of
appropriate amending legislation. The following events then took place:

e 20 February 2007 —Minister of Finance announced that retrospective legislation would
be introduced to deal with certain STC anti-avoidance arrangements.

e 21 February2007—-SARS issued a media release in which it stated that the exemption
in s 44(9) was to be withdrawn with immediate effect.

e 27 February 2007 — Draft Taxation Laws Amendment Bill released, reflecting the
proposed deletion of s 44(9) and (10), deemed to come into operationon 21 February
2007.

e 16 March 2007 — Amalgamation transaction between old co and new co under s 44
completed.

e 3 May 2007 — Share premium of new co distributed to its shareholders.

e 7 June 2007 — Taxation Laws Amendment Bill published. It no longer proposed the
deletion of s 44(9) and (10) but instead proposed the insertion of s 44(9A), which
tainted the share premium of the resultant company to the extent of the profits available
for distribution in the amalgamated company. In other words, the amalgamated
company continued to enjoy the STC exemption under s 44(9) but the resultant
company would have to pay STC on the tainted portion of its share premium account
when it reduced its share premium. It also proposed that the amendment would be
retrospective to 21 February 2007.

e 8 August 2007 — The Taxation Laws Amendment Act 8 of 2007 was promulgated.
Section 44(9A) was deemed to come into operation on 21 February 2007 and applied
to any reduction in the share premium account of a resultant company on or after that
date.

SARS later raised an STC assessment in respect of the reduction in new co’s share premium
account based on s 44(9A) and it was this assessment that was the subject of the application.

New co argued that at the time it entered into the amalgamation transaction and effected the
reduction in its share premium, s 44(9A) had not been inserted in the Act, nor was it made
aware of an intention to introduce s 44(9A). It became aware of s 44(9A) only when the bill
was released in June 2007. Before that time, it had been indicated that s 44(9) would be
deleted, which in fact never happened.

It argued that the retrospective insertion of s 44(9A) was unconstitutional.

In a 156-page judgment FabriciusJ held that the backdating of s 44(9A) was not
unconstitutional.
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Some of the principles emerging from the judgment are the following:

e There are two main tests for determining the constitutionality of legislation, namely, a
rationality test and the more exacting test of reasonableness or proportionality.

¢ |If the tax statute is rationally connected to alegitimate purpose, no precise warning of
retrospective legislation is required, if one at all.

e A warning given of an impending change to tax legislation need not result in the exact
same amendment that is ultimately made. such an approach would undermine the
parliamentary process and the public participation process completely.

e A precise warning need not be given in each and every case, nor need a warning, of
whatever ambit, be given in all cases. A proper approach is to judge the legality of
retrospective amendments on a case-by-case basis, having regard to the various
considerations referred to in the judgment.

It follows that when an amendment is made effective froman earlier date it will, unless the
contrary is indicated, be applicable to all transactions entered into on or after that date
regardless of whether the return may have been submitted or assessed in the meanwhile.

Under s 5(2) the Minister may announce changes to the rates of tax chargeable on taxable
income in the annual budget from a date or dates determined by the Minister in the
announcement. These changes apply for a period of 12 months from the effective date of the
rate change, subject to Parliament passing legislation giving effect to the announcement.
Similar provisions giving the Minister the authority to change monetary amounts have been
introduced into the Eighth Schedule in relation to the annual exclusion [para 5(3)], inclusion
rate [para 10(2)], primary residence exclusion [para 45(1A)], and small business asset
exclusion [para 57(7)].
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Chapter 2 — Capital v revenue

2.1

The words ‘of a capital nature’

The words ‘of a capital nature’ are to be found in several sections of the Act, and are relevant
for determining what is taxed on income account under sections of the Act and on capital
account under the Eighth Schedule.

Some examples in which the words are used for income tax purposes include the following:

Section 1(1), definition of ‘gross income’ — which excludes ‘receipts or accruals of a
capital nature’, but includes certain amounts ‘whether of a capital nature or not’.

Section 9C — which deems the amount received or accrued or expenditure incurred in
respect of an equity share held for at least three years to be of a capital nature.

Section 11(a) (general deduction formula) — which permits a deduction for expenditure
and losses actually incurred in the production ofincome in carrying on atrade ‘provided
such expenditure and losses are not of a capital nature’.

Section 11(c) (deduction for certain legal expenses) — which limits the deduction to so
much of the expenses as ‘is not of a capital nature’.

Section 11E (Deduction of certain expenditure incurred by sporting bodies) — which
provides a deduction for expenditure ‘not of a capital nature’ on development and
promotion of sporting activities.

Section 12E (Deductions in respect of small business corporations) — under which a
company will qualify as a small business corporation if not more than 20% of its total
receipts and accruals (other than those of a capital nature) and all its capital gains
consists collectively of investmentincome and income fromthe rendering of apersona
service.

Section 18A (Deduction of donations to certain organisations) — in s 18A(3), which
deals with the donation of property in kind and excludes ‘immovable property of a
capital nature where the lower of market value or municipal value exceeds cost’. Such
property is dealt with in s 18A(3A).

Section 24J(3) includes in gross income the amount of any interest determined under
that section ‘whether or not that amount constitutes a receipt or accrual of a capital
nature’.

Section 24L(3) —which deems a premium or like consideration received or receivable
by a person under an option contract to accrue on a day-to-day basis ‘other than an
amount of a capital nature’.

Section 25BA (amounts received by or accrued to certain portfolios of collective
investment schemes and holders of participatory interests in portfolios) — which allows
a flow-through of income to holders of participatory interests under specified
circumstances but does not apply to ‘an amount of a capital nature’.

Section 37G (determination of taxable income derived from small business) which
enables the Minister of Finance to make regulations to facilitate compliance with the
Act by individuals Carrying on small business. The Minister may prescribe ‘the manner
in which expenditure of a capital nature incurred is to be treated’.

Section 80B (Tax consequences of impermissible tax avoidance) — which enables the
Commissioner to determine the tax consequences of impermissible tax avoidance
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arrangements, including reallocating or re-characterising a receipt or accrual of a
capital nature.

e First Schedule —para 14 deems an amount received by or accrued to a farmer from
the disposal of a plantation not to be areceipt or accrual of a capital nature, regardless
of whether disposed of together with the land on which it is growing.

e Sixth Schedule — a number of references are made to receipts or accruals of a capital
nature for the purposes of determining the turnover of a micro business.

e Tenth Schedule (oil and gas activities) — a number of references are made to the
deduction of expenditure of a capital nature in relation to oil and gas rights.

2.2 Allocating receipts and accruals and expenditure between sections of the
Act and the Eighth Schedule

The distinction between income and capital is important because of the lower effective rate of
tax attributable to capital gains. Also, losses of arevenue nature can usually be set off against
both income and capital gains, while capital losses may be set off only against capital gains.

As arule, sections of the Act take precedence over the Eighth Schedule (see4.4), so whatever
is excluded from gross income on the grounds of being of a capital nature should fall to be
dealt with under the Eighth Schedule.

The table below gives an indication of what is taxed as, or allowed against, income under
sections of the Act and what falls under the Eighth Schedule to be taxed as capital gains or
allowed as capital losses. This table is merely illustrative and is not intended to be exhaustive.

Table 1 — Amounts falling under sections of the Act v amounts falling in Eighth
Schedule

Sections of the Act Eighth Schedule

RECEIPTS AND ACCRUALS

General rule: Any amount received or Receipts or accruals of a capital nature

accrued of arevenue nature (s 1(1) — excluded from the definition of gross

definition of ‘gross income’). income in s 1(1) which relate to the
disposal of assets.

Receipts or accruals of a capital nature Amounts of a revenue nature deemed to be

specifically included in the definition of of a capital nature under s 9C (three-year

‘gross income’. rule for equity shares).

Any discount arising on the acquisition of a
debt in terms of or in respect of a financial
arrangement is deemed to be gross income
under s 24J(3), regardless of whether it is of
a capital nature (see 24.4).

REALISED AND UNREALISED GAINS
Gains arising under certain employee share | Unrealised receipts or accruals of a capital
incentive arrangements under ss 8A (when | nature on date of death [s 9HA(1)].

option exercised), 8B (when shares
disposed of within five years) and 8C (on
date of vesting).

Amounts of a revenue nature deemed to be | Amounts of a capital nature deemed to be
received by or accrued to a person upon received by or accrued to a person upon
ceasing to be aresident, ceasing to be a ceasing to be aresident, ceasing to be a
CFC or on becoming a headquarter CFC or on becoming a headquarter
company (s 9H). company (s 9H).
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Sections of the Act Eighth Schedule
Section 8B gains when shares held for at
least five years.

EXPENDITURE AND LOSSES

General rule: Expenditure and losses Expenditure and losses of a capital nature

actually incurred of a revenue nature excluded from sections of the Act by s 11

incurred in carrying on trade and which are | and which qualify under para 20. The

in the production of income [s 11(a)]. qualifying para 20 expenditure generally
relates to the acquisition or disposal of
assets.

Amounts of a capital nature that are Certain amounts of arevenue nature

specifically allowed as a deduction (for allowed under para 20 that do not qualify

example, repairs [s 11(d)], leasehold under s 11 (e.g. one-third of interest paid in

improvements [s 11(g)], capital allowances | acquiring listed shares).
(for example, s 11(e), 12B, 12C and so on).
Specified capital expenditure incurred by
farmers (para 12 of First Schedule and

s 17A).

Losses arising on vesting of equity
instruments under s 8C.

Capital expenditure not qualifying under the Eighth Schedule

Since the Eighth Schedule is concerned with capital gains and losses on the disposal of
assets, there will be some expenses of a capital nature that will not fall into either the main
body of the Act or the Eighth Schedule. Such expenditure is likely to include amounts of a
capital nature not incurred for the purpose of creating or improving an asset and which is not
otherwise provided for (for example, bond registration and bond cancellation costs?8).

2.3 Double deductions and double taxation

Although the Eighth Schedule applies to both capital assets and trading stock,® double
deductions and double taxation are generally prevented by para 20(3)(a) (expenditure) and
para 35(3)(a) (receipts or accruals). To the extent that the double taxation issue is not
addressed specifically, there is20

‘a “necessary implication” that the same amount shall not be taxed twice in the hands of the same
taxpayer. . .’

An example of a provision in which this principle needs to be appliedis para 76B, which deals
with the treatment of returns of capital as a base cost reduction. That provision makes no
exception for share-dealers that would have included the return of capital in gross income.

8 Bond registration and bond cancellation costs are specifically excluded from base cost under
para 20(2).

9 See the wide definition of ‘asset’ in para 1.

20 per De Villiers Ja in CIR v Delfos 1933 AD 242, 6 SATC 92 at 112.
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2.4 Common law principles

The Income Tax Act does not define the words ‘of a capital nature’. The line between income
and capital has often been blurred and the source of much litigation between taxpayers and
the fiscus over many decades. In deciding these disputes South African courts have over the
years developed anumber of tests or guidelines for distinguishing between the two concepts.
However, there is2!

‘no single infallible test of invariable application’.

Many of these principles find their origins in decisions of the courts of the United Kingdom and
other commonwealth countries such as Australiaand New Zealand. Some of the better-known
principles are summarised below.

The onus of proving that an amount is of a capital or income nature rests on the taxpayer
under s 102 of the Tax Administration Act. In CIR v Middelman?2 the court stated that in order
to discharge the onus a taxpayer must

‘establish his case on a balance or a preponderance of probabilities’.

In capital v revenue disputes the legal principles are well established, and the vast majority of
cases are won or lost on the facts. The importance of establishing the true facts by gathering
sufficient evidence cannot be over-emphasised. This evidence-gathering is particularly
important in presenting a case before the tax court, for once that court has made a finding of
fact it cannot, except on certain limited grounds, be overturned on appeal.2® As was pointed
out by Innes CJ in CIR v George Forest Timber Co Ltd,?*

‘[ilt is dangerous in income tax cases to depart from the actual facts; the true course is to take the
facts as they stand and apply the provisions of the statute’.

2.4.1 Receipts and accruals
24.1.1 Intention

2.4.1.1.1 Introduction

The most important test for determining the capital or revenue nature of a particular receipt or
accrual is the taxpayer’s intention in acquiring the asset (ITC 11852).

In CIR v Stott Wessels JA stated the following:26

‘The primary intention with which property is acquired is conclusive as to the nature of the receipt
arising from the realisation of that property unless other factors intervene which show that it was
sold in pursuance of a scheme of profit-making.’

2 CIR v Pick ‘n Pay Employee Share Purchase Trust 1992 (4) SA 39 (A), 54 SATC 271 at 279.

21991 (1) SA 200 (C), 52 SATC 323.

3 In Rossi & others v C: SARS (2011) 74 SATC 387 (SG) it was said that ‘where the High Court does
have jurisdiction to hear and determine income tax cases it would appear to be in respect of legal
issues alone’.

21924 AD 516, 1 SATC 20 at 23.

% (1972) 35 SATC 122 (N).

% 1928 AD 252, 3 SATC 253 at 254.
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The determination of a person’s intention requires more than a superficial assessment, as was
emphasised by Erasmus J in ITC 171927 when he said that the intention of a taxpayer must

‘be determined not on the bare bones of the relevant transactions, but on the conspectus of all the
relevant facts and attendant circumstances’.

2.4.1.1.2 Change of intention
In John Bell & Co (Pty) Ltd v SIR?® Wessels JA stated that

‘the mere change of intention to dispose of an asset hitherto held as capital does not per se subject
the resultant profitto tax. Something more is required in order to metamorphose the character of
the asset and so render its proceeds gross income. For example, the taxpayer must already be
trading in the same or similar kinds of assets, or he then and there starts some trade or business
or embarks on some scheme for selling such assets for profit, and, in either case, the asset in
question is taken into or used as his stock-in-trade’.

2.4.1.1.3 Intention of a company

Wessels JA stated in Elandsheuwel Farming (Edms) Bpk v SBI that?®

“it must be remembered that the dealings of a juristic person are controlled by human beings, and
that they are the brain and ten fingers of it’.

(Translated from the Afrikaans.)

In Tati Company Limited v Collector of Income Tax, Botswana Smit JA stated the following:3°
‘A company being an artificial entity, its intentions must be determined from its formal acts.’

The above was cited from Wilson v CIR.31

Intention of directors

In CIR v Richmond Estates (Pty) Ltd Centlivres CJ stated the following:32

‘A company is an artificial person “with no body to kick and no soul to damn” and the only way of
ascertaining its intention is to find out what its directors acting as such intended. Their formal acts
in the form of resolutions constitute evidence as to the intentions of the company of which they are
directors but where a company has only one director, who is also the managing director and the
sole beneficial owner of all its shares, | can see no reason in principle why it should be incompetent
for him to give evidence as to what was the intention of the company at any given time. In such a
case it is, perhaps, not going too far to say that his mind is also the mind of the company.’

Intention of sole shareholder

If a single individual is the sole beneficial holder of the shares of a company, the intention of
that individual as to the policy of the company can be accepted as that of the company (Yates
Investments (Pty) Ltd v CIR33).

27 (2001) 64 SATC 73 (SEC) at 76.

%1976 (4) SA 415 (A), 38 SATC 87 at 103.
2 1978 (1) SA 101 (A), 39 SATC 163 at 175.
% 1974 (BCA), 37 SATC 68 at 75.

3L 1926 CPD 63, 2 SATC 12 at 14.

2 1956 (1) SA 602 (A), 20 SATC 355 at 361.
¥ 1956 (1) SA 612 (A), 20 SATC 368.
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Changes in shareholders

In the Elandsheuwel Farming case above the court took account of changes in shareholding
that caused control of the company to pass into new hands. The advent of new controllers
was held to bring about a change in the intentions of the company.

Intention of controllers

In SIR v Trust Bank of Africa Ltd a management committee controlled the appellant company.
Botha JA stated that he could3*

‘see no reason in principle why the persons who are in effective control of a company cannot give
evidence as to what was the intention or purpose of the company in relation to any matter at any
given time'.

Memorandum of association

In SIR v Rile Investments (Pty) Ltd Corbett JA(as he then was) stated the following:3°

‘Another consideration of some importance in the case of a taxpayer which is a company is the
objects of the company as formulated in its memorandum of association, although the well-known
practice in South Africa of framing objects in very wide terms may, in a particular case, reduce the
significance of this factor (Natal Estates case (above) at 197F-H).’

The mere fact that the memorandum of a company prohibits the dealing or trafficking in shares
is not decisive as to whether the profits on sale of shares are of a capital nature. Such
provisions while being of importance cannot be considered in vacuo and the court must
consider all the circumstances of the case (African Life Investment Corporation (Pty) Ltd v
SIR).36

2.4.1.1.4 Mixed purposes and the dominant purpose

If a taxpayer has mixed purposes, the court will try to establish and give effectto the main or
dominant purpose (COT v Levy).%

In SIR v The Trust Bank of Africa Ltd Botha JA stated that in order for a profit to be regarded
as being of a capital nature38

‘a taxpayer is not obliged to exclude the slightest contemplation of a profitable resale’.

2.4.1.1.5 Alternative methods

If a person has two alternative methods of turning an asset to account, that is, selling it or
using it to produce income, the profiton sale will be of a revenue nature (Durban North Traders
Ltd v CIR).3®

31975 (2) SA 652 (A), 37 SATC 87 at 106.

%1978 (3) SA 732 (A), 40 SATC 135 at 141.

%1969 (4) SA 259 (A), 31 SATC 163 at 176.

371952 (2) SA 413 (A), 18 SATC 127 at 136.

¥ SIR v The Trust Bank of Africa Ltd 1975 (2) SA 652 (A), 37 SATC 87 at 102.
31956 (4) SA 594 (A), 21 SATC 85.
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2.4.1.1.6 Taxpayer’s testimony

In ITC 118540 Miller J stated in regard to determining a taxpayer’s intention at the time of
acquiring a property that,

‘the ipse dixit* of the taxpayer as to his intent and purpose should not lightly be regarded as
decisive. It is the function of the court to determine on an objective review of all the relevant facts
and circumstances what the motive, purpose and intention of the taxpayer were. Not the least
important of the facts will be the course of conduct of the taxpayer in relation to the transactions in
issue, the nature of his business or occupation and the frequency or otherwise of his past
involvement or participation in similar transactions’.

Corbett JA (as he then was) expressed similar sentiments in Elandsheuwel Farming (Edms)
Bpk v SBI when he stated the following:4?

‘In the determination of the question into which of these two classes a particular transaction falls,
the intention of the taxpayer, both at the time of acquiring the asset and at the time of its sale, is of
great, and sometimes decisive, importance. Other significant factors include, inter alia, the actual
activities of the taxpayer in relation to the asset in question, the manner of its realization, the
taxpayer’'s other business operations (if any) and, inthe case of acompany, its objects as laid down
in its memorandum of association . . .’

2.4.1.1.7 Insufficient funds

If a company purportsto have acquired land for the purpose of development as an investment,
but has insufficient funds to implementthatintention, this may indicate that the company’s true
intention was to acquire the property for the purpose of resale at a profit with the result that
the proceeds will constitute income (CIR v Lydenburg Platinum Ltd,*® Yates Investments (Pty)
Ltd v CIR,** Ropty (Edms) Bpk v SBI#°).

2.4.1.1.8 No return or low return on investment

A property yielding a meagre return may be indicative of an intention to resell at a profit, in
which case the profit will be on income account (Yates Investments (Pty) Ltd v CIR)4S.

The same applies to assets that do not produce an income, such as undeveloped land,*’
Krugerrands (see 2.4.3.2) or diamonds.“® But the taxpayer’s intention and the surrounding
circumstances must be taken into account. For example, in ITC 12834 a former Angolan
resident converted his Angolan assets into coffee beans, which he imported into South West
Africa from where he exported them overseas and obtained the proceeds in rand.
The proceeds were held to be of a capital nature as the taxpayer’s intention was merely to
salvage his capital and he was not engaged in carrying on a business.

40 (1972) 35 SATC 122 (N) at 123/4.

4 The taxpayer's testimony, meaning literally ‘he himself said it’.
421978 (1) SA 101 (A), 39 SATC 163 at 181.

41929 AD 137, 4 SATC 8.

41956 (1) SA 612 (A), 20 SATC 368.

41981 (A), 43 SATC 141.

%1956 (1) SA 612 (A), 20 SATC 368 at 371/2.

47 ITC 862 (1958) 22 SATC 301 (F).

“ ITC 1608 (1996) 59 SATC 63 (T).

49 (1978) 41 SATC 36 (SW).
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24.1.2 Realisation of capital at enhanced value v scheme of profit-making

In the landmark case of Californian Copper Syndicate (Limited and Reduced) v Harris
(Surveyor of Taxes)%° Clerk LJ stated the following:

‘Is the sum of gain that has been made a mere enhancement of value by realising a security, or is
it a gain made in an operation of business in carrying out a scheme for profit-making?’

The above was cited with approval in Overseas Trust Corporation Ltd v CIR.5!

2.4.1.3 Fortuitous nature of the receipt or accrual

The receipts or accruals bear the imprint of revenue if they are not fortuitous, but designedly
sought for and worked for (CIR v Pick 'n Pay Employee Share Purchase Trust).%2

2414 The ‘tree and fruit’ analogy
In CIR v Visser Maritz J stated the following: >3

‘If we take the economic meaning of “capital” and “income” the one excludes the other. “Income” is
what “capital” produces, or is something in the nature of interest or fruit as opposed to principal or
tree.’

2.4.1.5 Continuity in carrying on business

In CIR v Stott> it was said that as a general rule, one or two isolated transactions do not
constitute the carrying on of abusiness. In that case it was pointed out that while a company
could be regarded as carrying on a business with a single transaction, this would usually not
be the case with an individual. Citing Smith v Anderson, > Wessels JA stated the following:

‘Before it could be said that an individual was carrying on a business there must be some proof of
continuity.’

But there are exceptionsto thisrule, one example being Stephan v CIR%6in which an individua
who salvaged a single ship’s cargo was held to be carrying on business.

2.4.1.6 The *filling a hole’ test

A test which is sometimes applied when the receipt or accrual represents compensation is to
ask whether the compensation was designed to fill ahole in the taxpayer’s profits, or whether
it was intended to fill a hole in his assets (Burmah Steamship Co Ltd v IRC).57

If the compensation is in respect of filling a hole in assets, it will in addition be necessary to
determine whether the asset is of a capital or revenue nature.

Compensation received in respect of the loss or sterilisation of a fixed capital asset is of a
capital nature.>®

% 41 Sc LR 694, 5 TC 159.

1926 AD 444, 2 SATC 71 at 75.

521992 (4) SA 39 (A), 54 SATC 271 at 280.

% 1937 TPD 77, 8 SATC 271 at 276.

% 1928 AD 252, 3 SATC 253 at 260.

* (1880) 15 ChD 247.

% 1919 WLD 1, 32 SATC 54.

1931 SC 156, 16 TC 67.

% See The Glenboig Union Fireclay Co Ltd v Commissioner of Revenue 12 TC 427.
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In CIR v lllovo Sugar Estates Ltd>° compensation received from the military for destruction of
sugar cane plants which produced crops every two years over 14 to 16 years was held to be
of a capital nature, while the compensation for growing crops was held to be of a revenue
nature.

In Estate AG Bourke v CIR®0 a taxpayer received compensation for the destruction by fire of
pine trees. Itwas held that the compensation was of arevenue nature. Pine trees do not renew
themselves once felled. In the circumstances they represented the crop while the soil
represented the income-earning structure. The loss of the pine trees was akin to the loss of
the apples from an apple tree rather than to the loss of the apple tree itself.

In Taeuber and Corssen (Pty) Ltd v SIR®! a payment in restraint of trade was held to be of a
capital nature.

2.4.1.7 No halfway house
In Pyott Ltd v CIR Davis AJA stated the following:62

‘I do not understand how this £9,000 could be, to cite from counsel’'s Heads of Argument, “non-
capital”, and yet “not income”. This is a half-way house of which | have no knowledge.’

Despite the above comment, South African courts have applied apportionmentto a single sum
received when it was partly in respect of arestraint of trade and partly for services rendered.
In Tuck v CIR Corbett JA stated that®3

‘it seems to me that in a proper case apportionment provides a sensible and practical solution to
the problem which arises when a taxpayer receives a single receipt and the quid pro quo contains
two or more separate elements, one or more of which would characterize it as capital'.

2.4.1.8 Revenue derived from capital productively employed
In COT v Booysens Estates Ltd Wessels J stated that®4

‘[ilncome is, as a rule, revenue derived from capital productively employed’.

24.1.9 Fixed v floating capital

In CIR v George Forest Timber Co Ltd Innes CJ stated the following:°

‘Capital, it should be remembered, might be either fixed or floating. The substantial difference was
that floating capital was consumed and disappeared in the very process of production, while fixed
capital did not; though it produced fresh wealth it remained intact. The distinction was relative, for
even fixed capital, such as machinery, did gradually wear away and required to be renewed.’

In New State Areas Ltd v CIR® Watermeyer CJ stated the following:
‘[T]he distinction must be remembered between floating or circulating and fixed capital.

‘When the capital employed in a business is frequently changing its form from money to goods and
vice versa (e.g. the purchase and sale of stock by a merchant or the purchase of raw material by a
manufacturer for the purpose of conversion to a manufactured article) and this is done for the
purpose of making a profit, then the capital so employed is floating capital.’

% 1951 (1) SA 306 (N), 17 SATC 387.

% 1991 (1) SA 661 (A), 53 SATC 86.

61 1975 (3) SA 649 (A), 37 SATC 129.

62 1945 AD 128, 13 SATC 121 at 126.

5 1988 (3) SA 819 (A), 50 SATC 98 at 114.
% 1918 AD 576, 32 SATC 10 at 15.

6 1924 AD 516, 1 SATC 20 at 23.

% 1946 AD 610, 14 SATC 155 at 163.
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Receipts and accruals fromthe disposal of fixed capital assets are in the nature of a realisation
and will fall on capital account. Receipts and accruals from the disposal of floating capital
assets form part of the ordinary revenue of the business.

2.4.1.10 Capital is held with an element of permanency
Vos J stated in Bloch v SIR that®’

‘capital is that which is held with an element of permanency and with the object that it should
produce an economic utility for the holder'.

2.4.1.11 Length of holding period

The length of time that an asset is held is generally an unreliable indicator of whether the
proceeds fromits disposal will be of a capital or revenue nature. While alengthy holding period
may be indicative of a capital intent, the period of holding is far less important than other
factors such as the taxpayer’s intention in buying and selling the asset, and the manner in
which the asset is dealt with. For example, in the Natal Estates case %8 farmland that had been
held for more than 50 years was held to have been disposed of on revenue account because
it was converted to trading stock. And at the other extreme, in ITC 11856° the proceeds on
disposal of a property that was held for only seven months were held to be of a capital nature
as a result of a new intervening factor (see below).

2.4.1.12 Realisation soon after acquisition as a result of a new intervening factor

In ITC 118570 the appellant had acquired three properties as a long-term investment in 1968.
In 1969 an industrial organisation announced that it would be relocating to the area, which
caused a sharp rise in the value of the properties. Shortly after the announcement the
appellant received a substantial offer and sold one of the properties at a substantial profit.
In finding that the profit was of a capital nature, Miller J stated the following: "*

‘The fact that a property is sold for a substantial profit very soon after it has been acquired is, in
most cases, an important one in considering whether an inference adverse to the taxpayer should
be drawn, but it loses a great deal of its importance when there has been a nova causa
interveniens.’ "

2.4.1.13 Exchange of asset for shares

If a person exchanges an asset for shares, and the person’s intention in making the original
investment is unclear, the court will be less ready to infer that the transaction was a scheme
of profit-making than if the consideration was in the form of cash (SIR v Rile Investments (Pty)
Ltd).”s

2.4.1.14 Conversion of trading stock to capital asset

In CIR v Richmond Estates (Pty) Ltd Centlivres CJ stated that’*

‘it may be as difficult to change from a trader to an investor for taxation purposes “as it is for a rope
to pass through the eye of a needle” (Gunn’s Commonwealth Income Tax, 4th ed, sec 583)'.

67 1980 (2) SA 401 (C), 42 SATC 7 at 18.

% Natal Estates Ltd v SIR 1975 (4) SA 177 (A), 37 SATC 193.
6 (1972) 35 SATC 122 (N).

" Above.

T Above at 128.

2. New intervening cause.

3 1978 (3) SA 732 (A), 40 SATC 135 at 152.

4 1956 (1) SA 602 (A), 20 SATC 355 at 361.
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2.4.1.15 Realisation to best advantage

In CIR v Stott, a case dealing with the sale of land held as a capital asset by cutting it up into
lots, the court stated the following:7®

‘Every person who invested his surplus funds in land or stock or any other asset was entitled to
realise such asset to the best advantage and to accommodate the asset to the exigencies of the
market in which he was selling. The fact that he did so could not alter what was an investment of
capital into a trade or business for earning profits.’

The case has been applied in the context of converting blocks of flats to sectional title.
See Berea Park Avenue Properties (Pty) Ltd v CIR76 and ITC 1348.77

2.4.1.16 Conversion of capital asset to trading stock

While a person is entitled to realise a capital asset to best advantage, there are limits.
These constraints were revealed in the landmark case of Natal Estates Ltd v SIR. In that case
the company disposed of farmland that it had held for many years by developing atownship.
In holding that the profits were of a revenue nature Holmes JA stated the following: "8

‘In deciding whether a case is one of realizing a capital asset or of carrying on a business or
embarking upon a scheme of selling land for profit, one must think one’s way through all of the
particular facts of each case. Important considerations include, inter alia, the intention of the owner,
both at the time of buying the land and when selling it (for his intention may have changed in the
interim); the objects of the owner, if a company; the activities of the owner in relation to his land up
to thetime of deciding to sellitinwhole orin part;the lightwhich such activities throw onthe owner's
ipse dixit as to intention; where the owner subdivides the land, the planning, extent, duration, nature,
degree, organization and marketing operations of the enterprise; and the relationship of all this to
the ordinary commercial concept of carrying on a business or embarking on a scheme for profit.
Those considerations are not individually decisive and the listis not exhaustive. From the totality of
the facts one enquires whether it can be said that the owner had crossed the Rubicon and gone
over to the business, or embarked upon a scheme, of selling such land for profit, using the land as
his stock-in-trade.’

2.4.1.17 Sale of surplus land

A profit derived by a person who acquired land for investment purposes and subsequently
disposed of a portion of it because it was surplus to his requirements was held to be of a
capital nature (CIR v Paul).”

2.4.1.18 Realisation period

In Berea West Estates (Pty) Ltd v SIR,8 Holmes JA indicated that the process of realising a
capital asset to bestadvantage mightin certain circumstances need ‘the hand of time’. Thus, a
deliberate delay in the disposal of a property in order to realise a better price will not on its
own convert a capital asset to trading stock.

5 1928 AD 252, 3 SATC 253 at 261.
61995 (2) SA 411 (A), 57 SATC 167.

7 (1981) 44 SATC 46 (EC).

8 1975 (4) SA 177 (A), 37 SATC 193 at 220.
7 1956 (3) SA 335 (A), 21 SATC 1.

® 1976 (2) SA 614 (A), 38 SATC 43 at 63.
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2.4.1.19 Realisation companies and trusts

The concept of a realisation company is an important exception to the rule that a company
that buys an asset for the purposes of resale at a profit will be taxed on revenue account.
Typically, a realisation company is formed for the express purpose of realising to best
advantage capital assets previously owned by its shareholders. Provided that it simply realises
those assets and does not embark on a scheme of profit-making, any profits realised will be
of a capital nature. A trust can also be used as a realisation vehicle. See Realization Company
v COT,8! Berea West Estates (Pty) Ltd v SIR, %2 and JM Malone Trust v SIR. 23 But a distinction
must be drawn between arealisation company and one which acquires land as trading stock
forthe purpose of developing and selling itat a profit. Inthe latter case the company is carrying
on an operation of business in carrying out a scheme for profit-making and the amounts
realised will be revenue derived from capital productively employed (C: SARS v Founders Hill
(Pty) Ltd).8

2.4.1.20 Selling price based on future profits

The proceeds fromthe sale of a capital asset that are expressed as a fixed sum payable in
instalments are of a capital nature. But the receipts will take on the character of income if a
capital asset is sold by reference to future profits. This principle was confirmed by Rowlatt J
in William John Jones v The Commissioners of Inland Revenue when he said that®

‘a man may sell his property nakedly upon the share of the profits of the business and if he does
that | think that the share of the profits of the business would be undoubtedly the price paid for his
property; but still that would be the share of the profits of the business and would bear the character
of income in his hands, because that is the nature of it’.

(Cited with approval in Deary v Deputy Commissioner of Inland Revenue. 86)

2.4.1.21 Purpose of receipt or accrual

In Volkswagen South Africa (Pty) Ltd v C: SARS® the court had to consider the capital or
revenue nature of a government grant in the form of Productive Asset Allowance (PAA)
certificates which provided for customs duty rebates. The amount of this benefit was
calculated as a percentage of the value of the manufacturer’s capital expenditure on items
such as buildings erected or purchased, new plant, machinery and tooling, acquired in order
to manufacture a rationalised range of light motor vehicles. SARS had included them in the
taxpayer’s gross income, while the taxpayer argued that they were of a capital nature. The
court agreed with the appellant’s suggested approach to resolving such matters, namely,

‘first, what was the real and basic cause of the accrual (or put somewhat differently, why or in
respect of what conduct or activity was the grant made) and, secondly, whether that cause is, as a
matter of fact, more closely associated with the equipment of the taxpayer's income producing
machinery (in which event it should be regarded as capital) or with its income-earning operations
(in which event it should be regarded as revenue)'.

8 1951 (1) SA 177 (SR), 17 SATC 139.

8 1976 (2) SA 614 (A), 38 SATC 43.

8 1977 (2) SA 819 (A), 39 SATC 83.

8 2011 (5) SA 112 (SCA), 73 SATC 183.

8 William John Jones v The Commissioners of Inland Revenue [1920] 1 KB 711, 7 TC 310 at 315.
8 1920 CPD 541, 32 SATC 92 at 97.

8 12018] 1 All SA 716 (SCA), 80 SATC 179.
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The court noted that the House of Lords decision in Seaham Harbour Dock Company v Crook
(HM Inspector of Taxes)®8 illustrated the importance of the purpose for which a government
grantis paid. In the result, the court found that the accruals in respect of the PAA certificates
were of a capital nature.

Note: Onor after 19 January 2017 all government grants are included in the definition of ‘gross
income’ under para (IC). The principle of examining the purpose for which a particular receipt
or accrual is made may nevertheless be helpful in determining the capital or revenue nature
of other types of receipt or accrual.

2.4.2 Expenditure

24.2.1 The ‘once and for all’ test
In Vallambrosa Rubber Company v Farmer8® Lord Dunedin expressed the opinionthat it was

‘in a rough way not a bad criterion of what is capital expenditure as against what is income
expenditure, to say that capital expenditure is a thing that is going to be spent once and for all, and
that income expenditure is a thing which is going to recur every year'.

The above was cited in New State Areas Ltd v CIR. %0

24.2.2 The ‘enduring benefit’ test
In Atherton v British Insulated & Helsby Cables, Ltd®! Lord Cave said the following:

‘But when an expenditure is made, not only once and for all, but with a view to bringing into
existence an asset or an advantage for the enduring benefit of a trade, | think that there is very
goodreason (inthe absence of special circumstancesleading to an o pposite conclusion) for treating
such an expenditure as properly attributable, not to revenue, but to capital.’

The above was cited in New State Areas Ltd v CIR.92

2423 The true nature of the transaction

In New State Areas Ltd v CIR Watermeyer CJ, after reviewing a number of decisions of the
courts in the United Kingdom said the following: 93

‘The conclusion to be drawn from all of these cases seems to be that the true nature of each
transaction must be enquired into in order to determine whether the expenditure attached to it is
capital or revenue expenditure. Its true nature is a matter of fact and the purpose of the expenditure
is an important factor; if it is incurred for the purpose of acquiring a capital asset for the business it
is capital expenditure even if it is paid in annual instalments; if, on the other hand it is in truth no
more than part of the cost incidental to the performance of the income producing operations, as
distinguished from the equipment of the income producing machine, thenit is arevenue expenditure
even if it is paid in a lump sum.’

In each case the correct inference must be drawn from all the circumstances. %4

8 (1931) 41 LI. L Rep 95 (HL).

® 1910 SC 519, 5 TC 529.

% 1946 AD 610, 14 SATC 155 at 165.

% 10 TC 155.

% 1946 AD 610, 14 SATC 155 at 168.

% 1946 AD 610, 14 SATC 155 at 170.

% De Villiers v CIR 1929 AD 227, 4 SATC 86 at 88.
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24.2.4 Income-earning structure v income-earning operations
In SIR v Cadac Engineering Works (Pty) Ltd Ogilvie Thompson JA stated the following:®°
‘Upon the facts so decided, it must then be determined whether the payment in issue is
0] part of the income-producing operations (and therefore a revenue expense); or

(i)  mere equipment of the income-producing machine or structure (and consequently
of a capital nature).’

24.2.5 New asset need not be created
In SIR v Cadac Engineering Works (Pty) Ltd Ogilvie Thompson JA stated the following: ¢

‘In my judgment, the mere circumstance that a payment has neither created a new asset nor made
any addition to any existing asset is not necessarily conclusive in favour of such payment being a
revenue expense.’

2.4.2.6 Protection of capital asset

Expenditure has been held to be of a capital nature when it is incurred for the purpose of the
establishment or protection of a capital asset.

(CIR v Hilewitz,°7 ITC 849, Golby v SIR)
2.4.3 Specific types of assets
2431 Share transactions

2.4.3.1.1 The ‘for keeps’ test

The usual badge of a fixed, capital investment is that it is acquired for better or for worse, or,
relatively speaking, for ‘keeps’, and will only be disposed of if some unusual, unexpected, or
special circumstance, warranting or inducing disposal, supervened (Barnato Holdings Ltd v
SIR100),

More recently, however, Davis Jobserved in ITC 1867191 that the holding of shares ‘for keeps’
is reflective of an old, static economic order that no longer exists.

The sale of futures contracts is likely to be on revenue account, even if used as a hedge
against losses on underlying shares held as capital assets (ITC 1756,°2 Wisdom v
Chamberlain (Inspector of Taxes)193).

% 1965 (2) SA 511 (A), 27 SATC 61 at 71.

% 1965 (2) SA 511 (A), 27 SATC 61 at 75.

9 [1998] JOL 1205 (T), 60 SATC 86 at 99.

% (1957) 22 SATC 82 (C).

% 1968 (3) SA 432 (0O), 30 SATC 107.

1001978 (2) SA 440 (A), 40 SATC 75.

101 (2013) 75 SATC 273 (WC) at 296.

102 (1997) 65 SATC 375 (C). The court did not have to decide on the merits of the case whether the
profit on disposal of futures contracts held as a hedge was derived from a scheme of profit-making.
The futures contracts in question had been held for about a year and the court noted that the
appellant had failed to discharge the onus of proving that they had been held on capital account.

103 (1969) 1 All ER 332 (CA).
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2.4.3.1.2 The transaction-by-transaction principle

Just as an occasional swallow does not make a summer, so an occasional sale of shares
yielding a profit does not of itself make a seller of shares, a dealer therein (CIR v
Middelman104),

2.4.3.1.3 Main purpose to derive dividend income

Shares boughtfor the dominant, main and overriding purpose of securing the highest dividend
income possible will be of a capital nature when the profit motive is incidental (CIR v
Middelman195),

2.4.3.1.4 Secondary purpose

In African Life Investment Corporation (Pty) Ltd v SIR the court distinguished between a case
in which the dominant purpose of the taxpayer was to derive dividend income with the
realisation of profits merely being incidental, and one in which the taxpayer had a main but
secondary or subsidiary purpose to realise a profit on sale of shares. In the former case the
‘absolving dominant purpose’ would render the profits to be of a capital nature, while in the
latter case they would be on revenue account. Steyn CJ stated the following:106

‘Whether or not a purpose is dominant in the sense that another co-existing purpose may be
effected at a profit without attracting liability for tax, is a matter of degree depending on the
circumstances of the case.’

A profit will be of arevenue nature when realised by ataxpayer who has a secondary purpose
of making a profit (CIR v Nussbaum107),

A taxpayer, who purchased shares cum div (that is, ripe with dividends), received the
dividends and then sold the shares ex div, was held to be taxable on revenue account in
respect of the resulting profits on the grounds that he had a co-existent intention to make a
profit (CIR v Tod108),

2.4.3.1.5 Scope and frequency

The scale and frequency of aperson’s share transactions is of major importance, although not
conclusive (CIR v Nussbaum109),

2.4.3.1.6 Circumstances in which certain amounts received or accrued from disposal of
shares are deemed to be of a capital nature

Section 9C
Section 9C came into operation on 1 October 2007 and replaced s 9B.

Section 9C(2) provides that any amount received or accrued (other than a dividend or foreign
dividend) or any expenditure incurred in respect of an equity share as defined in s 9C(1) must
be deemedto be of a capital nature if that equity share had, at the time of the receipt or accrual
of that amount or incurral of that expenditure, been held for a period of at least three years. It
applies to receipts and accruals in respect of a share, which includes a return of capital or
foreign return of capital as well as amounts derived on disposal of a share. Expenditure
incurred after ashare has been held for at least three years will also be of a capital nature and

141991 (1) SA 200 (C), 52 SATC 323.

105 Above.

106 1969 (4) SA 259 (A), 31 SATC 163 at 175.
17 1996 (4) SA 1156 (A), 58 SATC 283.
181983 (2) SA 364 (N), 45 SATC 1.

100 1996 (4) SA 1156 (A), 58 SATC 283.
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could include expenditure relating to the cost of acquisition of the share (for example, if the
amounts were incurred only after three years as a result of the purchase price being subject
to an uncertain future event) and recurring costs such asinterest and share-dealing expenses.
Consequently, any capital gain or loss in respect of a share held for at least three years will
be of a capital nature and subject to CGT.

The capital or revenue nature of any profit or loss on disposal of shares held for less than
three years must be determined using the general capital versus revenue tests outlined in this
chapter and is not deemed automatically to be of a revenue nature.

Equity share

The definition of ‘equity share’ in s 1(1) means

‘any share in a company, excluding any share that, neither as respects dividends nor as
respects returns of capital, carries any right to participate beyond a specified amount in a
distribution’.

Both the rightto dividends and the right to capital must be restricted for ashare notto comprise
an equity share. It is submitted that the words ‘dividends’ and ‘returns of capital’ are used in
their undefined sense, since no reference is made to foreign dividends and foreign returns of
capital, which are separately defined in s 1(1). This view is supported by the fact that areturn
of capital in the defined sense represents an award of CTC. CTC is not a right attaching to a
share in reality. Rather, it is an artificial tax concept and any award of CTC is left to the whim
of the directors. The Companies Act defines ‘distribution’ to mean a transfer of money or other
property of the company to holders of its shares, including a dividend amongst other things
but does not define adividend and does notreferto areturn of capital. Regard must therefore
be had to the company’s memorandum of incorporation to determine the nature of the rights
attaching to the company’s shares in relation to dividends and returns of capital.

For purposes of s 9C, the above definition is then modified further by the definition of ‘equity
share’ in s 9C(1). That definition includes a participatory interest in a portfolio of a collective
investment scheme in securities and a portfolio of a hedge fund collective investment scheme
but excludes

e ashare in a share block company as defined in s 1 of the Share Blocks Control Act;

e a share in a non-resident company, other than a share listed on an exchange as
defined in s 1 of the Financial Markets Act 19 of 2012 and licensed under s 9 of that
Act; or

e ahybrid equity instrument as defined in s 8E.

Other examples of shares that do not qualify as equity shares under s 9C include a
participatory interest in a collective investment scheme in property which is not a REIT and a
non-participating preference share.
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Examples of equity shares include
e ashare in a REIT;110
e ashare in alisted or unlisted resident company;

e ashare in a non-resident company which is listed on a South African exchange (for
example, on the JSE, ZAR X, 4AX, A2X and EESE);

e aninterestin aclose corporation; and

e aparticipatory interestin a portfolio of acollective investment scheme in securities and
a portfolio of a hedge fund collective investment scheme.

Assuming there is no change of intention, a share acquired as trading stock remains trading
stock until it is disposed of. It follows that there is no deemed disposal and reacquisition of the
share at the end of the three-year holding period under para 12(3).

Automatic application to gains and losses

Section 9C applies to gains and losses and does not require an election. Its application is
automatic and compulsory.

The capital or revenue nature of any profit or loss on disposal of shares held for less than
three years must be determined using the general capital versus revenue tests outlined in this
Chapter. The profit or loss is not automatically deemed to be of arevenue nature.

Deduction of general share-dealing expenses

A person who carries on a business of share-dealing will typically claim general expenses as
a deduction against income under s 11. Such expenses may include bank charges, interest
on money borrowed to buy shares, technical analysis software and telephone charges. After
equity shares acquired as trading stock have been held for three years it will no longer be
possible to claim such expensesinrelation to those sharesunders 11 because s 9C(2) deems
them to be of a capital nature.

Recoupment of expenditure claimed under s 11

Expenses or losses claimed on shares held as trading stock will be included in income as a
recoupment when the shares are disposed of. 111 This recoupment will not apply to the extent
that the amount has already been taken into account under s 8(4)(a) or s 19 (as aresult of a
debt reduction), nor does it apply to equity shares in a REIT or ‘controlled company’ as

defined in s 25BB(1), which is a resident, except to the extent that such amount was taken
into account in determining the cost price or value of trading stock under s 11(a), 22(1) or

2).

Anti-avoidance measures

Section 9C contains a number of anti-avoidance measures. See Interpretation Note 43 for
details.

110 A REIT is a resident company whose shares are listed on an exchange licensed under

s 9 of the Financial Markets Act. Its shares must be listed as shares in a REIT and comply

with the listing requirements of an exchange under s 11 of that Act.

A collective investment scheme in property that qualifies as a REIT is deemed to be a company for
income tax purposes.

11 Section 9C(5).

Comprehensive Guide to Capital Gains Tax (Issue 9) 28



Chapter 2 — Capital v revenue 29

First in, first out

Under s 9C(6) the first-in-first-out method must be used to determine the length of time shares
were held before being disposed of for the purposes of s 9C. This method is merely for the
purpose of applying s 9C and does not affect any identification method adopted for
determining the base cost of shares for CGT purposes. Thus, if the weighted-average method
was adopted for purposes of determining the base cost of shares under para 32(3A), it must
continue to be so used. The first-in-first-out method will merely be used to determine whether
any shares sold were held for at least three years.

Roll-over of dates of acquisition

For the purposes of s 9C, should existing shares be surrendered in exchange foragreater or
lesser number of shares in the same company as a result of a share split, consolidation, or a
conversion under s 40A (conversion of close corporation to company) or s 40B (conversion of
co-operative to company), the dates of acquisition of the old shares will be carried across to
the new shares under s 9C(8).

This rule does not apply if
e the new shares carry different rights to the old shares, or

e any other consideration passes directly or indirectly between the person and the
company as part of the share substitution (for example, a cash payment or sharesin
another company).

For a detailed review of section 9C, see Interpretation Note 43 (Issue 7) dated 8 February
2019 ‘Circumstances in which Certain Amounts Received or Accrued from the Disposa of
Shares are Deemed to be of a Capital Nature’.

2.4.3.2 Krugerrands

Since Krugerrands by their nature do not provide their holder with an income return, there is
an inference in the absence of evidence to the contrary that they have been purchased for
resale at a revenue profit. In some cases, taxpayers have been able to prove thatthe proceeds
realised on disposal of Krugerrands are of a capital nature. Typically, this situation occurs
whenthe coins are held as part of a collection, or when the taxpayer intends to bequeath them
on death (that is, there is no intention to dispose of them at a profit).

The cases that have to date been heard by the courts in South Africaare summarised below.

Table 1 — Cases involving the disposal of Krugerrands

Case Court’s Period | Intention in Reason for selling
finding — | held acquiring
capital or
revenue
ITC 135512 | Capital 4 to 5 |Boughtasan To assist family members (ill
years investment to father, bedridden sister and
assist during bad | provide dowry for sister).
times.
ITC 1379113 | Capital 1 to 13 | Bought as an Sold all after repeated
years easily warnings that gold price was
transportable too high and would fall.

12 (1981) 44 SATC 132 (C).
13 (1983) 45 SATC 236 (C).
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Case Court’s Period | Intention in Reason for selling
finding — | held acquiring
capital or
revenue
investment that
retained its value.

ITC 1525114 | Revenue 12years | To provide funds | Sold to inject capital into new
for arainy day. business.
Tendency to
spend surplus
cash on liquor.

ITC 152615 | Revenue 8 To provide a store | Improvements to home and
months | of wealth for his garden, buying two holiday
to 9 | children and apartments, a home for each
years protection from of his daughters, repaying

inflation. loan account, buying a car for
his daughter, paying university
fees and buying shares.

ITC 1543116 | Capital 12years | Bought by family | To finance reroofing of house,
company as and to switch into shares
hedge against because of a declining gold
inflation for benefit | price.
of children.

CIRv Capital 13years | Long-term Urgent need by taxpayer to

Nellt? investment. purchase a car for his wife.
Hedge against
inflation.

No intention to sell
but rather to
bequeath to
children.

2.4.3.3 Assets acquired by donation or inheritance

The proceeds on disposal of a property acquired by inheritance will be of a capital nature
unless the realisation becomes embedded in the usual trading of the taxpayer (CIR v
Strathmore Exploration Ltd).118. Similarly, a profit made on disposal of land acquired by

donation was held to be of a capital nature (ITC 458).11°

14 (1991) 54 SATC 209 (C).
15 (1991) 54 SATC 216 (T).
16 (1992) 54 SATC 446 (C).

1

|

7 [1997] 4 All SA 310 (T), 59 SATC 349.

1181956 (1) SA 591 (A), 20 SATC 375 at 383.

1

=

° (1940) 11 SATC 178 (U).
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2434 Lessors and lessees

2.4.3.4.1 Payments by lessee to lessor

Receipt by lessor

ITC 312120 —|n this case alessor received an amount in respect of the premature cancellation
of a lease. The court held that the amount represented compensation for the loss of renta
income. The amount was therefore on income account.

In CIR v lllovo Sugar Estates Ltd %! the company’s land was leased to the military authorities.
Compensation received by the company in respect of standing crops was held to be of a
revenue nature.

Payment by lessee

Although SIR v John Cullum ConstructionCo (Pty) Ltd122did notinvolve apayment by a lessee
to a lessor, the principle applied in this case may, depending on the circumstances, be relevant
in such cases. It was held that a payment made to obtain a release from an onerous contract
was deductible.

ITC 1600%% — In this case a payment made by a lessee for the premature cancellation of
various leases was held to be in the production of income and hence deductible.

In C: SARS v BP South Africa (Pty) Ltd'24 the respondent company made an up-front lump
sum payment of rent covering a lease period of 20 years in order to secure sites from which
its petrol could be sold. The court held that the amounts were of a capital nature in that they
created an enduring benefit and were paid once and for all.

2.4.3.4.2 Payment by lessor to lessee

Receipt by lessee

ITC 175125 — In this case the lessee was approached by the lessor with a considerable offer
to surrender the lease. The receipt was held to be of a capital nature.

ITC 355126 — |n this case an amount received by alessee forthe surrender of lease rights was
held to be of a capital nature. The courtfollowed the decisioninITC 175 although it expressed
some doubt on the correctness of that decision.

ITC 354127 — |n this case the lessee agreed to accept compensation for cancellation of the
lease in the form of a life annuity. The court held that the amount fell to be included in the
lessee’s gross income under the equivalent of para (a) of the definition of ‘gross income’.

Compensation received by alessee from a lessor in respect of improvements effected by the
lessee must be included in proceeds under para35(1)(b) by the lessee if it is of a capital
nature. An up-front payment by the lessor to the lessee as an inducement to enter into alease
will be of arevenue nature if it represents a discount on future rental payments. 128

120 (1934) 8 SATC 154 (U).

121 1951 (1) SA 306 (N), 17 SATC 387.

122 1965 (4) SA 697 (A), 27 SATC 155.

12 (1995) 58 SATC 131 (EC).

1242006 (5) SA 559 (SCA), 68 SATC 229.

125 (1930) 5 SATC 180 (U).

125 (1936) 9 SATC 91 (U).

127 (1936) 9 SATC 85 (U).

128 See PWC ‘Lease Inducement Payments’ (August 2000) Integritax in which Australian and New
Zealand cases are considered.
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Payment by lessor

ITC 12671%° — Payment by lessor to lessee to secure early termination of lease in order to
obtain a higher rental. The court held that the amount was allowable, noting that the case was
analogous to the John Cullum Construction case (above) and the Palabora Mining case.130

2.4.3.4.3 Cost of drawing up a lease

In ITC 50131 the court held that the costs incurred by alessee in drawing up a lease were of a
capital nature, having been incurred once and for all. In ITC 215132the court confirmed the
disallowance of a half-share of legal expenses incurred by alessee in drawing up a lease on
the basis that it was not current expenditure.

N

129 (1977) 39 SATC 146 (T).

1% palabora Mining Co Ltd v SIR 1973 (3) SA 819 (A), 35 SATC 159.
131 (1926) 2 SATC 123 (NA).

12 (1931) 6 SATC 133 (U).
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Chapter 3 — Design and overview of the core rules

3.1 Integration into the Income Tax Act

At the time of its introduction, CGT was incorporated into the Act because it was, and still is,
regarded as a tax on income.13 This approach had administrative advantages, since the
existing provisions and procedures of the Act were available to collect CGT. Had CGT been
introduced as a separate tax, provisions would have had to be introduced for matters such as
returns, assessments, payment and recovery of tax, and objections and appeals, which at the
time were already provided for in the Act. The Act was amended to ensure that the
administrative procedures operated for CGT. Since 1 October 2012 many of these
administrative provisions have been moved to the Tax Administration Act.

The CGT provisions are largely contained in the Eighth Schedule and produce either ataxable
capital gain or an assessed capital loss. In recent years, however, there has been atendency
to include provisions in the main body of the Act which also deal with CGT. Examples include
s 9H (exit charge), s 9HA (disposal by deceased person), s 9HB (Transfer of asset between
spouses), s 12P (Government grants), s12Q (International shipping), s 12T (Tax-free
investments), s 230 (Limitation of deductions by small, medium or micro-sized enterprises),
s 24BA (Assets acquired in return for issue of shares), s 24M (Unquantified amounts), s 24N
(Disposal of equity shares), s 25 (Taxation of deceased estates), s 25BB(5) (REITs), s 40C
(Capitalization shares), s 40CA (Acquisition of assets for issue of shares or debt) and the
corporate restructuringrulesin ss 41 to 47. The advantage of this treatment is that a single
provision can deal with capital assets, allowance assets and trading stock but it does have the
disadvantage of scattering CGT provisions over many sections of the Act.

Section 26A forms the link between the Eighth Schedule and the main body of the Act and
ensures that a taxable capital gain is included in a person’s taxable income. An assessed
capital loss on the other hand cannot be set off against taxable income but is carried forward
to subsequent years for set-off against any future capital gains.

3.2 Drafting style

At the time of the introduction of the Eighth Schedule the style of drafting used in the Eighth
Schedule differed fromthat used in the rest of the Act. The intention was to make the Act more
accessible, and thereforeastart was made in the Eighth Schedule to strike a balance between
simplicity and clarity on the one hand, and technical correctness on the other. While the move
towards plain English drafting134 has assisted in making the law more readable, CGT remains
a complex tax.

Some examples of the simplified style include the liberal use of headings, shorter sentences,
avoidance of words like ‘such’ (that), ‘deemed’ (treated as), ‘notwithstanding’ (despite) and so
on. The use of provisos was avoided when possible.

The Eighth Schedule brought with it some new words such as ‘exclusion’, ‘disregarding’ and
‘roll-over’. The words ‘exclusion’ and ‘disregarding’ are useful because they can be used to
refer to both gains and losses at the same time. 13> A ‘roll-over’ is a deferral.

13 BGR 9 (Issue 4) dated 30 January 2020 ‘Taxes on Income and Substantially Similar Taxes for
Purposes of South Africa’s Tax Treaties’.

13 The Australian CGT legislation has been drafted in plain English.

1% For example, the annual and primary residence exclusions prevent gains from being subjected to
CGT, while at the same time preventing losses from being claimed within specified limits.
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3.3 Use of other countries’ tax legislation

In designing the Eighth Schedule reference was made to the legislation of a number of
countries most notably Australia and the United Kingdom and to a lesser extent Canada, the
United States and Ireland amongst others. Experts from Australia, the United Kingdom and
United States provided invaluable assistance. For a number of reasons, no single country's
CGT legislation could serve as a model for South Africa. Each country presented its own
difficulties. For example, the Canadian legislation is integrated into that country’s Income Tax
Act; the United Kingdom'’s legislation ¢ is contained in a separate Act that spans more than
500 pages, while Australia’'s CGT 137 applies only to assets acquired after 1985. The Australian
approach may seem to be simpler in that it dispenses with the problem of determining
valuation date values but it carries with it a number of disadvantages. First, it resulted in a
lock-in effect — taxpayers were reluctant to dispose of their pre-1985 assets because it would
mean reinvesting in taxable post-1985 assets. Secondly, astute tax planners devised all
manner of schemes to shift value from post-CGT assets to pre-CGT assets, hecessitating
some fairly complex anti- avoidance legislation. And finally the result was a far more restricted
tax base.

1% The Taxation of Chargeable Gains Act, 1992.
187 As contained in the Income Tax Assessment Act, 1997.
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3.4

CGT process flowchart

Attribution
rules

INCOME TAX
ACT

gross income
Vv
exemptions
v
income
v
deductions
7 <

<

taxable income
Vv
rates of tax
Vv
rebates
Vv
income (normal) tax

payable

...to beincluded in ...

new section 26A

disposal (or deemed disposal) of asset

7

proceeds (or deemed proceeds)

7

deduct base cost

—_————

Capital gain
Apply exclusions

Apply roll-overs

Capital loss
Apply exclusions

Apply limitations

!

sum of all capital gains and losses,

reduced by annual exclusion

(individuals/special trusts only)

SPN nr <PRN
aggregate aggregate
capital gain capital loss

deduct/add prior year’s assess
capital loss, as the case may be

!

!

Q_Ir

Net capital gain

Multiply by
inclusion rate

Assessed
capital loss

Carried forward

v

Taxable
capital gain

| _—T___

calculated per individual asset

carried forward to next year of assessment

The above-mentioned flowchart sets out the core steps in determining a taxable capital gain
to be included in taxable income or an assessed capital loss to be carried forward to a
subsequent year of assessment.

3.5

Basic steps in determining a taxable capital gain or assessed capital loss

The first step in calculating a person’s taxable capital gain or assessed capital loss is to
determine the person’s capital gain or loss. In order to determine a capital gain or loss, the
Eighth Schedule provides for four key definitions that form the basic building blocks in

determining that capital gain orloss. These four definitionsare ‘asset’, ‘disposal’,‘proceeds’
and ‘base cost’.
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Capital gains and losses are generally triggered by a disposal or an event treated as a
disposal. Unless such a disposal or event occurs, no capital gain or loss arises. When an
asset is disposed of in an earlier year of assessment, further capital gains and losses may be
triggeredin subsequentyears of assessment, for example, if further proceeds accrue or further
expenditure is incurred in relation to the asset disposed of.

An asset is defined as widely as possible and includes property of whatever nature and any
right or interest to or in such property. CGT applies to all assets of a person disposed of on or
after the valuation date (generally 1 October 2001 with PBOs and recreational clubs having
later valuation dates), regardless of whether the asset was acquired by the person before, on
or after that date. However, only the capital gain accruing from valuation date is subject to tax.
The method of limiting the gain to accruals on or after valuation date is set out in Part V of the
Eighth Schedule (see Chapter 8).

The concept of ‘disposal’ is more fully dealt with in para 11 of the Eighth Schedule and covers
any event, act, forbearance or operation of law which results in the creation, variation, transfer
or extinction of an asset. It also includes events treated as disposals under the Act, which are
more fully dealtwith in para 12 (for example, commencement of residence or change in usage)
and ss 9H (cessation of residence) and 9HA (death of taxpayer).

Once an asset is disposed of, it gives rise to proceeds, which are more fully dealt with in
Part VI of the Eighth Schedule (see Chapter 9). In the simplest case the amount received by
or accrued to the seller of an asset represents the proceeds on its disposal.

The fourth important building block in the calculation of a capital gain or loss is the ‘base cost
of an asset. The base cost of an asset in essence consists of three broad components, namely,
costs directly incurred in respect of the

e acquisition of an asset,
e improvement of an asset, and
e direct costs in respect of the acquisition and disposal of an asset.

The rules around base cost are fully dealt with in PartV of the Eighth Schedule
(see Chapter 8).

The example below illustrates the calculation of a capital gain.

Example 1 — Determination of capital gain

Facts:

100 shares were purchased on 1 October 2001 at a base cost of R10 000 and were sold on
1 October 2019 for R50 000.

Result:
Asset 100 shares
Disposal event Sale of the shares

R
Proceeds (sale price) 50 000
Less: Base cost (purchase price) (10 000)
Capital gain 40 000

The same principles apply in calculating a capital loss, but in that event the base cost will
exceed the proceeds.
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Various capital gains or losses must be disregarded or are limited for purposes of determining
a capital gain or loss. These limitations and disregarded capital gains and losses are dealt
with in Parts IV, VII and VIl of the Eighth Schedule (see Chapters 7, 11 and 12 respectively).

The Eighth Schedule also provides for the roll-over of capital gains under specified
circumstances. The recognition of these gains is delayed for CGT purposes and they are held
over until the happening of a future event. These rules are generally dealt with in Part IX of
the Eighth Schedule (see Chapter 13). The corporate restructuring rulesin ss 41 to 47 also
provide roll-over relief. The transfer of an asset between spouses also qualifies for roll-over
treatment and is dealt with in s 9HB (during the lifetime of the spouses) and ss 9HA(2) and
25(4) (on death of a spouse).

Itis also at thislevelthat capital gains resulting fromadonation, settlement or other disposition
can be attributed to, for example, the donor. These attribution rules are more fully set outin
Part X of the Eighth Schedule (see Chapter 15).

Aggregate capital gain or loss

Once all the capital gains and losses of a person have been calculated, the next step is to
determine the ‘aggregate capital gain’ or ‘aggregate capital loss’. This determination is done

by

¢ adding all capital gains and deducting all capital losses during the year of assessment
to arrive at a net total, and

¢ in the case of a natural person or type-A special trust, reducing that net total (whether
it be positive or negative) by the ‘annual exclusion’. If the result is a positive figure it is
an aggregate capital gain, and if it is negative, it is an aggregate capital loss.

Example 2 — Determination of aggregate capital gain
Facts:

The following gains and losses were derived during the 2020 year of assessment by an
individual:

R
Capital gain on sale of holiday house 120 000
Capital loss on sale of shares (20 000)
Result:
Sum of capital gains and losses (R120 000 — R20 000) 100 000
Less: Annual exclusion (40 000)
Aggregate capital gain 60 000
Annual exclusion
The annual exclusion of a natural person and a type-A special trust is as follows:

R
2021 (proposed) 40 000
2017 to 2020 40 000
2013t0 2016 30 000
2012 20 000
2010 and 2011 17 500
2009 16 000
2008 15 000
2007 12 500
2006 and earlier years 10 000
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The annual exclusion of a person who dies during ayear of assessment is increased for that
year as follows:

R
2021 (proposed) 300 000
201310 2020 300 000
2012 200 000
2008 t0 2011 120 000
2007 60 000
2006 and earlier years 50 000

Net capital gain or assessed capital loss

After determining a person's aggregate capital gain or aggregate capital loss, the person's
assessed capital loss for the previous year of assessment, if any, must be deducted from the
aggregate capital gain or added to the aggregate capital loss to determine the net capital gain
or assessed capital loss for the current year of assessment.

Example 3 — Determination of net capital gain

R
Aggregate capital gain for 2020 100 000
Less: Assessed capital loss for 2019 (60 000)
Net capital gain for 2020 40 000
Example 4 — Determination of assessed capital loss

R
Aggregate capital loss for 2020 (60 000)
Assessed capital loss for 2019 (50 000)
Assessed capital loss for 2020 (1120 000)

An assessed capital loss cannot be set off against a person’s taxable income, nor can it be
used to increase an assessed loss. It must be carried forward to the next year of assessment
in which it will reduce an aggregate capital gain or increase an aggregate capital loss.

Taxable capital gain

A net capital gain for the currentyear of assessmentis multiplied by the inclusion rate to arrive
at the person’s taxable capital gain which must be included in taxable income for the year of
assessment.

Example 5 — Net capital gain
Facts:

During the 2020 year of assessment Gerhard sold 100 shares in ABC Ltd at a capital gain of
R185 000. He also disposed of a rental property at a capital loss of R20 000. He had an
assessed capital loss broughtforward fromthe 2019 year of assessment of R25 000. Gerhard
is in the highest tax bracket with a marginal tax rate of 45%.
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Result:

Gerhard’s CGT liability for the 2020 year of assessment is determined as follows:

R

Capital gain on sale of shares 185 000
Capital loss on sale of property (20 000)
Sum of capital gains and losses 165 000
Less: Annual exclusion (40.000)
Aggregate capital gain 125 000
Less: Assessed capital loss brought forward (25 000)
Net capital gain 100 000
Inclusion rate 40%

Taxable capital gain (add to taxable income) 40 000

Normal tax on the amount included in taxable income is R40 000 x 45% = R18 000.
Example 6 — Assessed capital loss
Facts:

During the 2020 year of assessment Moirasold her 11-metre yacht at a capital gain of R20 000
and her shares in XYZ Ltd at a capital loss of R160 000. She had an assessed capital loss of
R25 000 brought forward from the 2019 year of assessment.

Result:

Moira’'s assessed capital loss for the 2020 year of assessment is determined as follows:

R

Capital gain on sale of yacht 20 000
Capital loss on sale of XYZ Ltd shares (160 000)
Sum of capital gains and losses (140 000)
Less: Annual exclusion 40 000
Aggregate capital loss (100 000)
Assessed capital loss brought forward (25 000)
Assessed capital loss (125 000)
3.6 Inclusion, statutory and effective CGT rates for the 2020 year of

assessment

The table below sets outthe inclusion rates for determining ataxable capital gain, the statutory
rates ontaxable income and the resulting effective CGT rates for different classes of taxpayer.

Table 1 -Inclusion, statutory and effective CGT rates for the 2020 year of assessment

Type of Taxpayer Inclusion rate Statutory Effective
% Rate CGT rate
% %
Individual, insolvent estate or 40 0-45 0-18
deceased estate
Public benefit organisation 80 28 22,4
Recreational club 80 28 22,4
Small business funding entity 80 28 22,4
Retirement Fund N/A 0 N/A
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Type of Taxpayer Inclusion rate Statutory Effective
% Rate CGT rate
% %
Portfolio of a collective investment 80 28 22,4

scheme in property that qualifies as a

REIT under the listing requirements?38
of an exchange licensed under s 9 of

the Financial Markets Act

Portfolio of a collective investment N/A N/A N/A139
scheme other than a portfolio of a
collective investment scheme in

property

Special trust as defined in s 1(1) 40 18 — 45 7,2—-18

Trust (other than a special trust) 80 45 36

Life Assurer — individual policyholder 40 30 12

fund

Life Assurer — company policyholder 80 28 22,4

fund

Life Assurer — untaxed policyholder 0 0 0

fund

Life Assurer — corporate fund 80 28 22,4

Life Assurer — risk policy fund 80 28 22,4

Company 80 28 22,4

Small business corporation 80 0-7-21- 0-56-
28 16,8 — 22,4

Micro business140 50 0-1-2-3 |0-05-1-

1,5
Taxable income derived by company in 80 15 12

special economic zone

The statutory rates in the above table are for the 2020 year of assessment, which applies to

¢ an individual, deceased estate, insolvent estate, and trust with a year of assessment
commencing on 1 March 2019;

e acompany with a year of assessment ending on or after 1 April 2019;

¢ A public benefit organisation, recreational club or small business funding entity that is
a company with a year of assessment ending on or after 1 April 2019; and

¢ A public benefit organisation or small business funding entity that is a trust with ayear
of assessment commencing on or after 1 March 2019 (a recreational club cannot be
constituted as a trust).

% The listing requirements must be approved in consultation with the Minister and published by the
appropriate authority, as contemplated in s 1 of the Financial Markets Act, under s 11 of that Act.

1% A portfolio of acollective investment scheme (other than one in property) must disregard any capital
gain or loss under para 61(3).

140 Underpara 57A micro business’s assets are not subjectto CGT. However, under para 6 of the Sixth
Schedule 50% of the receipts of a capital nature from the disposal of micro business assets are
included in taxable turnover.
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Change in inclusion rates

Since CGT was introduced there have been two changes in the inclusion rates. The key
periods are

e years of assessment commencing before 1 March 2012 (for example, the inclusion
rate for an individual was 25% and for a company or trust, 50%);

e years of assessment commencing on or after 1 March 2012 but before 1 March 2016
(during this period the inclusion rate for an individual rose to 33,3% and for a company
or trust, to 66,6%); and

e years of assessment commencing on or after 1 March 2016 (during this period the
inclusion rate for an individual rose to 40% and for a company or trust, to 80%).

For example, a company with a financial year ending on 31 December 2016 would apply the
inclusion rate of 66,6% for that year, since its first year of assessment commencing on or after
1 March 2016 would be the financial year ending on 31 December 2017 which commenced
on 1 January 2017. The higher inclusion rate of 80% will therefore apply for the financial year
ending on 31 December 2017. For a company with a year of assessment ending on the last
day of February, the higher inclusion rate of 80% will apply to the financial year ending on
28 February 2017 or in other words, to disposals on or after 1 March 2016.

The higher inclusion rates for individuals and trusts will apply to the 2017 and subsequent
years of assessment ending on 28 or 29 February.

The effective CGT rate on a capital gain (ignoring exclusions) is determined by multiplying the
inclusion rate by the statutory rate. For the 2018 to 2020 years of assessment

¢ an individual in the top tax bracket would pay CGT at an effective rate of 18%
(45% x 40%) (2017: 16,4% (41% x 40%);

e acompany would pay CGT at an effective rate of 22,4% (28% x 80%) (2017:
22,4%);and

e atrust would pay CGT at an effective rate of 36% (45% x 80%) (2017: 32,8%
(41% x 80%).

Under s 5(2) the rates of tax announced in the Budget apply from the effective dates
determined by the Minister in the announcement and apply for a period of 12 months from
those dates, after which Parliament must pass legislation to give effect to the changes within
that period of 12 months.
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Chapter 4 — The Eighth Schedule — Scope and definitions

PART I GENERAL

Paragraphs 1 and 2

4.1 Definitions
Paragraph 1
411 Introduction

Paragraph 1 contains a number of definitions used in the Eighth Schedule. Words or phrases
defined in the Eighth Schedule that are used in the rest of the Act are also defined in s 1(1).
With the exception of the definition of ‘special trust’, the terms defined in s 1 have the same

meaning when used in the Eighth Schedule.

The definitions are for the most part self-explanatory or refer to paragraphs or Parts of the
Eighth Schedule in which amounts are determined. The table below sets out some of the terms
defined in s 1(1) and para 1 that are used in the Eighth Schedule and indicates whether they
are defined in s 1(1 or the Eighth Schedule. Cross-references to the sections of the guide in
which these definitions are dealt with are also provided.

Table 1 — Terms defined in para 1 and/or s 1(1)

Definition Paragraph/Part/Sectionin | Defined in Defined in Reference
which comprehensively | para 1? s 1(1)? in
defined guide/IN

Aggregate Paragraph 6 No4t Yes 54

capital gain

Aggregate Paragraph 7 No142 Yes 5.4

capital loss

Assessed Paragraph 9 No Yes 5.6

capital loss

Asset N/A — see below Yes No See below

Base cost Part V Yes No 8

Boat N/A — see below Yes No See below

Capital gain Paragraph 3 Yes Yes 5.1

Capital loss Paragraph 4 Yes Yes 5.2

Collateral Section 1 of the Securities | No Yes 6.1.2

arrangement | Transfer Tax Act

Connected Section 1(1) No Yes IN67

person

Controlled Section 9D No Yes

foreign

company

Disposal; 11 and amounts treated as | Yes No 6

dispose disposals under Act

Dividend Section 1(1) No Yes

141 Deleted frompara 1 by s 49(a) of the Taxation Laws Amendment Act 3 of 2008, deemed to have
come into operation as from the commencement of years of assessment ending on or after
1 January 2009.
142 Deleted from para 1 by s 49(b) of the Taxation Laws Amendment Act 3 of 2008, deemed to have
come into operation as from the commencement of years of assessment ending on or after
1 January 2009.
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Definition Paragraph/Part/Sectionin | Defined in Defined in Reference
which comprehensively | para 1? s 1(1)? in
defined guide/IN
Equity share | Section 1(1) No Yes
Financial Section 1(1) No Yes
instrument
Foreign Section 1(1) No Yes
company
Foreign Section 1(1) No Yes IN93
dividend
Foreign Section 1(1) No Yes
return of
capital
Group of Section 1(1) and s 41 No Yes
companies
Individual Section 29A(4)(b) Yes No
policyholder
fund
Insurer Section 29A(1) Yes No
Linked unit Section 1(1) No Yes
Listed Section 1(1) No Yes
company
Market value | Paragraph 31 Yes No 8.35
Net capital Paragraph 8 Yes No 5.5
gain
Permanent Section 1(1) No Yes 19.2.4
establishment
person Section 1(1) No Yes
Personal-use | Paragraph 53 Yes No 12.2
asset
Portfolio of a | Section 1(1) No Yes
collective
investment
scheme,
including the
various types
of portfolio
Pre-valuation | N/A — see below Yes No See below
date asset
Primary Paragraph 44 Yes No 11.1.2
residence
Proceeds Part VI Yes No 9.1
Recognised | N/A — see below Yes No See below
exchange
Residence Paragraph 44 Yes No 11.1.3
resident Section 1(1) No Yes IN3/IN4
Return of Section 1(1) No Yes
capital
Ruling price | N/A — see below Yes No See below
Securities Section 1(1) No Yes
lending
arrangement
share Section 1(1) No Yes
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Definition Paragraph/Part/Sectionin | Defined in Defined in Reference
which comprehensively | para 1? s 1(1)? in
defined guide/IN
Special trust | N/A — see below Yes Yes, but wider
than para 1
definition
spouse Section 1(1) Yes No
Taxable Paragraph 10 No143 Yes 5.7
capital gain
Valuation N/A — see below Yes No See below
date
Value shifting | N/A — see below Yes No See below
arrangement and 21.3
4.1.2 Definition — ‘asset’

@)

(b)

‘“[A]sset” includes—

property of whatever nature, whether movable or immovable, corporeal or
incorporeal, excluding any currency, butincluding any coin made mainly from gold

or platinum; and

a right or interest of whatever nature to or in such property;’

The definition of ‘asset’ is of importance because CGT is not triggered until an asset is
disposed of. Awide meaning has been ascribed to the definition, which includes all forms of
property and all rights or interests in such property. The exclusion of currency is dealt with
below. A few examples of assets are listed below:

¢ land and buildings, for example, afactory building, a person’s home, or holiday home;

e shares;

e aparticipatory interest in a collective investment scheme;

e an endowment policy;

e collectables, for example, jewellery or an artwork;

e personal-use assets, for example, a boat;

e contractual rights;

e goodwill;

e atrade mark;

e aloan (see 24.4);

¢ abank account, whether local or foreign; and

e trading stock.

143 Deleted from para 1 by s 49(c) of the Taxation Laws Amendment Act 3 of 2008, deemed to have
come into operation as from the commencement of years of assessment ending on or after
1 January 2009.
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In CIR v Estate CP Crewe & another in relation to the determination of estate duties,
Watermeyer CJ said the following:144

‘One would expect that when the estate of a person is described as consisting of property, what is
meant by property is all rights vested in him which have a pecuniary or economic value. Such rights
can conveniently be referred to as proprietary rights and they include jura in rem, real rights such
as rights of ownership in both immovable and movable property, and also jura in personam such
as debts and rights of action.’

Itis therefore submitted that the word ‘property’ refers to anything that can be disposed of and
turned into money. Things that are incapable of private ownership are excluded, that is, res
extra commercium, which include res communes (things common to all inhabitants such as
the sea and air) and res publicae (state property held for the benefit of inhabitants).14
Furthermore, according to LAWSA, 146

‘under Roman law, rights arising in the sphere of the law of persons, such as personal liberty,
parental authority and rights flowing from the marital relationship, were considered of such a
personal nature that they were incapable of pecuniary evaluation and thus not things.’

Such rights would therefore not constitute ‘property’ for CGT purposes.

The competence to accept an inheritance is not a right and hence not property — see 6.1.3.8.

The definition of ‘asset’is not concerned with the capital or revenue nature of property. Trading
stock is thus an asset for CGT purposes. A disposal of trading stock will not usually give rise
to a capital gain or loss because double deductions and double taxation are prevented in
determining base cost and proceeds by paras 20(3)(a) and 35(3)(a) respectively. For persons
dying before 1 March 2016 the death of ataxpayer holding trading stock could have generated
a capital gain but with the introduction of s 9HA the deemed disposal of trading stock on death
will be fully on revenue account.

The unissued share capital of a company is not property of the company. In FCT v St Helens
Farm (ACT) Pty Ltd Barwick CJ stated the following:147

‘Until allotment and issue, which includes the entry of the allottee's name on the share register in
respect of the allotted share or shares, there is no propertyinthe unissued shares; and, in particular,
there is not then, or for that matter at any other time, any property or proprietorial rightin or of the
company in the unissued shares inits capital. The company has the capacity to allotand issue
shares in its capital up to the amount of that capital, its nominal capital. But that capital is not
property of the company. Indeed when allotted and issued the nominal amount of the issued share
or shares constitutes in accounting terms a liability of the company.**® But it is not property which
comes to the allottee from, or by transfer from, the company. It is property which comes into
existence bythe allotmentand issue, or more precisely, whichis the consequence of such allotment
and issue.’'

In Burman v CIR1#° the taxpayer, a property speculator, held shares and a loan accountin a
property company. When the company failed, the taxpayer sought to claim a revenue loss in
respect of the loan account. The court refused to allow the deduction on the basis that he was
not a money-lender. The court rejected the argument that the shares and loan were a single
economic uniteven thoughitwas intended thatthey be sold together. Itwas held by a majority

1441943 AD 656, 12 SATC 344 at 352.

5 F du Bois Wille’s Principles of South African Law 9 ed (2007) Juta & Co at page 417.

146 ‘Impersonal Nature’ 27 (Second Edition Volume) LAWSA [online] (My LexisNexis: 31 January 2014)
in para 20.

147°(1981) 146 CLR 337 (HC of A).

148 With respect, the share capital of a company is not a debt of the company. In CIR v Datakor
Engineering (Pty) Ltd 1998 (4) SA 1050 (SCA), 60 SATC 503 at 510 Harms JA held that redeemable
preference shares were not debt of a company.

1491991 (1) SA 533 (A), 53 SATC 63.
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that such a view ignored the commercial reality and legal consequences of the loans. It follows
that when property loan stock companies issue linked units comprising shares and
debentures, the shares and debentures must be regarded as separate assets for CGT
purposes. The implication of recognizing the two assets separately is that in some cases they
will receive differing treatment for CGT purposes. For example, only the shares will qualify for
non-disposal treatment under para 11(2)(l) in the case of a share split or consolidation.
Similarly, only the equity share component can be considered for roll-over relief under s 42
(asset-for-share transactions). Roll-over relief has, however, been provided under s 43 when
a linked unit' is exchanged for an equity share under a substitutive share-for-share
transaction.

Deferred tax assets

For accounting purposes, adeferred tax asset can arise, for example, when income that will
be recognised for accounting purposes in alater financial year is subject to tax in the current
financial year. The tax paid is recognised as an asset in the currentyear’s financial statements
and expensed only inthe year when the related income is recognised foraccounting purposes.
See in this regard IAS 12 ‘Income Taxes’ which requires that deferred tax assets should be
recognised when it is probable that taxable profits will be available against which the deferred
tax asset can be utilised.

A deferred tax asset is merely an accounting creation and not an asset as defined in para 1.
It follows that a deferred tax asset cannot be disposed of or acquired for CGT purposes.

Unbilled work in progress

For accounting purposes taxpayers in the services sector (for example, in the accounting and
legal professions) sometimes treat unbilled work in progress as an asset on the balance
sheet. %1 Suchworkin progressis, however, merely an accounting creation and is not an asset
for CGT purposes. In the tax computation the net profit before tax is increased by opening
work in progress and decreased by closing work in progress. The effect of this reversal is
simply to allow the current year’s salaries and wages and other overheads as a deduction
under section 11(a). Those amounts are an expense of arevenue nature because they do not
create an enduring benefit and cannot be described as ‘property’ for the purposes of the
definition of ‘asset’. In addition the work in progress does notrepresentapersonal right against
the client for whom the service is rendered because it is not enforceable until the service is
billed and there is agreement with the client on the amount of the fee.1%2 If an amount is
stipulated for work in progress in the sale agreement, the amount received by the seller (for
example, a retiring partner) is likely to be on revenue account. %3 |f not separately stipulated,
the amount would probably form part of goodwill.

%0 As defined in s 1(1).

BBl See IAS 2 ‘Inventories’ in para 19 which requires work in progress of service providers to be
accounted for at cost (profit margins and non-attributable overheads are excluded).

152 See ITC 1824 (2007) 70 SATC 27 (P) in which it was held that there was no accrual in respect of a
fee that had been billed but not accepted by the client.

18 In ITC 1358 (1981) 44 SATC 155 (T) a retiring partner was held to be taxable on income account
on receipt of a payment for unbilled work in progress. Similar results ensued in the Australian cases
of Stapleton v FCT 89 ATC 4818 and FCT v Grant 91 ATC 4608. In Grant’s case Jenkinson J
followed Sheppard J’s reasoning in Stapleton and concluded that work in progress in professional
firms constituted an affair of revenue that represented what would in time become income when the
work in guestion was complete.
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Prepayments

Whether the prepayment of an expense is an asset for purposes of the Eighth Scheduleis a
guestion of fact. For example, the payment of an insurance premium one year in advance is
unlikely to be an asset but rather an expense of a revenue nature which may be subject to
s 23H. By contrast, the payment of rent in advance over several years is likely to give rise to
an expense of acapital nature and an asset with an enduring benefit. In C: SARS v BP South
Africa (Pty) Ltd'%* the respondent company made an up-front lump sum payment of rent
covering alease period of 20years in order to secure sites from which its petrol could be sold.
The court held that the amounts were of a capital nature in that they created an enduring
benefit and were paid once and for all.

4121 Corporeal property

Wille describes corporeal property as follows:15°

‘Corporeal property is perceptible to the external organs of sense, primarily in having the capacity
to be handled or touched.’

LAWSA describes the modern concept of corporeality as follows: 156

‘An object is considered to be corporeal if it occupies space and canbe perceived by any of the five
senses.’

Examples: Land and buildings, plant and machinery.

4.1.2.2 Incorporeal property

Incorporealthings are things that cannot be seen, heard, touched, smelled or tasted. They are
imaginary conceptions, such as real and personal rights. 157

Examples: A servitude, shares in companies, a member’s interest in a close corporation,
goodwill of a business, patents, trade marks, designs, copyrights, a personal right which can
be settled by a money payment, real right over a movable for example, a pledge. The right to
trade has also been held to constitute incorporeal property — see 24.5.158

4.1.2.3 Immovable property

According to LAWSA immovable thingst%°
‘are things which cannot be moved from one place to another without damage or change of form®.
8 Grotius 21 11-13; Voet 1 8 11; Van der Keessel 2 1 12; Goudsmit Pandecten-systeem vol 1 82.

Examples: LAWSA lists as immovables a piece of land as indicated on a diagram in the deeds
registry; geological components of the land, for instance the soil and minerals under the
surface; organic products of the land, such as vegetation, trees, ungathered fruits and
unharvested crops; artificial annexures to the land, such as buildings and other installations;
things permanently attached to a building or other constructions, such as plumbing, heating,
cooling, electrical or other installations; and certain movables, such as the keys of a house,

15 2006 (5) SA 559 (SCA), 68 SATC 229 at 237 et seq.

155 Above at 419.

1% ‘Corporeality’ 27 (Second Edition Volume) LAWSA [online] (My LexisNexis: 31 January 2014) in
para 19.

37 Wille above at page 165.

158 |TC 1338 (1980) 43 SATC 171 (T) at 174.

1% CG van der Merwe ‘Movables and Immovables’ 27 (Second Edition Volume) LAWSA [online] (My
LexisNexis: 31 January 2014) in para 51.
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the cover of a well and a heap of manure on the land, which are destined to serve an
immovable indefinitely. % The maxim quicquid plantatur solo, solo cedit (whatever is affixed
to the soil belongsto the soil) is relevant in determining whether an item forms part of the land.
Thus, even though a person buys land containing a plantation or a farm containing growing
crops with the intention of felling the trees or harvesting the crops, the standing timber and
growing crops nevertheless attach to the land and comprise immovable property. In Timber
Co v Celliers Innes CJ stated that16!

‘by our law a forest tree growing upon the surface of the land is as much portion of the realty as the
solidified coal contained beneath the surface’.

LAWSA also cites examples of rights acquiring the character of immovable property on
registration against the title deeds of land: praedial and personal servitudes (like usufruct, use
and habitation) over immovable property and real rights over immovable property such as a
registered lease of not less than ten years162. A life right in aretirementvillage, which is aright
of occupation, is a statutory real right established under the Housing Development Schemes
for Retired Persons Act 65 of 1988. Under s 4A of that Act the holder of a life right has the
same rights as a lessee under aregistered long lease.

Under Roman-Dutch law, corporeal and incorporeal things can also be classified as movable
or immovable.

Incorporeal immovable property includes real rights over immovable property: a registered
usufruct over immovable property, old and new order mineral rights, a registered praedial
servitude and building restrictions. 163

The view is held that new order rights under the Mineral and Petroleum Resources
Development Act 28 of 2002 comprise immovable property. Section 5(1) of that Act reads as
follows:

‘5. Legal natureof prospecting right, miningright, exploration right or production right,
and rights of holders thereof.—(1) A prospecting right, mining right, exploration right or
production right granted in terms of this Act is a limited real right in respect of the mineral or
petroleum and the land to which such right relates.’

(Emphasis added.)

The holder of such aright is entitled to access the land [s 5(3)(a)], prospect, mine, explore or
produce [s 5(3)(b)], and remove and dispose of any minerals found [s 5(3)(c)].

A new order right shares many of the characteristics of other types of immovable property,
namely,

e itis areal right (albeit limited),

e itis ‘in respect of’ the mineral and the related land (these words imply a close causal
connection with the mineral and the land),

160 CG van der Merwe ‘Examples of movables and immovables’ LAWSA Volume 27 (second edition
volume) [online] (My LexisNexis: 31 January 2014) in para 53.

1611909 TS 909 at 911.

162 See para (b) of the definition of ‘immovable property’ in s 102(1) of the Deeds Registries Act 47 of
1937

18 “Incorporeal Movables and Immovables’ 27 (Second Edition Volume) LAWSA [online] (My
LexisNexis: 31 January 2014) in para 52, and Wille above at page 167.
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¢ the removal of the subject matter of the right will cause damage to the land (the land
has to be excavated to extract the mineral), and

e itisnotdissimilar to along-termlease, a usufruct or aservitude, all of which are rights
of enjoyment of immovable property.

4.1.2.4 Movable property

A thing is considered to be a movable if it can be moved from one place to another without
being damaged and without losing its identity.

Examples: Furniture, motor vehicles, ships and livestock.

Under Roman-Dutch law, corporeal and incorporeal things can also be classified as movable
or immovable. Examples of movable incorporeal things include real rights over movable
property, a usufruct over a movable asset and all personal rights. A member’s interestin a
close corporation is deemed to be movable property under s 30 of the Close Corporations
Act 69 of 1984. Section 35(1) of the Companies Act 71 of 2008 confirms that a share issued
by a company is movable property.

4.1.25 Rights

The definition of ‘asset’ includes rights of whatever nature to or in property. A jus is a right
recognised by law. Under Roman-Dutch law, rights that can be disposed of consist of

e personal rights (jus in personam), and
e real rights (jus in rem).

Both types of rights can be assets for CGT purposes, depending on whether they fall within
the definition of ‘asset’ in para 1. For example, currency is areal right but is excluded from the
definition of ‘asset’, and not all rights may comprise ‘property’ (see 4.1.2).

Personal rights

A personal right (jus in personam) is a right in or against a particular person or group of
persons. The parties to a contract have rights against each other. Personal rights are of two
types, namely,

e ajusinpersonam ad rem acquirendam, being aright to claim delivery of a thing, and
e ajusin personam ad faciendum, being a right to claim performance or an act.
A personal right imposes a personal duty uponthe grantor in favour of the grantee to perform.
For example:

e If Asells B an asset for a fixed sum, delivery and payment to take place in five years’
time, B will have a personal right against A, namely, the right to expect A to deliver the
asset to B on due date. Once delivery takes place, B will acquire either a personal right
or a real right in the asset, depending on the nature of the asset. For example, if the
asset was a share or debt claim it would be a personal right against the company or
debtor but if it was a motor vehicle or land it would be a real right.

o All trust beneficiaries whether vested or discretionary, have a personal right of action
against the trustees to perform their duties in accordance with the trustdeed. A vested
beneficiary will, in addition, have a personal right against the trustees to claim transfer
of atrust asset or the income from atrust asset, depending on the nature of the vested
right. Enjoymentof the right may be postponed untilafuture date. A Beneficiary holding
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a vested rightin a trust asset does not have legal ownership of the trust asset, which
vests in the trustees, although such a beneficiary may enjoy beneficial ownership.
However, a beneficiary of a bewind trust does retain ownership of the trust assets.

e With an unconditional bequest of immovable property, areal right does not vest in the
legatee on the death of the testator but only a personal right enforceable against the
executors, namely, a jus in personam. Once the liquidation and distribution account
becomes final the heir or legatee acquires a jus in personam ad rem acquirendam (a
right to claim payment, delivery or transfer of the bequest).

Real rights

A real right (jus in rem) is a rightin a thing, which is enforceable against all persons, or put
differently, against the whole world.

Forexample, the conclusion of an agreement of sale involves the creation of ajusin personam
in favour of the buyer against the seller. The performance of the seller’s obligation involves
the transfer of the jus in rem to the buyer. The buyer's jus in personam is exchanged for a jus
in rem upon transfer of the property. Once transfer has occurred, the new owner will have an
exclusive right of enjoyment of the asset.

Why recognise personal rights for CGT purposes?

If personal rights were not recognised as assets, it would not be possible to subject certain
transactions to CGT.

There are many examples in the Eighth Schedule of personal rights being recognised as
assets, as illustrated by the following examples:

e Paragraph 56 deals with the disposal by a creditor of a debt owed by a connected
person. A creditor’s claim against a debtor is a personal right. 164

e Under para 59 a natural person or a special trust must disregard a capital gain or a
capital loss determined in respect of adisposal that resulted in that person or specia
trust receiving compensation for personal injury, illness or defamation of that person
or a beneficiary of that special trust. A claim for such compensation is a personal right
and its disposal can give rise to a capital gain or loss, hence the need for this exclusion.

e Under para 60 a person must disregard a capital gain or loss determined in respect of
a disposal relating to any form of gambling, game or competition. A person who wins,
say, a game, acquires a personal right against the organisers for the prize, and when
the prize is awarded, the personal right would be discharged and could give rise to a
capital gain, hence the need for this exclusion.

e Under para 64A a person must disregard any capital gain or loss in respect of the
disposal that resulted in that person receiving restitution of aright to land, an award or
compensation under the Restitution of Land Rights Act, 1994. A land claimant’s claim
for restitution is a personal right and when discharged through restitution could give
rise to a capital gain or loss, hence the need for this exclusion.

e A share is a conglomerate or bundle of personal rights.1%° Paragraph 11(2)(b) treats
the issue, cancellation or extinction of a share as a non-disposal. There would be no
need for this rule if the personal rights making up a share were not assets.

164 Staegemann v Langenhoven & others 2011 (5) SA 648 (WCC) at 652.
165 Standard Bank of South Africa Ltd & another v Ocean Commodities Inc & others 1983 (1) SA 276
(A) at 288.
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This topic is also explored in an article by Prof G Swart ‘Interpreting Some Core Concepts
Governing the Taxation of Capital Gains’.166

In an unreported case1%” the appellant company had made good the losses incurred by an
employee share incentive trust and sought to claim these amounts as capital losses. The
losses arose as a result of the trust acquiring shares at a higher price and then disposing of
themto employees at a lower strike price under options which had been issued to them by the
trustin earlier years. The company argued that it acquired a personal right against the trust to
requireittoissue the optionsto selected employees and to deliver the shares when the options
were exercised. This personal rightwas, so the argument went, disposed of once performance
of the trust’s obligations had taken place and its base costwas equal to the amountreimbursed
to the trust. The court refused to accept that personal rights were assets for CGT purposes,
and more specifically, stated that this particular personal right was not an asset for CGT
purposes. It is considered that the court’s pronouncement that all personal rights are not
assets for CGT purposes was misplaced for the reasons already mentioned. For a full
commentary on the case, see 24.13.

Example 1 — Disposal of personal right in exchange for real right
Facts:

Anton and Brenda entered into a contract. Brenda later breached the contract. Anton sued
Brendafor damages for breach of the contract. The court ruled in Anton’s favour, and Brenda
later paid Anton.

Result:

When she breached the contract, Brendacreated apersonal rightin favour of Anton. When the
courtruled in Anton’s favour, his personal right was confirmed and the amount of damages
was quantified. When Brenda made payment of the award, Anton’s personal right was
extinguished in exchange for cash proceeds. The extinction of the personal right is a CGT
event (disposal). The base cost of Anton’s personal right would consist of his legal fees that
could not be recovered from Brenda. The proceeds accruing to Anton are the amount of
damages awarded to him.

If personal rights were ignored in this example, there would be no disposal of an asset and no
means of subjecting the proceeds to CGT.

Example 2 — Disposal of personal right in exchange for real right
Facts:

Errol bought a USA Lotto ticket for R10. He won R10 million when his lucky number was
drawn.

Result:

Errolacquired a personal right against the organisers for the payment of R10 million under the
Lotto rules. When he was paid out, that personal right was extinguished, which resulted in a
disposal. Errol has a capital gain of R10 million less the cost of his Lotto ticket of R10.

Again, without recognising Errol's personal right there would be no means of generating a
disposal.

166 (2005) SA Merc LJ 1.
167 Case 13798/13931/14294, Gauteng Tax Court, 17 September 2019, unreported.
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Is the right to claim payment an asset?

While the right to claim payment is a personal right, it will not always be recognised as an
asset for CGT purposes, particularly when the amount represents proceeds in connection with
the disposal of a pre-existing asset. For example, if A sells an asset to B for R100, the R100
will comprise proceeds, and it is not necessary to enter into a further asset analysis of the
R100. But if A damages B’s asset, A creates a right to claim payment from A in B's hands.
That right to claim payment will be an asset for CGT purposes in B’'s hands because there is
no other pre-existing asset. The position was aptly summed up in the United Kingdom case of
Zim Properties Ltd v Proctor'%8 in which Warner J stated the following:

‘| have no difficulty in accepting that not every rightto a paymentis an “asset” within the meaning
of the term in the capital gains tax legislation. Perhaps the most obvious example of one that is not
is the right of the seller of property to be paid the purchase price. The relevant asset then is the
property itself. What that shows, however, to my mind, is no more than the interpretation of the
capital gains tax legislation requires, as does the interpretation of any legislation, the exercise of
common sense, rather than the brute application of verbal formulae.’

4.1.2.6 Exclusion of currency

The definition of ‘asset’ excludes ‘currency’ but includes gold and platinum coins. The word
‘currency’ is not defined in the Act, but according to the Shorter Oxford English Dictionary on
Historical Principles it means:

‘2. The fact or quality of being in circulation as a medium of exchange.’
According to this meaning, currency would not include
e an old coin or note no longer in circulation, or

e a new coin or note not intended for circulation such as mint collectors’ issues of new
coins or notes.

It follows that notes or coins held as collectors’ items are assets for CGT purposes. However,
such collectors’ items if held by individuals or special trusts may constitute personal-use
assets under para 53(2), and if so, any gain or loss on their disposal must be disregarded
[para 53(1)].

Cryptocurrencies such as Bitcoin are neither official South African tender nor widely used and
acceptedin South Africaas a medium of payment or exchange. As such, they are notregarded
by SARS as a currency for the purposes of the Act.1’0 Given their extreme volatility,
Cryptocurrencies are likely to be held as a speculative asset of a revenue nature.

Why is local currency excluded? A rand that comprises legal tender is always worth a rand,
and so the exchange of say, a R100 note for 10 R10 notes would in any event yield neither a
gain nor a loss. Administratively it therefore makes no sense to trigger a disposal each time
cash changes hands. Secondly, had cash been an asset the fiscus could have been exposed
to numerous claims for the loss of cash. Not only would claims of this nature be difficult to
validate, but numerous disputes could also arise over whether the cash that was lost was a
personal-use asset.

168 (1984) 58 TC 371 at 392F-G.

169 A Stevenson 6 ed (2007) Oxford University Press.

10 See SARS Media Release of 6 April 2018 available at
<http://www.sars.gov.za/Media/MediaReleases/Pages/6-April-2018---SARS-stance-on-the-tax-
treatment-of-cryptocurrencies-.aspx> [Accessed 2 November 2020].
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The exclusion of foreign currency

Unlike Australia and the United Kingdom, South Africa’s definition of ‘asset’ excludes foreign
currency (the definition excludes ‘currency’ which would include foreign currency). Before the
2012 year of assessment, capital gains and losses on foreign currency were determined
separately under Part Xlll, and for that purpose para 84 contained a definition of ‘foreign
currency asset’.17!

The exclusion of local currency in Australia and the United Kingdom

In Australia, s 108-5 of the Income Tax Assessment Act, 1997 defines an asset for CGT
purposes. Foreign currency is specifically included but the definition is silent on whether
Australian currency is an asset. The ATO accepts that Australian currency is not an asset for
the purposes of s 108-5 when it is used as legal tender.172 The ATO view is that Australian
currency serves as a medium of exchange to facilitate a transaction. This view finds support
in FCT v Cooling3 in which Hill J observed that'74

‘it would seem, Australian currency may not be an asset as defined’.

In the United Kingdom s 21(1)(b) of the Taxation of Chargeable Gains Act, 1992 includes as
assets ‘any currency, other than sterling’.

Example — Loss of cash
Facts:

Denys drew R500 in cash from the bank. On his way home the cash slipped through ahole in
his pocket resulting in the loss of the money.

Result:

Denys cannot claim a capital loss, since the cash is not an asset for CGT purposes.

Gold or platinum coins

While currency is excluded from the definition of ‘asset’, this exclusion does not apply to coins
made mainly from gold or platinum. Coins of this nature are clearly more valuable than
ordinary legal tender and their value fluctuates with the price of gold or platinum.

While all gold or platinum coins constitute assets, capital gains and losses arising on the
disposal of coins that constitute personal-use assets must be disregarded [para 53(1)].
Personal-use assets refer to assets of individuals and special trusts that are not used mainly
for the purpose of carrying on atrade [para 53(2)]. However, a coin

‘made mainly from gold or platinum of which the market value is mainly attributable to the material
from which it is minted or cast’

is not apersonal-use asset and is subjectto CGT [para53(3)(a)]. Whether the value of agold
or platinum coin is mainly (> 50%) attributable to its metal price rather than its scarcity value
will be a question of fact. For example, if 40% of a proof Krugerrand’s value were attributable

7 part Xl (paras 84 to 96) was repealed by s 124(1) of the Taxation Laws Amendment Act 24 of
2011. The repeal was deemed to come into operation on 1 March 2011 and appliesto years of
assessment commencing on or after that date.

12 See ATO Tax Determination TD 2002/25 dated 20 November 2002.

1731990 22 FCR 42, 21 ATR 13.

74 At ATR 31.
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to the gold price with the other 60% being attributable to its Numismatic value, it would
comprise a personal use asset provided it was acquired for purposes other than trade.

Identical wording is used in paras 17(2)(a) and 18(2)(a) to permit the claiming of losses in
respect of forfeited deposits and disposal of options in respect of such coins.
Under para 32(3A)(c) the weighted-average method may be used for determining the base
cost of gold or platinum coins the prices of which are regularly published in a national or
international newspaper.

Cash on deposit with banking institutions

A deposit of cash with a bank is not excluded from the definition of ‘asset’, since it does not
constitute currency. Itis rather a right to claim the amount deposited from the bank. A person
would be entitled to claim a loss in respect of a bank balance should the amount be lost, for
example by the bank being placed into compulsory liquidation. See in this regard the definition
of financial instrument’ in s 1(1), which includes a deposit with a financial institution. The
definition of a ‘personal-use asset’ excludes financial instruments [para 53(3)(e)].

Finally, merely because an item falls within the definition of ‘asset’ does not mean that the
capital gain or loss will be subject to CGT. Capital gains and losses are disregarded in
specified circumstances.

4.1.3 Definition — ‘boat’

Cu

[B]oat” means any vessel used or capable of being used in, under or on the sea or intemal
waters, whether—

@ self-propelled or not; or

(b) equipped with an inboard or outboard motor.’

This definition is extremely wide, and even includes a submarine. Referencesto boats can be
found in three places in the Eighth Schedule:

e Losseson boats exceeding 10 metres in length are disallowed to the extent that they
are not used for trade [para 15(b)].

e A boat can constitute a primary residence (para 44).

e A boat exceeding 10 metres in length is excluded from being a personal-use asset
[para 53(3)(d)].

41.4 Definition — ‘pre-valuation date asset’

‘“[P]Jre-valuation date asset” means an asset acquired prior to valuation date by a person
and which has not been disposed of by that person before valuation date.’

This definition is used primarily in determining the base cost of assets acquired before the
valuation date. The term ‘pre-valuation date asset’ can be found in s 43 and paras 12A, 20A,
25to 27, 30 and 76B.

4.1.5 Definition — ‘recognised exchange’

1

[Rlecognised exchange” means—

@ an exchange licensed under the Financial Markets Act; or

(O
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© an exchange in a country other than the Republic which is similar to an exchange
contemplated in paragraph (a) and which has been recognised by the Minister for
purposes of this Schedule by notice in the Gazette;'*"

Both the JSE and the Bond Exchange of South Africa (BESA) fall under para (a). Before
1 February 2005 BESA fell under para (b). On 22 June 2009 BESA became a wholly owned
subsidiary of the JSE. Other more recent exchanges include ZARX (Pty) Ltd (ZAR X), 4 Africa
Exchange (Pty) Ltd (4AX), A2X Markets (Pty) Ltd (A2X) and Equity Express Securities
Exchange (Pty) Ltd (EESE).

The list of recognised exchanges in countries outside the Republic was published in the
Government Gazette and is also available on the SARS website under Legal Counsel /
Secondary Legislation / Income Tax Notices.17®

4.1.6 Definition — ‘ruling price’

*“[R]uling price” means—

€)] in the case of afinancial instrument listed on a recognised stock exchange in the
Republic, the last sale price of that financial instrument at close of business of the
exchange, unlessthere is a higher bid or a lower offer on that day subsequent to
the last sale in which case the price of that higher bid or lower offer will prevail; or

(b) in the case of afinancial instrument listed on a recognised exchange outside the
Republic, the ruling price of that financial instrument as determined in item (a) and
if the ruling price is not determined in this manner by that exchange, the last price
quoted in respect of that financial instrument at close of business of that exchange.’

The definition relates to financial instruments that are listed on a recognised exchange.
Paragraph (a) deals with local listed instruments while para (b) deals with foreign listed
instruments. The term ‘financial instrument’ is definedin s 1(1). The term ‘ruling price’ is used
in paras 29 and 31, which deal with the market value of assets. The definition provides that
the ruling price of alisted financial instrument on arecognised exchange in the Republic is the
last sale price of that instrument at close of business of the exchange, unless there is a higher
bid or a lower offer on that day subsequent to the last sale, in which case the higher bid or
lower offer will prevail. This method is used by the JSE. A ‘bid’ is the buyer's price, namely,
the price offered by a buyer to buy a number of securities at a certain stated price. An ‘offer
is the seller's price, that is, the price at which a seller is prepared to sell securities on the
market.

Example 1 — Higher bid by buyer
Facts:

The last sale of a share listed on the JSE took place at 4pm on 1 July at a price of R100 a
share. Just before the close of the market at 5pm on that day, a buyer made a bid for 100
shares at R102 a share.

Result:

The ruling price of the share is R102, since the bid is higher than the last sale price.

> Some minor textual amendments were made to the definition by s 63 of the Revenue Laws
Amendment Act 31 of 2005.

176 GNR 997 in GG 22723 of 2 October 2001 and GN 1088 GG 30484 of 16 November 2007 which
added the Channel Islands Stock Exchange.
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Example 2 — Lower offer by seller
Facts:

The last sale of a share listed on the JSE took place at 4pm on 1 July at a price of R100 a
share. Just before the close of the market at 5pm on that day, a seller offered 100 shares for
sale at R99 a share.

Result:

The ruling price of the share is R99, since the offer is lower than the last sale price.
Example 3 — Lower bid or higher offer

Facts:

The last sale of a share listed on the JSE took place at 4pm on 1 July at a price of R100 a
share. Determine the ruling price assuming that just before the close of the market at 5pm on
that day

* abuyer made a bid of R99, or
e aseller made an offer of R101.
Result:

In both instances the ruling price is R100, since the bid is lower and the offer is higher than
the last sale price.

For financial instruments listed on a recognised exchange outside the Republic, the ruling
price is the same as described above if the exchange calculates the price in this manner, and
if not, is the last price quoted in respect of the financial instrument at the close of business of
the exchange.

4.1.7 Definition — ‘special trust’

‘“[S]pecial trust” means a trust contemplated in paragraph (a) of the definition of “special
trust” in section 1."*”

The above definition of ‘special trust’ covers only trusts for persons suffering from a disability
as definedin s 6B(1) which incapacitates those persons from earning sufficient income for
their maintenance, or from managing their own financial affairs. For a more detailed
commentary see 14.13.

4.1.8 Definition — ‘valuation date’

‘“[V]aluation date” means—

@ in the case of any person who after 1 October 2001 ceases to be an exempt person
for purposes of paragraph 63, the date on which that person so ceases to be an
exempt person; or

(b) in any other case, 1 October 2001.’

7 Inserted by Act 74 of 2002 and came into operation from the commencement of years of
assessment ending on or after 1 January 2003.
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Valuation date of body ceasing to be exempt

The position between 22 December 2003 and the commencement of years of assessment
ending on or after 1 January 2005

Before its amendment by the Taxation Laws Amendment Act 16 of 2004, para (a) read as
follows:178

‘[lIn the case of any person contemplated in section 10(1)(cA) which after 1 October 2001 ceases
to be an exempt person for purposes of that section and paragraph 63, the date on which that
person so ceases to be an exempt person ... .’

Under s 10(1)(cA) the receipts and accruals of certain government and quasi-government
bodies are exempt fromincome tax. A body enjoying exemption under s 10(1)(cA) must also
disregard any capital gain or loss under para 63. The valuation date of a body that ceases to
be exempt under s 10(1)(cA) and para 63 is the date on which it ceases to be exempt.

All the provisions that applied to taxable persons who owned assets on 1 October 2001 will
apply in the same manner to these bodies except that their valuation date will be the date that
they lost their exempt status.

The position on or after the commencement of years of assessment ending on or after
1 January 2005

The current wording of para(a) applies to all exempt persons who become taxable, and not
merely those who were previously exempt under s 10(1)(cA). Hence, s 10(1)(d) entities and
public benefit organisations shifting to taxable status fall within the ambit of this rule. Since all
PBOs fall outside para 63 with effect fromthe introduction of partial taxation for PBOs, their
valuation date will be the first day of the first year of assessment commencing on or after
1 April 2006. For example, a PBO with a March year end will have a valuation date of 1 April
20086, since this is the commencement date of the 2007 year of assessment.

The valuation date of an approved recreational club for CGT purposes is the date on which it
becomes partially taxable unders 10(1)(cO), thatis, when it falls outside para 63. Clubs which
applied for approval on or before 31 March 2009 have a valuation date equal to the first day
of their first year of assessment ending on or after 1 April 2007. Thus, a club that has been
approved under s 30A before 31 March 2009 and which was in existence on 1 April 2007 and
that has a year-end of 31 March, will have a valuation date of 1 April 2007.

A club approved under s 10(1)(d)(iv) that failed to apply for approval under s 30A by 31 March
2009 will have a valuation date equal to the first day of the first year of assessment ending
after 30 September 2010.

An unapproved club in existence on 1 October 2001 will fall outside the partial taxation
dispensation and will have a valuation date of 1 October 2001. For more information on the
tax implications of recreational clubs see Tax Guide for Recreational Clubs (Issue 3) dated
29 February 2016.

Valuation date in any other case [para (b)]

Paragraph (b) of the above definition is self-explanatory and signifies the date on which CGT
became effective.

178 paragraph (a) of the definition inserted by s 90 of Act 45 of 2003, effective as from 22 December
20083.
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4.1.9 Definition — ‘value shifting arrangement’

1

[V]alue shifting arrangement” means an arrangement by which a person retains an
interest in a company, trust or partnership, but following a change in the rights or entitlements of
the interests in that company, trust or partnership (other than as a result of a disposal at market
value as determined before the application of paragraph 38), the market value of the interest of that
person decreases and—

@ the value of the interest of aconnected personinrelationto that person held directly
or indirectly in that company, trust or partnership increases; or

(b) a connected person in relation to that personacquires a direct or indirect interest in
that company, trust or partnership.’

Value shifting is atechnique used to avoid CGT. Forthere to be a ‘value shifting arrangement
the parties must be connected persons before the transaction. See 21.3 for a detailed
explanation of these anti-avoidance provisions, including this definition.

4.2 Application to residents and non-residents
Paragraph 2

Paragraph 2 defines the scope of the legislation and prescribes who is subjectto CGT and
which assets of such persons are subject to CGT.

CGT applies only to disposals that take place on or after the valuation date, which is generally
1 October 2001. The dates (time rules) on which disposals are treated as having taken place
are setout in para 13 and are of importance in deciding whether disposals fall within the CGT
net.

Paragraph 2 draws a distinction between a resident, which is a defined termins 1(1), and a
person who is not a resident.

e Avresidentis subjectto CGT on the disposal of any asset whether in or outside South
Africa;

e A non-resident is subject to CGT on the disposal of
» any immovable property situated in South Africa held by the person; or

» any interest or right of whatever nature to or in immovable property situated in
South Africaincluding rights to variable or fixed payments as consideration for
the working of, or the right to work mineral deposits, sources and other natura
resources; 1’ and

» any asset effectively connected with18% a permanent establishment through
which that non-resident is carrying on a trade in South Africa.

As to the common law meaning of ‘immovable property’, see the notes under 4.1.2 on the
definition of ‘asset’.

1 The words ‘including ... resources’ were inserted to bring the meaning of immovable property in
line with article 6(2) of the OECD Model Treaty and are effective from 1 January 2016.

%0 The words ‘effectively connected with’ replaced the words 'which is attributable to’ with effect from
1 January 2016 to bring the provision in line with the language of the OECD Model Treaty. For
example, see article 10(4) (dividends), article 11(4) (interest), article 12(3) (royalties) and
article 21(2) (other income).
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The term ‘permanent establishment’ is defined in s 1(1) as follows:

‘“[Plermanent establishment” means a permanent establishment as defined from time to
timein Article 5 of the Model Tax Convention on Income and on Capital of the Organisation for
Economic Co-operation and Development: Provided that in determining whether a qualifying
investor in relation to a partnership, trust or foreign partnership has a permanent establishment in
the Republic, any act of that partnership, trust or foreign partnership in respect of any financial
instrument must not be ascribed to that qualifying investor;’

Indirect interests in SA Immovable property [para 2(2)]

The term ‘an interest in immovable property situated in the Republic’ is defined broadly in
para 2(2).

Paragraph 2(2) was amended by s 64(1) of the Revenue Laws Amendment Act 31 of 2005.
The amendment came into operation on 1 February 2006 and applies to any disposal on or
after that date. The main impact of the change is as follows:

e In the case of multi-tier structures the 80%+ test has been moved to the top of the
chain.

e The gross market value of assets of the entity must now be analysed instead of the
market value of its net assets.

e Vested rights in a trust are now included.
Forthe commentary on the law as it applied before 1 February 2006, see issue 5 of this guide.

The types of interest comprising immovable property in South Africaare summarised in the
table below.

Table 1 — Interests that comprise immovable property in SA

Type of interest Requirement 1 Requirement 2
Any equity shares held by a | 80% or more of the market | The person (whether alone
person in a company value of the or together with any
, connected person in
 equity shares, relation to that person),

directly or indirectly, holds
at least 20% of the equity
shares?'8? of that company.

e ownership or right to
ownership, or

Ownership or the right to e vested interest, The person (whether alone
ownership of a person in or together with any
any other entity e atthe time of their | connected person in
disposal, relation to that person),
directly or indirectly, holds
e s attributable at least 20% of the

direCtIy or indirectly, Ownership or r|ght to
ownership of the other
entity.

82 The term ‘equity share capital’ was substituted with ‘equity shares’ with effect from 1 January 2011
by s 93(1) of the Taxation Laws Amendment Act 7 of 2010.
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Type of interest

Requirement 1

Requirement 2

A vested interest of a
person in any assets of any
trust.

e to immovable
property held [in

Any percentage interest.

South Africal. 18!

Before 17 January 2019 the 80% requirement excluded immovable property held as trading
stock. 183

A non-residentholding an interest of at least 20% of the equity shares in a company in which
80% or more of the market value of its assets comprise leasehold property in South Africa will
be subject to CGT on disposal of those shares. This consequence follows because 80% of
the value of the shares is indirectly attributable to immovable property in South Africa. In other
words, the lease derives its value fromthe immovable property of the lessor. The leasehold
property may itself comprise immovable property if the lease is for not less than ten years and
is registered in the deeds registry (see 4.1.2.3).

In determining whether 80% or more of the value of sharesina company is directly or indirectly
attributable to immovable property in South Africa, any liabilities in the company must be
disregarded. This principle is in line with the OECD'’s interpretation'84 of article 13(4) of the
OECD model treaty, which provides as follows:

‘4. Gains derived by a resident of a Contracting State from the alienation of shares deriving more
than 50 per cent of their value directly or indirectly from immovable property situated in the other
Contracting State may be taxed in that other State.’

For accounting purposes self-generated goodwill is not reflected in the financial statements of
an entity.185 However, it is an asset forming part of the market value of the interest in an entity
and should not be lost sight of when determining whether 80% or more of an entity’s assets
comprise immovable property.

In evaluating whether the shares in a holding company derive their value from immovable
property, intra-group loans should be disregarded. Underpara2(2) it must be determined what
percentage of the market value of the shares in the holding company is attributable to
immovable property in South Africa. The emphasis is therefore on the value of the shares in
the holding company rather than on the individual assets of the holding company viewed in
isolation. Intra-company loans in this context do not add value to the shares in the holding
company because a debit loan account of one group company will be offset by a credit loan
account of another group company.

181 Before 17 January 2019 immovable property held as trading stock was excluded from
para 2(2)(a).

18 The words 'otherwise than as trading stock’ in para 2(2)(a) were deleted by s 74 of the Taxation
Laws Amendment Act 23 of 2018.

18 OECD Model Tax Convention on Income and on Capital: Condensed Version (2017) OECD
Publishing in para 28.4 at page 297.

1% |AS 38 (AC 129) in para 48.
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Example 3 — Elimination of intra-group loans
Facts:

Holdco A owns two wholly owned subsidiaries, B and C. Each subsidiary’s shares are valued
at R50. B has share capital of R50 represented by aloan to C of R50. C has share capital of
R50 and aloan of R50 from B which are represented by immovable property in South Africa
of R100.

Result:

B’s asset comprising the loan to C of R50 must be disregarded in determining whether the
value of A’s shares comprise immovable property. As aresult, the only remaining asset to be
considered is C's immovable property of R100 and consequently A’'s shares will comprise
immovable property for the purposes of para 2(2).

A debit deferred tax account is not an asset for tax purposes and must be disregarded in
determining whether 80% or more of the value of acompany’s shares are directly or indirectly
derived from immovable property in South Africa.

The reference to ownership or a right to ownership in any other entity is designed to bring
within the ambit of the provision interests in foreign entities such as the Liechtenstein stiftung
and anstalt.

No exception is made for the holding of shares in listed South African companies. Thus, a
non-resident holding shares in a South African-listed company whose assets consist solely of
mineral rights would be liable for CGT when disposing of those shares, provided that at the
time of disposal that non-resident held at least 20% of the company’s shares.

The provisions of any applicable tax treaty must be considered before deciding whether the
sale of shares by anon-residentin acompany holding South African immovable property can
be subject to CGT. For example, Article 13(2) of South Africa’s tax treaty with the United
Kingdom provides as follows:

‘Gains derived by a resident of a Contracting State from the alienation of:

@) shares, other than shares quoted on an approved Stock Exchange, deriving their
value or the greater part of their value directly or indirectly from immovable property
situated in the other Contracting State, or

(b) an interest in a partnership or trust the assets of which consist principally of
immovable property situated in the other Contracting State, or of shares referred to
in sub-paragraph (a) of this paragraph,

may be taxed in that other State.’
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A United Kingdom resident would therefore be potentially subject to CGT in South Africa on
the disposal of shares in an unlisted company holding South African immovable property. On
the other hand, if the company were listed, the disposal of the shares would not attract CGT
in South Africa. Treaties such as those with Luxembourg and the Netherlands 8¢ provide that
sales of assets other than immovable property are taxable only in the country of residence. It
is therefore necessary to establish what is meant by ‘immovable property’ for the purposes of
thetax treaty. Article 13(1) of the tax treaty with Luxembourg, forexample, states the following:

‘1. Gains derived by aresident of a Contracting State from the alienation of immovable property
referred to in Article 6 and situated in the other Contracting State may be taxed in that other State.’

Article 6(2) of the same treaty defines ‘immovable property’ as follows:

‘2. The term “immovable property” shall have the meaning which it has under the law of the
Contracting State in which the property in question is situated. The term shall in any case include
property accessory to immovable property, livestock and equipment used in agriculture and
forestry, rights to which the provisions of general law respecting landed property apply, usufruct of
immovable property and rights to variable or fixed payments as consideration for the working of, or
the right to work, mineral deposits, sources and other natural resources. Ships, boats and aircraft
shall not be regarded as immovable property.’

Two questions arise fromarticle 6(2). The first question is what is meant by ‘the law of the
Contracting State’?

Section 35(1) of the Companies Act states that a share issued by a company is movable
property. Yet, para 2(2) deems equity shares in a company to be an interestin immovable
property if 80% or more of the value of those shares Is directly or indirectly attributable to
immovable property in South Africa and the person holds together with connected persons,
directly or indirectly, at least 20% of the equity shares in the company. The Eighth Schedule
therefore places a different meaning on such shares than the Companies Act.

Article 3(2) reads as follows:

‘2. As regards the application of the Convention at any time by a Contracting State, any term not
defined therein shall, unless the context otherwise requires, have the meaning which it has at that
time under the law of that State for the purposes of the taxes to which the Convention applies, any
meaning under the applicable tax laws of that State prevailing over a meaning given to the term
under other laws of that State.’

Since tax treaties are concerned with tax laws, it is logical that those laws should take
precedence when seeking to place a meaning on words used in a tax treaty. Article 3(2) is in
line with this principle.

Vogel states in this regard:

‘Art. 6 (2) refers to the State of situs' qualification: For the purposes of the convention, the term shall
have the meaning which it has under the law of the contracting State in which the property is
situated. Inthis connection, the term 'law’ means the entire law rather than only tax law. If, however,
private law of the State of situs attributes a meaning to that term which differs from the meaning it
has under tax law, then the meaning shall prevail which it has under tax law (Art. 3 (2) goes even
further in that, from the outset, it refers the State applying the convention exclusively to that State's
own tax law; see supra Art. 3, m.no. 66). This arrangement brings about a uniform application of
the convention in both States, since the State of residence is bound by the State of source's
gualification when applying the convention (see supra Introduction, at m.nos. 94, 98).’

18 Article 13(4) of the treaty with Luxembourg and Article 14(4) of the treaty with the Netherlands.
Protocols with these countries are in the process of being finalized and should result in the question
of shares in property companies being specifically addressed.
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Proceeding on the basis that it is the tax law that takes precedence, the next question is
whether para 2(2) brings a share in a property-owning company within article 6(2).

Paragraph 2(2 provides that for the purposes of para 2(1)(b)(i) an interest in immovable
property includes shares in a company when the 80% market value and 20% shareholding
requirements described in the subparagraph are met. Paragraph 2(1)(b)(i) provides that a
non-resident will be subject to CGT on

‘immovable property situated in the Republic held by that person or any interest or right of whatever
nature of that personto orinimmovable property situated inthe Republicincluding rightsto variable
or fixed payments as consideration for the working of, or the right to work mineral deposits, sources
and other natural resources’.

While para 2(1)(b)(i) refers to immovable property situated in the Republic and any interest or
right of whatever nature to or in such property, it does not define ‘immovable property’ in
general terms.

The definition of ‘immovable property’ in article 6(2) is not restricted to corporeal immovable
property such as that held under freehold or sectional title. It includes

‘rights to which the provisions of general law respecting landed property apply, usufruct of
immovable property and rights to variable or fixed payments as consideration for the working of, or
the right to work, mineral deposits, sources and other natural resources’.

Thus, under para (b) of the definition of ‘immovable property’in s 102(1) of the Deeds
Registries Act 47 of 1937 aregistered lease of notless than 10 years is ‘immovable property'.
A usufruct over immovable property, being an incorporeal real right, is also an interest in
immovable property. Having established that article 6(2) includes interests which would be
regarded as immovable property under the law of South Africait must follow that an interest
in immovable property referred to in para 2(2) should also fall within article 6(2).

Section 35A imposes a withholding tax which represents an advance payment for amongst
others, CGT (being the tax contemplated in article 13) when a non-resident disposes of
immovable property. Section 35A(15) defines immovable property as follows:

““[Ifmmovable property” means immovable property contemplated in paragraph 2(1)(b)()
and (2) of the Eighth Schedule.’

Section 35A thus broadens the meaning of immovable property to include shares in a
property-rich company. This express definition should accordingly be applied when
interpreting article 6 and hence article 13(1). It would defeat the legislative intent if the very
section in the Act which enables the withholding of CGT in respect of ‘immovable property’ as
definedinthat section does not mean ‘immovable property’ asreferredtoin article 13(1) which
is the article governing the taxing rightsin respect of the self-same ‘Capital Gains’ falling within
the ambit of s 35A.

Example 4 —Indirect interest of non-resident inimmovable property in South Africa (on
or after 1 February 2006 position)

Facts:

Aaron, anon-resident,owns a25% interestin XYZ (Pty) Ltd (‘XYZ’) the balance sheet of which
appears as follows as at 29 February 2020:
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Capital employed R
Share capital 50 000
Retained income 70 000
Long-term loan 60 000
180 000
Employment of capital
Land and buildings (market value R180 000) 120 000
Plant and machinery (market value R85 000) 60 000
180 000

Assume there is no goodwill.

Aaron disposed of his shares on 1 March 2020. Determine whether he will be liable for CGT
on the disposal of his shares in XYZ if the long-term loan financed the acquisition of

¢ the land and buildings, or
e the plant and machinery.
Result:

The market value of the shares in XYZ is attributable to the following assets:

R
Land and buildings 180 000 (67,9%)
Plant and machinery 85 000 (32,1%)
Market value of assets 265 000

Only 67,9% (R180 000/ R265 000 x 100) of the value of Aaron’s shares is attributable to
immovable property. Aaron’s shares are therefore not regarded as an ‘interest in immovable
property’ and will not attract CGT upon disposal. Since the disposal of Aaron’s shares took
place on or after 1 February 2006, any liabilities in XYZ must be disregarded in the
determination of attributable value.

Example5 — Indirect interest in immovable property through multi-tier structure
(position on or after 1 February 2006)

Facts:

Roger, anon-resident, owns 25% of the shares in H. H holds a100% interest in S and S owns
100% of T and U. H and S have no other assets except their investments in their respective
subsidiaries.

The market value of S’s interests in T and U is as follows:

T ]

R R
Land 900 -
Plant - 100
Bond (100) _ -
Net assets 800 100

Roger disposed of his shares in H. Is he subject to CGT?

Comprehensive Guide to Capital Gains Tax (Issue 9) 64



Chapter 4 — The Eighth Schedule — Scope and definitions 65

Result:

100% of the value of the shares in T is attributable to immovable property, and those shares
are worth R800. 100% of the value of the shares in U is not attributable to immovable property
and those shares are worth R100. S’s shares are therefore worth R900 (R800 (value of T) +
R100 (value of U). Therefore, 88,89% of the value of S’s shares is indirectly attributable to
immovable property (R800/R900 x 100), and the same percentage will apply to the value of
H's shares.

Roger is therefore subject to CGT on the disposal of his shares in H.

4.3 Source of capital gains and losses
Section 9(2)

The questionwhetherincome arises froma South African or foreign source remainsimportant
despite the introduction of the worldwide basis of taxation. Although South African residents
may be subject to tax on aworldwide basis, only foreign-source income is eligible for arebate
under s 6quat. In addition, non-residents remain subject to South African tax only to the extent
that their income is from a source within South Africa.

Under para 2(1)(b), the CGT provisions apply to all assets of residents and the following
assets of non-residents that are situated in South Africa:

e immovable property situated in South Africa held by the non-resident or any interest or
right of whatever nature of that non-residentto or in immovable property situated in
South Africa including rights to variable or fixed payments as consideration for the
working of, or the right to work mineral deposits, sources and other natural resources;
and

e any asset effectively connected with a permanent establishment of that non-resident
in South Africa.

Section 9(2) contains rules for determining the source of capital gains and losses.
Disposal of immovable property in South Africa [s 9(2)(j)]
An amount will be received by or accrued to a person from a source within South Africa if

e itisinrespectofthe disposal of immovable property held by that person or any interest
or right of whatever nature of that person to or in such property contemplated in para 2;
and

o that property is situated in South Africa.

Under para 2(2) an interest in immovable property held by a person includes
e any equity shares in a company,
e ownership or the right to ownership of any other entity, or

e avested interest in any assets of any trust,

e 80% or more of the market value of those equity shares, ownership or right to
ownership or vested interest, as the case may be, at the time of their disposal, is
attributable directly or indirectly to immovable property held, and
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¢ in the case of a company or other entity, that person (whether alone or together with
any connected person in relation to that person) directly or indirectly, holds at least
20% of the equity shares in that company or ownership or right to ownership of that
other entity.

The use of the words ‘directly or indirectly’ isintendedto prevent the shareholder placing South
African immovable property outside the definition by placing it in a subsidiary. See 4.2.

Source of assets not falling under s 9(2)(j) [s 9(2)(k)]
Resident

An amount received by or accrued to a resident will be from a source within South Africa if
e itis inrespect of the disposal of an asset other than an asset contemplated in s 9(2)());

e the asset is not effectively connected with a permanent establishment outside South
Africa, and

e the proceeds fromthe disposal of the asset are not subjectto any taxes on income
payable to any sphere of government of any country other than South Africa.

Non-resident

An amount received by or accrued to a non-resident will be from a source within South Africa
if

e it is in respect of the disposal of an asset other than an asset contemplated in
para 9(2)(j); and

e s attributable to a permanent establishment in South Africa.

These rules do not conflict with the approach adopted in the OECD Model Convention on the
right of taxation of capital gains.

4.4 Precedence of sections of the Act over the Eighth Schedule

There are a number of situations in which both the Eighth Schedule and sections of the Act
apply to the same amount, and the question then arises as to which takes precedence.
The rule of interpretation when asection of the Actand a Schedule are in conflict was summed
up as follows by Kotze JA in African & European Investment Co Ltd v Warren & others:187

'No doubt a schedule or rule attached to a statute and forming part of it is binding, but in case of
clear conflict between either of them and a section in the body of the statute itself, the former must
give way to the latter.’

Examples of when a section of the Act takes precedence over the Eighth Schedule can be
seen in paras 20(3)(a) and 35(3)(a) under which capital allowances reduce base cost and
recoupments reduce proceeds respectively.

1871924 AD 308 at 360. See also Rv Kok 1955 (4) SA 370 (T) at 374F-G and Executive Council of
the Western Cape Legislature v President of the RSA 1995 (10) BCLR 1289 (CC) in para 33, 1995
(4) SA 877 (CC).

Comprehensive Guide to Capital Gains Tax (Issue 9) 66



Chapter 5 — Taxable capital gain and assessed capital loss 67

Chapter 5 — Taxable capital gain and assessed capital loss

PART 1I: TAXABLE CAPITAL GAINS AND ASSESSED CAPITAL LOSSES

5.1 Capital gain
Paragraph 3
5.1.1 Asset disposed of in current year [para 3(a)]

A person’s capital gain during the current year of assessment is equal to the amount by which
the proceeds received or accrued inrespect of the disposal exceed the base cost of the asset.

The words ‘in respect of’ make it clear that amounts received or accrued before the disposal
of an asset must be brought to account as proceeds in the year of disposal in calculating a
capital gain. A receiptor accrual causally connected to a disposal will qualify as part of the
proceeds from such disposal in spite of the fact that such receipt or accrual may have
preceded that disposal. The determining factor is whether the proceeds were received or
accrued ‘in respect of’ the disposal.

5.1.2 Asset disposed of in an earlier year [para 3(b)]

Sometimes an asset is disposed of in a previous year of assessment and the capital gain or
loss will have been determined and taken into account in that year of assessment. However,
if any of the events shown in the table below occur in a subsequent year, they will give rise to
a capital gain in that year.

Table 1 — Events giving rise to a capital gain in a year subsequent to the year of
disposal

Paragraph | Event giving rise to capital gain in subsequent year

3(b)

(i) Receipt or accrual of further proceeds not previously accounted for.

(ii) Recovery or recoupment of part of the base cost not previously accounted
for, otherwise than by way of any reduction of any debt owed by the
person.188

(iii) In the case of a pre-valuation date asset

e any capital gain redetermined in the current year, plus

o if acapital loss arose the last time para 25 was applied, the amount
of that capital loss.

5.1.2.1 Capital gain arising from receipt or accrual of further proceeds [para 3(b)(i)]

The receipt or accrual of further proceeds in the current year of assessment from the disposal
of an asset in an earlier year will give rise to a capital gain in the current year when those
proceeds have not been taken into account

e during any year in determining the capital gain or capital loss in respect of that
disposal; or

%8 The exclusion of a recovery or recoupment as a result of a reduction of debt was introduced by the
Taxation Laws Amendment Act 22 of 2012 and applies to years of assessment commencing on or
after 1 January 2013. The amendment was consequential upon the introduction of para 12A and
s 19.
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¢ in the redetermination of the capital gain or loss under para 25(2).

Under the first bullet point such a further receipt or accrual could arise as a result of the
application of s 24M(1) (unquantified consideration deemed to accrue in the year it becomes
guantified) or under common law principles (for example, when the additional amount was
contingent on a future event at the time of the initial disposal).

The second bullet point applieswhen further proceeds are received fromthe disposal of a pre-
valuation date asset in an earlier year. In these circumstances they must be taken into account
under para 3(b)(iii) or 4(b)(iii). The capital gain or loss is determined de novo taking into
account the further proceeds and the previous capital gain or loss is reversed as a capital loss
or gain respectively.

Example — Proceeds accruing following disposal of asset
Facts:

Magdelene acquired business premises on 1 October 2001 at a cost of R1 million. On
29 February 2016 she sold the property to Kayzita on the following terms:

e R1 200 000 payable on 29 February 2016.

¢ The following amounts payable, each on condition that the net rental return exceeds
10% in the relevant year: R100 000 (2017), R110 000 (2018), R120 000 (2019),
R130 000 (2020).

Result:
2016 2017 2018 2019 2020 Total
R R R R R R
Proceeds 1200000 100000 110000 120000 130000 1 660 000
Less: Base cost (1000 000) - - - - (1.000 000)
Capital gain 200000 100000 110000 120000 130000 660 000
Paragraph 3(a) 3(b)(i) 3(b)(i)  3(0)() 3(b)(i)

5.1.2.2 Capital gain arising from recovery or recoupment of base cost [para 3(b)(ii)]

A further capital gain will arise in the current year when any portion of the base cost that was
taken into account in determining a capital gain or loss in a previous year is recovered or
recoupedinthe currentyear. A typical example of such a recoupmentwould be a cash refund.
For years of assessment commencing on or after 1 January 2013 a recovery or recoupment
as a result of areduction of debt has been excluded as aresult of the introduction of para 12A
and s 19.

This rule does not apply to a pre-valuation date asset. For such an asset the recovery or
recoupment will be taken into account under para 3(b)(iii) or 4(b)(iii). The capital gain or loss
is determined from scratch taking into account the recovery or recoupment of the base cost.
At the same time the previous capital gain or loss is reversed as a capital loss or gain
respectively.
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Example — Base cost recovery through reduction in purchase price
Facts:

Bryan purchased a beach cottage in 2016 and shortly afterwards discovered that it was
infested with white ants. The seller had notinformed himof the infestation. He sold the property
in 2017 and realised a capital gain of R50 000 on which he was assessed in that year. In the
meanwhile, he sued the seller of the property for misrepresentation and after aprotracted lega
battle received a cash refund during the 2020 year of assessment of R18 000 for part of the
purchase price.

Result:

The recovery of R18 000 will be reflected as a capital gain in Bryan's 2020 return of income
under para 3(b)(ii).

5.1.2.3 Capital gain arising from a redetermination under para 25(2) [para 3(b)(iii)]

Under para 25(2) the capital gain or loss on disposal of a pre-valuation date asset must be
redetermined when any of the eventslisted in Table 1 under 8.27.2 occur in ayear subsequent
to the year of disposal. In essence, these events cover situations in which

e more proceeds are received or accrue,

e previous proceeds become irrecoverable,

o further expenditure is incurred, or

e previous expenditure is recovered or recouped.

A redetermined capital gain is treated as a capital gain under para 3(b)(iii). A capital loss
previously determined or redetermined under para 25 is reversed as a capital gain under
para 3(b)(iii). The net effect of the redetermination and reversal is thus recognised in the
current year. For the reasons behind redetermination and examples see 8.27.2.

5.1.3 Assets reacquired as aresult of the cancellation of an agreement in a
subsequent year of assessment [para 3(c)]

Paragraph 3(c) applies to a person that disposed of an asset to another person at a capital
loss under an agreement. The person is one contemplated in para 20(4), namely, a person
that reacquired that asset from that other person by reason of the cancellation or termination
of that agreement and the restoration of both persons to the position they were in prior to
entering into that agreement.

In these circumstances the personis treated as having a capital gain equal to any capital loss
determined in respect of the prior disposal.

Paragraph 3(c) came into operation on 1 January 2016 and applies to any asset reacquired
as aresult of the cancellation or termination of an agreement during any year of assessment
commencing on or after that date. It will thus apply to a contract entered into during ayear of
assessment commencing before 1 January 2016 as long as the contract is cancelled and the
asset reacquired during a year of assessment commencing on or after that date.
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Example — Capital gain arising as a result of cancellation of agreement
Facts:

In year 1 Jed disposed of an asset to Mandy with a base cost of R100 for proceeds of R20
resulting in a capital loss of R80. In year 5 Mandy and Jed agreed to cancel the agreement.
Mandy was relieved of having to pay the outstanding purchase price of R20 and Jed
reacquired the asset. No other funds changed hands as a result of the cancellation.

Result:

Inyear 5 Jed will have a capital gain of R80 under para 3(c) but his base cost in the asset will
be restored to R100 under para 20(4).

514 Assets disposed of before valuation date

Proceeds received or accrued on or after the valuation date from the disposal of an asset
before that date do notresultin a capital gain under para 3. Under para 2 the Eighth Schedule
applies only to disposals of assets on or after the valuation date. Similarly, when any
expenditure is recovered or recouped in respect of an asset disposed of before the valuation
date, it will not give rise to a capital gain in the year of recovery or recoupment.

5.1.5 Disregarding of capital gains under other provisions

A capital gain may be disregarded under Parts VIl and VIII of the Eighth Schedule (see
Chapters 11 and 12), for example, on disposal of a primary residence. Certain disregarded
capital gains are not completely disregarded but may be recognised at a future date, for
example, on disposal of a replacement asset when the capital gain on the disposal of the
original asset was disregarded under the involuntary disposal relief provisions in para 65. In
this instance, the amount of that disregarded capital gain must, in the year that the
replacement asset is disposed of, be treated as a capital gain when determining that person’'s
aggregate capital gain or loss.

5.2 Capital loss
Paragraph 4
5.2.1 Asset disposed of in current year [para 4(a)]

A person’s capital loss in respect of the disposal of an asset during a year of assessment is
equal to the amount by which the base cost of that asset exceeds the proceeds received or
accrued in respect of that disposal.

The words ‘in respect of’ make it clear that amounts received or accrued before the disposal
of an asset must be brought to account as proceeds in the year of disposal in calculating a
capital loss. A receipt or accrual causally connected to a disposal will qualify as part of the
proceeds from such disposal in spite of the fact that such receipt or accrual may have
preceded that disposal. The determining factor is whether the proceeds were received ‘in
respect of’ the disposal.
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5.2.2 Asset disposed of in an earlier year [para 4(b)]

A number of events can give rise to further capital losses after an asset has been disposed
of. These are set out in the table below.

Table 1 — Events giving rise to a capital loss in a year subsequent to the year of
disposal

Paragraph | Event giving rise to capital loss in subsequent year

4(b)
0] Proceeds have been lost through cessation of entitlement, irrecoverability
or become repayable.
(ii) Further expenditure is incurred.
(iiiy(aa) Pre-valuation date assets:

Redetermined capital loss
(iii)(bb) Reversal of earlier year’'s capital gain

5221 Capital loss arising from events affecting proceeds [para 4(b)(i)]

Under para 4(b)(i) aperson will have a capital loss in the current year of assessment equal to
so much of the proceeds

e that the person is no longer entitled to as a result of the
» cancellation, termination or variation of any agreement,
» prescription or waiver of a claim,
» release from an obligation, or
» any other event,
e that have become irrecoverable, or
¢ that have been repaid or become repayable.

The proceeds must have been taken into account in determining a capital gain or loss in a
previous year. This provision does not, however, apply to a pre-valuation date asset, since in
that case the reduced proceeds will be taken into account in the redetermination of the capita
gain or loss under paras 3(b)(iii) and 4(b)(iii) read with para 25(2).

Examples:
e The debtor to whom an asset has been sold is sequestrated or placed in liquidation.
e The debt is allowed to prescribe through a lack of recovery action.

e The selleris forcedto repay part of the selling price as aresult of misrepresentation or
overcharging.

If similar events to those described above occur in respect of an asset disposed of in the
current year, para4(b)(i) does not apply and the proceeds must be reduced under
para 35(3)(b) or (c).
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5.2.2.2 Capital loss arising from incurral of further expenditure [para 4(b)(ii)]

A person will have a capital loss equal to so much of any allowable para 20 expenditure
incurred during the currentyear of assessmentin respect of the asset disposed of in aprevious
year of assessment. The expenditure must not have been taken into account during any year
in determining a capital gain or loss in a previous year. This provision does not, however,
apply to a pre-valuation date asset, since in that case the additional expenditure will be taken
into account in the redetermination of the capital gain or loss under paras 3(b)(iii) and 4(b)(ii)
read with para 25(2).

Examples:

¢ Additional expenditure may be incurred after the disposal of the asset that was not
anticipated at the time of its disposal.

e The asset was disposed of in an earlier year, but at the time, some of the base cost
expenditure was

» unquantified in the year of disposal and became quantified in the current year
and was thus deemed to be incurred in that year under s 24M(2), or

» subjecttoa conditioninthe year of disposal and became incurred in the current
year when the condition was fulfilled.

5.2.2.3 Capital loss arising from a redetermination under para 25(2) [para 4(b)(iii)]

Under para 25(2) the capital gain or loss on disposal of a pre-valuation date asset must be
redetermined when any of the eventslisted in Table 1 under 8.27.2 occur in ayear subsequent
to the year of disposal. In essence, these events cover situations in which

e more proceeds are received or accrue,

e previous proceeds become irrecoverable,

o further expenditure is incurred, or

e previous expenditure is recovered or recouped.

A redetermined capital loss is treated as a capital loss under para 4(b)(iii)(aa). A capital gain
previously determined or redetermined under para 25 is reversed as a capital loss under
para 4(b)(iii)(bb). The net effect of the redetermination and reversal is thus recognised in the
current year. For the reasons behind redetermination and examples see 8.27.2.

5.2.3 Assets reacquired as a result of the cancellation of an agreement in a
subsequent year of assessment [para 4(c)]

Paragraph 4(c) applies to a person that disposed of an asset to another person at a capital
gain under an agreement. The person is one contemplated in para 20(4), namely, a person
that reacquired that asset from that other person by reason of the cancellation or termination
of that agreement and the restoration of both persons to the position they were in prior to
entering into that agreement.

In these circumstances the personis treated as having a capital loss equal to any capital gain
determined in respect of the prior disposal.
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Paragraph 4(c) came into operation on 1 January 2016 and applies to any asset reacquired
as aresult of the cancellation or termination of an agreement during any year of assessment
commencing on or after that date. It will thus apply to a contract entered into during ayear of
assessment commencing before 1 January 2016 as long as the contract is cancelled and the
asset reacquired during a year of assessment commencing on or after that date.

Example — Capital loss arising as a result of cancellation of agreement
Facts:

In year 1 Sue disposed of an asset to Pat with a base cost of R20 for proceeds of R100
resulting in a capital gain of R80. In year 5 Pat and Sue agreed to cancel the agreement. Pat
was relieved of having to pay the outstanding purchase price of R100 and Sue reacquired the
asset. No other funds changed hands as a result of the cancellation.

Result:

In year 5 Sue will have a capital loss of R80 under para 4(c) but her base cost in the asset will
be restored to R20 under para 20(4). Pat will be in a tax-neutral position, since he will be
disposing of an asset with a base cost of R100 in return for proceeds of R100 under
para 35(1)(a), being the debt from which he has been relieved.

5.2.4 Assets disposed of before valuation date

A portion of the expenditure incurred on or after the valuation date in respect of an asset
disposed of before that date will not result in a capital loss under para 3(b). Under para 2 the
Eighth Schedule applies only to disposals of assets on or after the valuation date. The loss of
proceeds from such pre-valuation date disposals by reason of a cessation of entitlement,
irrecoverability or repaymentwill also not constitute a capital loss. Nevertheless, adebtarising
froma pre-valuation date disposal that becomes irrecoverable after the valuation date may
give rise to a capital loss under the core rules. But unless the loan was worth its face value on
valuation date the capital loss allowable will be something less than the face value, and would
have to be determined using the time-apportionment, market-value or ‘20% of proceeds’
method, subject to the kink tests in paras 26 and 27 (loan not comprising a s 24J instrument)
or 28 (s 24J instrument) when applicable.

5.2.5 Disregarding of capital losses under other provisions

Certain capital losses may be disregarded under Parts IV, VIl and VIII of the Eighth Schedule
(see Chapters 7, 11 and 12 respectively).

5.3 Annual exclusion

Paragraph 5

Although capital gains or losses in respect of most personal-use assets are excluded from the
CGT system, a threshold (annual exclusion) is provided to exclude the total of smaller gains
and losses from CGT. The purpose of the annual exclusion is to reduce compliance costs,
simplify the administration of the tax and keep small gains and losses of persons not required
to furnish a return of income out of the system.18°

The table below sets out the annual exclusion for various persons.

18 See the annual notice to furnish returns, available on the SARS website under Legal Counsel /
Secondary Legislation / Income Tax notices.
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Table 1 — Annual exclusion

Person Annual exclusion for a year of assessment Comment
2017 to 2013,1%0 20121t 2010 & 200919 200814 20071 2006 and
2020 2014, 2011192 earlier
R 2015 years of
and assessment
2016
R R R R R R R

Natural person 40000 30000 20000 17500 16000 15000 12500 10 000

Natural person— 300000 300000 200000 120000 120000 120000 60 000 50 000 Not subject to

in year of death apportionment.

Special trust for 40000 30000 20 000 17 500 16 000 15000 12 500 10 000 The annual exclusion

person with a remains available to atype-

disability A special trust only until the
earlier of

190

191

192

193

194

195

The annual exclusion of R30 000 or R300 000 (on death) was increased by s 8(1)of the Rates and Monetary Amounts and Amendment of Revenue Laws
Act 13 of 2012 and deemed to have come into operation on 1 March 2012 and applies to years of assessment commencing on or after that date.
The annual exclusion was increased to R20 000 by s 107(1) of the Taxation Laws Amendment Act 24 of 2011. The revised amountis deemed to have
come into operation on 1 March, 2011 and applies to years of assessment commencing on or after that date.

The annual exclusion was increased to R17 500 by s 67 of the Taxation Laws Amendment Act 17 of 2009. The revised amount is deemed to have come
into operation as from the commencement of years of assessment ending on or after 1 January 2010.

The annual exclusion was increased to R16 000 by s 1(2)(c) of the Taxation Laws Amendment Act 3 of 2008. The revised amount is deemed to have come
into operation on 1 March 2008 and applies in respect of a year of assessment commencing on or after that date.

The annual exclusion was increased to R15 000 and R120 000 (year of death) by s 2(2)(b) of the Taxation Laws Amendment Act 8 of 2007. The revised
amounts are deemed to have come into operation on 1 March 2007 and apply in respect of any year of assessment commencing on or after that date.
The annual exclusion was increased by s 32 of the Small Business Tax Amnesty and Amendment of Taxation Laws Act 9 of 2006, and deemed to have
come into operation as from the commencement of years of assessment ending on or after 1 January 2007.
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Person Annual exclusion for a year of assessment
2017 to 2013,%°0 20121 2010 & 200919 200814
2020 2014, 2011192
R 2015
and
2016
R R R R R
Deceased 40000 30000 20000 17500 16000 15000
estate

Insolvent estate 40000 30000 20 000 17 500 16 000 15000

2007195

12 500

12 500

2006 and
earlier
years of
assessment

R

10 000

10 000

75

Comment

e the date when all the
assets have been
disposed of, or

e two years after the death
of the beneficiary
(para 82).

The annual exclusion of
R40 000 is available in the
year of death and each
subsequent year. It is not
subject to apportionment in
the year of death

[para 40(3)].

In the year of sequestration
the annual exclusion for the
person before sequestration
and his or her estate may
not together exceed

R40 000. In subsequent
years of assessment the
insolvent estate will enjoy an
annual exclusion of R40 000
[para 83(1)].

Comprehensive Guide to Capital Gains Tax (Issue 9)

75



Chapter 5 — Taxable capital gain and assessed capital loss 76

Some points to note on the annual exclusion:

e It does notapply to companies, close corporations or trusts other than special trusts
referred to in para (a) of the definition of ‘special trust’ in s 1(1) (a special trust created
solely for persons with a disability as defined in s 6B(1) which incapacitates them from
earning sufficient income for their maintenance, or from managing their own financia
affairs). The annual exclusion is unavailable to the para (b)-type special trust created
on death for relatives which include a beneficiary under the age of 18.

e |t applies only to natural persons (individuals), type-A special trusts and persons
treated as natural persons for the purposes of the Eighth Schedule (deceased and
insolvent estates).

e It reduces both capital gains and losses. If capital losses were not reduced it would
mean that an indefinite record of small losses would have to be kept by taxpayers who
are not required to submit returns.

e The annual exclusion is not apportioned when the period of assessment is less than a
year, for example, when a person dies or that person’s estate is sequestrated.

e It is not cumulative. In other words, it is restricted to the sum of the capital gains or
losses in a year. Any excess that is not used cannot be carried forward. It does not
reduce an assessed capital loss that has been brought forward from a previous year —
it is applied against the sum of the capital gains and losses for the year.

e Theannual exclusioninthe year of deathis R300 000 (2012: R200 000; 20080 2011:
R120 000; 2007: R60 000; 2006 and earlier years of assessment: R50 000). The
reasonfortheincrease inthe year of death isthat a personis deemed to have disposed
of all that person’s assets at market value on the date of death [s 9HA(1)]. Thisdeemed
disposal could cause a bunching effect, and to alleviate any hardship the deceased is
effectively given 7,5 years’ worth of annual exclusions.

The Minister may announce in the national annual budget contemplatedins 27(1) of the Public
Finance Management Act that, with effect from a date or dates mentioned in that
announcement, the annual exclusion will be altered to the extent mentioned in the
announcement.

If the Minister announces a change in the annual exclusion, that alteration comes into effect
on the date or dates determined by the Minister in that announcement and continues to apply
for a period of 12 months from that date or those dates subject to Parliament passing
legislation giving effect to that announcement within that period of 12 months.

5.4 Aggregate capital gain and aggregate capital loss
Paragraphs 6 and 7

All capital gains and losses for ayear of assessment are aggregated and the resultant gain or
loss for anatural person and special trust is reduced by the amount of the annual exclusion in
order to arrive at a person’s aggregate capital gain or aggregate capital loss. Capital gains
required to be taken into account in the determination of the aggregate capital gain or
aggregate capital loss of a person mustalso be included, for example, acapital gain of another
person which is attributed to that person.
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Example 1 — Aggregate capital gain
Facts:

Mahomed derived the following capital gains and losses during the 2020 year of assessment:

R

Holiday home 175 000
Listed shares (50 000)
Result:

Holiday home 175 000
Listed shares (50 000)
Sum of capital gains and losses 125 000
Less: Annual exclusion (40.000)
Aggregate capital gain (para 6) 85 000

Example 2 — Aggregate capital loss
Facts:

Norma derived the following capital gains and losses during the 2020 year of assessment:

R
Holiday home (175 000)
Listed shares 50 000
Result:
Holiday home (175 000)
Listed shares 50 000
Sum of capital gains and losses (125 000)
Annual exclusion 40 000
Aggregate capital loss (para 7) (85 000)
5.5 Net capital gain
Paragraph 8

A person’s net capital gain for the year of assessment is the sum of

¢ the amount by which the person’s aggregate capital gain for that year exceeds the
assessed capital loss for the previous year of assessment [para 8(a)], and

e when para 64B(3) applies, the amount of any capital gain disregarded under
para 64B(1) or (2) during the current or any previous year of assessment [para 8(b)].19

Paragraph 8(b) has the effect of ring-fencing the capital gain determined under para 64B(3).
In other words, such a capital gain may not be offset against capital losses arising in the
current year or against an assessed capital loss from the previous year. This anti-avoidance
measure is aimed at certain schemes involving the participation exclusion in para 64B.
A capital gain disregarded by a company under para 64B(1) or (2) is reinstated as a ring-
fenced net capital gain if the company falls under para 64B(3). For more on para 64B
see 12.19.

1% paragraph 8(b) was inserted by the Revenue Laws Amendment Act 31 of 2005. It is evident from
the context of the amendment that it comes into operation on the same date as para 64B(3) and
(4), namely, 8 November 2005.
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5.6 Assessed capital loss
Paragraph 9
A person’s assessed capital loss is determined in accordance with the table below.

Table 1 — Determination of assessed capital loss

Paragraph 9 Aggregate capital gain or | Assessed capital loss
loss?

(a) Aggregate capital gain Amount by which assessed
capital loss for previous year
exceeds aggregate capital
gain

(b) Aggregate capital loss Assessed capital loss for
previous year + aggregate
capital loss

(©) Neither aggregate capital | Assessed capital loss for

gain or loss previous year

An assessed capital loss brought forward from the previous year of assessment is taken into
account in arriving at the net capital gain (para 8) or assessed capital loss (para 9) for the
current year of assessment. An assessed capital loss for the current year of assessment is
carried forward to the next year of assessment. There is no mechanism in the Act for setting
off an assessed capital loss against ordinary income. Nor can it be used to increase an
assessed loss contemplated in s 20. An assessed capital loss is therefore confined to the
Eighth Schedule and can in effect be used or set off only against capital gains or losses
respectively.

5.7 Taxable capital gain

Paragraph 10

A net capital gain for the current year of assessment is multiplied by the inclusion rate
applicable to the person to arrive at the taxable capital gain. The inclusion rates reflected in
the table below apply to years of assessment commencing on or after 1 March 2016. The
previous increase took effect on 1 March 2012. See also 3.6 for a more detailed list of rates
applicable to a range of entities.

Table 1 — Inclusion rates

Type of person Paragraph | Inclusion | Inclusion
10 rate rate
effective | effective
1 March 1 March
2016 2012
% %
Natural person (a) 40 33,3
The following are treated as natural persons under
the paragraphs indicated:
¢ An insolvent estate [para 83(1)]
o A deceased estate [para 40(3)]
Special trust — as defined in s 1(1) (includes trusts (a) 40 33,3
for persons with a disability, and testamentary
trusts for minors)
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Type of person Paragraph | Inclusion | Inclusion
10 rate rate
effective | effective
1 March 1 March
2016 2012
% %
Insurer — individual policyholder fund (b)(i) 40 33,3
Insurer — untaxed policy holder fund (b)(ii) 0 0
Insurer — company policyholder fund (b)(iii) 80 66,6
Risk policy fund197 (b)(iv) 80 66,6
Any other case, which includes a (©) 80 66,6

e company
e close corporation

e company which is not a resident deriving
taxable income as defined in s 1(1)

e corporate fund of an insurer
e public benefit organisation

e recreational club

e trust (normal)

5.8 Inclusion in taxable income

Once a taxable capital gain has been determined, itis included in taxable income under s 26A,
which reads as follows:

‘There shall be included in the taxable income of a person for a year of assessment the taxable
capital gain of that person for that year of assessment, as determined in terms of the Eighth
Schedule.’

The ordinary rates of tax are then applied to the taxable income to determine the normal
income tax liability.

The Minister may announce in the national annual budget contemplatedins 27(1) of the Public
Finance Management Act that, with effect from a date or dates mentioned in that
announcement, the inclusion rate in para 10 will be altered to the extent mentioned in the
announcement.

If the Minister makes such an announcement, that alteration comes into effect on the date or
dates determined by the Minister in that announcement and continues to apply for a period of
12 months from that date or those dates subject to Parliament passing legislation giving effect
to that announcement within that period of 12 months.1%

97 The inclusion of arisk policy fund comes into operation on 1 January 2016.
1% paragraph 10(2).
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5.9 Set-off of gains and losses

5.9.1 Set-off of taxable capital gain against assessed loss

A taxable capital gain reduces alocally derived assessed loss contemplated in s 20. This not-
so-obvious fact follows from the definition of ‘taxable income’ which is defined in s 1(1) as
follows:

‘“[Tlaxable income” means the aggregate of—

@) the amount remaining after deducting fromthe income of any person all the amounts
allowed under Part | of Chapter Il to be deducted from or set off against such
income; and

(b) all amountsto be included or deemed to be included in the taxable income of any
person in terms of this Act.’

It is evident from this definition that taxable income can be a negative figure. Paragraph (a)
would become negative when the amounts allowed under Part | of Chapter Il exceed the
income of aperson. Furthermore, Part | of Chapter Il includes s 20 which deals with assessed
losses. There would also have been no need to amend s 103(2) to prevent the set off of a
‘tainted’ capital gain against an assessed lossif such a set off wasimpossible in the first place.

5.9.2 Set-off of foreign assessed loss against taxable capital gain

A taxable capital gain may not be set off against a foreign assessed loss or balance of a
foreign assessed loss brought forward from the preceding year of assessment contemplated
in s 20. Thisrule follows fromthe definition of ‘taxable income’ read with para (b) of the proviso
to s 20(1).

‘Taxable income’ is defined in s 1 as follows:

‘“[Tlaxable income” means the aggregate of—

@) the amount remaining after deducting fromthe income of any person all the amounts
allowed under Part | of Chapter Il to be deducted from or set off against such
income; and

(b) all amountsto be included or deemed to be included in the taxable income of any
person in terms of this Act;’

Any assessed loss or balance of assessed loss ranking for set-off is determined under s 20,
which falls within Part 1 of Chapter II. A taxable capital gain is included in para (b) by s 26A.

It follows that if an amount is not allowed to be set off againstincome under Part | of Chapter II,
it will not be brought within para (a) of the definition of ‘taxable income’ and will not qualify to
be aggregated with any taxable capital gain included under para (b).

Paragraph (b) of the proviso to s 20(1) prevents the set-off of an assessed loss or balance of
an assessed lossincurred in any previous year of assessment in carrying on any trade outside
South Africaagainst any amount derived from a source within South Africa. As a result, the
amount of any foreign assessed loss or balance of aforeign assessed loss may be setoff only
against foreign income, and to the extent that the foreign assessed loss or balance of foreign
assessed loss is not absorbed by such foreign income it is carried forward to the succeeding
year of assessment and will not be taken into account under para (a) of the definition of
‘taxable income’. Because of its exclusion from para (a), a foreign assessed loss or balance
of a foreign assessed loss will be unavailable for aggregation with any taxable capital gain
included under para (b), whether that taxable capital gain is derived in South Africa or abroad.
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In applying the provisoto s 20(1) to an individual or a trust, s 20(2A) must be given effect. This
imperative means that any reference to ‘trade’ in the proviso must be read as including a
reference to ‘non-trade’. It follows that an individual or trust cannot set off aforeign assessed
loss or balance of a foreign assessed loss against an amount of locally derived income. As a
result of the way in which taxable income is determined, it will not be possible to set off either
alocal or foreign taxable capital gain against a foreign assessed loss.

Example — Application of para (b) of the proviso to s 20(1)
Facts:

During the year ending 29 February 2020 Jackie derived the following amounts:

R
Loss on rental of flat in London (600 000)
Interest from a deposit with a South African bank (taxable portion) 100 000
Income from employment in South Africa 400 000
Taxable capital gain arising from sale of London flat 1 000 000

Result:
Jackie’s taxable income is determined as follows:
Step 1 — Determine the amount to be included in para (a) of the definition of ‘taxable income’

Under para (b) of the provisoto s 20(1) Jackie is not permitted to set off the foreign rental loss
against her income froma South African source. The foreign assessed loss of R600 000 is
therefore carried forward to 2021. The amount included in para (a) of the definition of ‘taxable
income’ is therefore R500 000 [R100 000 interest income) + R400 000 (salary income)].

Step 2 — Determine the amount to be included in para (b) of the definition of ‘taxable income’

The taxable capital gain of R1 million is included in para (b) of the definition of ‘taxable
income’.

Step 3 — Determine taxable income by aggregating the amounts determined under paras (a)
and (b)

Taxable income = R500 000 + R1 000 000 = R1 500 000.

5.9.3 Set-off of foreign capital loss against local capital gain

For CGT purposes capital gains and losses can arise on foreign assets under para 43 and
before the 2012 year of assessment, under Part Xlll. Paragraph (b) of the proviso to s 20(1)
prevents the set-off of a foreign assessed loss against domestic income (see 5.9.2).
The Eighth Schedule, in contrast, contains norestriction on the set-off of foreign capital losses
against domestic capital gains. Nor does it restrict the set-off of domestic capital losses against
foreign capital gains. Therefore, subject to the clogged loss rule in para 39 and the anti-
avoidance provisions of s 103/Part 1A, there is nothing to prevent the set-off of a foreign
capital loss against a local capital gain. Similarly, apart from capital gains of CFCs (see 5.9.6),
there is no bar on the set-off of a foreign capital gain against a local capital loss.
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5.9.4 Set-off of taxable capital gain against ring-fenced assessed loss

Section 20A provides for the ring-fencing of an assessed loss arising from specified ‘suspect
trades. The question arises whether a ring-fenced assessed loss can be set off against a
taxable capital gain arising fromthe disposal of an asset used in the course of the ‘suspect
trade. The answer depends on whether the asset is disposed of during the course of or after
cessation of the trade. No set-off is permitted if an asset is disposed of during the course of
the trade. But once trade has ceased and an asset that was used in carrying on the suspect
trade is disposed of, s 20A(6)(b) permits a set-off of the ring-fenced assessed loss. It provides
as follows:

‘(6) Forthe purposes of this section and section 20, the income derived from any trade
referred to in subsections (1) or (5), includes any amount—

@ [not relevant — deals with recoupments]; or

(b) derived from the disposal after cessation of that trade of any assets used in carrying
on that trade.’

The references to ‘any amount derived’ and ‘any assets’ would seem to indicate that
s 20A(6)(b) applies to ataxable capital gain. The amount of any taxable capital gain included
in para (b) of the definition of ‘taxable income’ must be reduced by any amount of that taxable
capital gain that has been set off under s 20A(6)(b).

Example — Set-off of taxable capital gain after cessation of suspect trade
Facts:

Roland owns a flat in Umhlanga that he bought for the stated purpose of letting to foreign
tourists. However, he and his family occasionally used the flat as a holiday home when it was
not let. As a result of the large bond used to finance the acquisition of the flat, it generated
losses over three consecutive years at which point SARS informed Roland that his losses
were to be ring-fenced. After afurther three years of losses, Roland had accumulated a ring-
fenced assessed loss of R100 000. He informed the letting agent that the flat was no longer
available for letting, and he then sold it for an amount that gave rise to a taxable capital gain
of R500 000.

Result:

Roland is permitted to set off the ring-fenced assessed loss of R100 000 against the taxable
capital gain of R500 000.

5.9.5 Set-off of assessed capital loss against taxable income

An assessed capital loss determined under para9 sustained by a person for a year of
assessment cannot be set off against the person’s ordinary income of a revenue nature. An
assessed capital loss therefore neither decreases a person’s taxable income nor increases a
person’s assessed loss of a revenue nature. Such an assessed capital loss is therefore ring-
fenced and can be set off only against capital gains arising during future years of assessment.

A balance of assessed loss of acompany may not be carried forward to ayear of assessment
in which no trade is carried on. However, no similar provision exists for an assessed capital
loss and in theory it can be carried forward indefinitely. Section 103(2) should act as a
deterrent to prospective traffickers in such losses.
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5.9.6 Set-off of capital gains and losses of controlled foreign companies

Despite it generally being possible to set off aforeign capital gain against a local capital loss,
there is an exception in relation to CFCs. Section 9D(2) requires that there shall be included
in the income of a resident holder of participation rights (other than a headquarter company)
‘an amount equal to’ the proportional amount of the ‘net income’ of a CFC. Section 9D(2A)
defines ‘netincome’ as ‘an amount equal to’ the taxable income of the CFC. A capital gain or
loss of a CFC is determined as if the CFC had been a resident, and for this purpose the
opening words of s 9D(2A) make paras 2(1)(a), 24, 70, 71, 72 and 80 of the Eighth Schedule
applicable in determining the CFC’s taxable income. The inclusion rate in determining a
taxable capital gain is reduced to 40% when the resident shareholder is an individual, specid
trust or insurer’s individual policyholder fund [s 9D(2A)(f)]. The effect of the words ‘an amount
equal to’ mean that what is included in the resident’s income is not a taxable capital gain but
an amount equal to such a taxable capital gain. The separate character of a CFC'’s capital
gains is thus lost with the resultthat any local capital loss cannot be set off against the amount
included in the resident’s income. There can be no question of the income inclusion retaining
its component parts under a conduit-pipe principle in order to achieve a set-off.

A capital loss arising in a CFC can, subjectto para 39, be set off only against capital gains
arising in the CFC and is not attributed to the resident holder of the CFC’s shares. Under
s 9D(2A) what is attributed to the resident holder of the CFC’s shares is an amount equal to
the taxable income of the CFC (‘net income’). Section 9D does not make provision for the
attribution to aresident of a capital loss or assessed capital loss of a CFC. Subject to para 39,
the CFC must set off such a capital loss or assessed capital loss against other capital gains
arising in the CFC in determining the CFC’s net income.
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Chapter 6 — Disposal and acquisition of assets

PART 11I: DISPOSAL AND ACQUISITION OF ASSETS

6.1 Disposals

Paragraph 11

6.1.1 Disposal events

The disposal of an asset triggers the liability for CGT and it is, therefore, a core rule that is
fundamental to the application of CGT. Itis for thisreason that a wide meaning has been given

to ‘disposal’. 199
A disposal is any
e event

e Qact

e forbearance,?2% or

e operation of law

which results in the
e creation
e variation

e transfer, or

e extinction of an asset

A disposal also includes the events set out in the table below.

Table 1 — Events giving rise to the disposal of an asset

Paragraph 11(1) | Disposal event

(a) Sale, donation, expropriation, conversion, grant, cession, exchange or
any other alienation or transfer of ownership

(b) Forfeiture, termination, redemption, cancellation, surrender,
discharge, relinquishment, release, waiver, renunciation, expiry or
abandonment

(c) Scrapping, loss, or destruction

(d) Vesting of an interest in an asset of a trust in a beneficiary (see
para 80 and 81).

(e) Distribution of an asset by a company to a holder of shares (see
para 75)

() Granting, renewal, extension or exercise of an option

(9) Decrease in value of a person's interest in a company, trust or
partnership as a result of a ‘value shifting arrangement’ (see 21.3)

1% The Australian approach of having a restricted list of numbered events was not followed because
of the danger that certain events may be unintentionally omitted.
20 The term was borrowed from the Value-Added Tax Act 89 of 1991.
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6.1.1.1 Forbearance

According to the Shorter Oxford English Dictionary on Historical Principles2°! ‘forbearance’
means

‘abstinence from enforcing what is due, esp the payment of a debt’.
6.1.1.2 Conversion

6.1.1.2.1 Meaning of ‘conversion’

The word ‘conversion’ is not defined in the Act. It has anumber of dictionary meanings, many
of which are inapplicable in the context of a disposal. The following meaning seems to be
appropriate: 292

‘The exchange of one type of security or currency for another.’

It is submitted that a conversion involves a substantive change in the rights attaching to an
asset. Some examples include the conversion of

e acompany to a share block company and vice versa; and

o a preferenceshare to an ordinary share and vice versa (except when the rights are
acquired up front).

6.1.1.2.2 Conversions that do not give rise to a capital gain or loss

Some conversions, while constituting disposals, will not give rise to a capital gain or loss. For
example:

e The conversion of aclose corporation to acompany under s 40A or the conversion of
a co-operative to a company under s 40B will not give rise to a capital gain or loss in
the hands of a holder of shares under para11(2)(l). From the corporate entity’s
perspective such conversions will also not trigger a disposal.

e The conversion of an interest of a holder of shares in a share block company to an
interest in immovable property (forexample, as part of a conversion to sectional title)
will not give rise to a capital gain or loss under para 67B.

e The conversion of old mineral, mining, prospecting, exploration and production rights
held before the introduction of the Mineral and Petroleum Resources Development
Act 28 of 2002 to new rights under that Act will not give rise to a capital gain or loss
under para 67C (roll-over relief is granted).

6.1.1.2.3 Conversions dealt with in para 12

A number of conversions are dealt with in para 12. These include the conversion of

a capital asset to trading stock [para 12(2)(c)],

trading stock to a capital asset [para 12(3)],

a personal-use asset to an asset [para 12(2)(d)], and

an asset to a personal-use asset [para 12(2)(e)].

21 A Stevenson 6 ed (2007) Oxford University Press.
22 The Free Dictionary [online] available at <http://www.thefreedictionary.com/conversion> [Accessed
2 November 2020].
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6.1.1.2.4 Convertible preference shares

The viewis held that no disposal will occur at the time of conversion of aconvertible preference
share if its time and terms of conversion are fixed up front and those terms are not subject to
any uncertain future events. The details pertaining to the preference share (date of acquisition
and cost) will simply be carried over to the ordinary share.?03

But if the option to convert is left to the whim of the shareholder or company, is subject to an
uncertain future event, or the company makes a unilateral offer of conversion, the rights cannot
be said to be acquired up frontbecause the right of conversionis either subject to asuspensive
condition, or did not exist at the time the preference share was acquired. In these instances,
a disposal will be triggered at the time of conversion. Under para 13(1)(a)(v) the time of
disposal in the case of a conversion is the date of conversion.

Example 1 — Conversion of an asset
Facts:

Muriel acquired a preference share on 1 March of year 1 at a cost of R100. On 28 February
of year 6 the company unilaterally offered Muriel the opportunity to convert her preference
share into an ordinary share. Muriel surrendered her preference share and received an
ordinary share with a value of R150.

Result:

Under para 13(1)(a)(v) the time of disposal in the case of the conversion of an asset is the
date on which the asset is converted. The proceeds in respectof the disposal are equal to the
value of the ordinary share. Muriel will therefore have a capital gain of R150 - R100 = R50.
The base cost of the ordinary share is R150. The base cost and proceeds are determined as
an exchange transaction under the core rules. See the notes below and under 8.5 on barter
or exchange transactions and para 20.

Example 2 — Obligation to convert fixed up front
Facts:

Muriel acquired a convertible preference share on 1 March of year 1 at a cost of R100. The
share was compulsorily convertible to an ordinary share on 28 February of year 6. On
28 February of year 6 Muriel surrendered her preference share and received an ordinary share
with a value of R150.

Result:

The conversion is not adisposal. The base cost of the ordinary share is R100 and is regarded
as having been acquired on 1 March of year 1.

Example 3 — Option to convert or redeem at a fixed future date
Facts:

Mientjie acquired a preference share on 1 March of year 1 at a cost of R100. The preference
share was redeemable on 28 February of year 11 with an option granted to the holder to
convert the share to an ordinary share on that date.

23 A similar view is expressed by E Mazansky in ‘Share Conversions’ (2003) 17 Tax Planning 133.
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Result:

Should Mientjie exercise the option to convertto an ordinary share, there will be adisposal on
the date of conversion. The conversion is not under the original instrument in the sense of the
flowering of rights originally acquired. The option gives rise to a new and independent
transaction triggered by the voluntary act of the holder. An option is nothing more than an offer
which has been left open for a period for acceptance. The agreement to convert is entered
into at a future date in circumstances in which conversion need never otherwise have taken
place.

Example 4 — Conversion subject to an uncertain future event
Facts:

A preference share entitles the holder to a cumulative preference dividend equal to the prime
interest rate. If and when the company’s ordinary shares trade on the JSE at a price not less
than R2 a share for no less than five consecutive days, the preference shares automatically
convert into ordinary shares on a one-for-1 basis.

Result:

Since the conversion is subject to an uncertain future event, it cannot be said that the bundle
of rights making up the preference shares was disposed of on the date on which they were
acquired, nor can it be said that the bundle of rights making up the ordinary shares was
acquired when the preference shares were acquired.

Should the price of the ordinary shares be sustained for five consecutive days at R2 a share,
a disposal will occur at the date of conversion. The proceeds on disposal of the preference
shares will be equal to R2 a share and the ordinary shares will be acquired for an expenditure
actually incurred under para 20 of R2 a share.

6.1.1.2.5 Convertible debentures

A debenture is ‘any interest-bearing arrangement or debt’ and hence falls within para (c) of
the definition of ‘instrument in s 24J(1). Section 24J(1) contains definitions of an ‘adjusted
gain on transfer or redemption of an instrument’ and an ‘adjusted loss on transfer or
redemption of an instrument’. Section 24J(4)(a) deems the ‘adjusted gain’ to accrue in the
year of transfer or redemption, while s 24J(4)(b) deems an ‘adjusted loss’ to be incurred in the
year of transfer or redemption. It follows that even if the right to convert a debenture into a
share is acquired up front, a capital gain or loss will have to be determined at the time of
conversion.

6.1.1.3 Creation

The notion that the creation of an asset can trigger a disposal seems counterintuitive but is
valid2%4 despite suggestions to the contrary by some commentators. The confusion seems to
stem from the impression that it is the party in whose hands the asset is created who has a
disposal. Thisimpression is misplaced because that party has acquired an asset, not disposed
of one. The conceptin fact refers to the creation of an asset by one person for the benefit of
another. In creating the asset for the other person, the existing rights of the creator are

24 The concept is well recognised in Australian CGT legislation.
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diminished and it is this diminution that represents the disposal of an asset. The following are
examples of the creation of assets that give rise to disposals:

e The granting of
alease,

a servitude,
mineral rights,

alicence, or

VvV V V VYV V

an option.
¢ The undertaking of a restraint of trade.

The bundle of rights comprising ownership was considered by Erasmus J in Vairetti v Zardo
NO & others in which the following was stated: 205

‘[17] Ownership comprises of an ‘elastic' bundle of rights. It is elastic in the sense that the full
exercise of ownership rights by the owner of the thing concerned (be it movable or immovable) may
be suspended by granting a third party the power to exercise certain of the rights flowing from that
ownership.

[18] The incidents of ownership that are relevant for present purposes are:
18.1. bare legal ownership; and
18.2. the right of use and enjoyment

[19] Servitudes, such as usufructus and usus, are limited real rights which restrict "the rights, powers
orliberties of [the] ownerto a greater orlesser extent in favour of either another person orthe owner
of another tenement”.

Servitudes are in short a subtraction from the owner's dominium. While dominium remains with the
owner, certain of the rights cf use and enjoyment are placed at the disposal of a third party to the
exclusion of the owner.

Servitudes are either personal or praedial in nature (usus and usufruct being personal) and
are generally classified according to the nature and extent of the rights conferred on the third party
(and taken away from the owner).’

Therefore, for example, the granting of a lease over property by the owner creates a
contractual right in favour of the lessee. That right is an asset for CGT purposes. The creation
of this right has given rise to a disposal of part of the full right in the property that the owner
previously enjoyed. In other words, there has been a part-disposal. As can be seen, the
‘creation’ has given rise to both an acquisition and a disposal.

Similarly, in the case of a restraint of trade, it is the creation of the legal right in the restraining
party’s hands that triggers the part-disposal of the right to trade freely in the hands of the
restrained party. See 24.5.

These creation events will usually trigger a part-disposal rather than a full disposal. In such
event it becomes necessary to allocate part of the base cost of the main asset to the part
disposed of under para 33 - see 8.37.

25 (12423/2007) [2010] ZAWCHC 146 (12 April 2010) in [17] et seq.
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6.1.1.4 Variation

The word ‘variation’ must be interpreted in the context of the disposal of an asset. The principle
underlying para 11 is that a person must have disposed of an asset in the sense of having
parted with the whole or a portion of it. This principle is reflectedin the eventslisted initems (a)
to (g) of para 11(1). A variation could, of course, involve the establishment of legal title to an
asset or the improvement or enhancement of an asset. However, such events are not
disposals because

e nothing has been disposed of — in fact, something additional has been acquired; and

e costs associated with such variations are included in the base cost of an asset under
para 20.

Does the variation of rights attaching to shares resultin a full or a part-disposal? In Standard
Bank of South Africa Ltd & another v Ocean Commodities Inc & others Corbett JA stated the
following: 206

‘A share in a company consists of a bundle, or conglomerate, of personal rights entitling the holder
thereof to a certain interest in the company, its assets and dividends.’

Paragraph (b) of the definition of ‘asset’ in para 1 includes

‘aright or interest of whatever nature to or in such property’.

Based on the above it is submitted that the variation of one or more rights in a share may well
resultin a part-disposal of a share rather than a full disposal. Whether afull disposal has taken
place will depend on whether a new share has come into existence. This question must be
decided on the facts and circumstances of the particular case.

Example 1 — Variation that is not a disposal
Facts:

John holds 100 non-redeemable preference shares in Listco. Listco unilaterally agreed to
make the shares redeemable at John’s discretion. All other rights in the shares remained
unchanged.

Result:

The variation of John’s right of redemption is an improvement, not a disposal. He has not
parted with any rights.

Example 2 — Disposal by variation of rights
Facts:

Jill owns 100 redeemable preference shares in Listco. In return for apayment of R1 a share,
Jill agreed to give up her right of redemption and the shares were converted to non-
redeemable preference shares.

Result:

Jill has disposed of her right of redemption in exchange for proceeds of R1 a share.

261983 (1) SA 276 (A) at 288.
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6.1.1.5 Exchange

Under para11(1)(a) the exchange of an asset is a disposal. On the determination of the base
cost of an asset acquired under an exchange transaction, see 8.5. When proceeds are
determined in a form other than cash, see the notes on the meaning of the word ‘amount’ in
para 35in 9.1. In some instances, the corporate restructuringrules in ss 41 to 47 provide rol-
over relief for barter transactions. For example, in an asset-for-share transaction, a person
disposes of an asset to a company in exchange for shares in that company. The transferoris
given roll-over relief provided the requirements of s 42 are met.

The treatment of such barter transactions for CGT purposes is best explained by way of an
example.

Example — Exchange of an asset
Facts:

Lammie purchased a piece of land in year 1 for R100 000. In year 3 he entered into an
exchange transaction with Barry, the terms of which were as follows:

e [ammie agreed to give Barry his land valued at R150 000 plus cash of R10 000.
* In exchange, Barry agreed to give Lammie his holiday home, valued at R160 000.
In year 6 Lammie sold the holiday home for R170 000.
Result:
The CGT consequences for Lammie are as follows:
Land
In year 1 Lammie acquired the land for a base cost of R100 000 under para 20(1)(a).

As a result of the ‘exchange’ with Barry, there has been a disposal of the land under
para 11(1)(a). In a barter transaction, the proceeds are equal to the market value?°’ of the
asset received. Although Lammie received aholiday home valued at R160 000, only R150 000
of this amount relates to the land. The remaining R10 000 relates to the cash paid to Barry. In
year 3Lammie will therefore have a capital gain of R50 000 (R150 000 (proceeds)—R100 000
(base cost).

Holiday home

The base costof the holiday home is equal to the amount of ‘expenditure’ incurredin acquiring
it under para 20. Such expenditure is equal to the value by which Lammie’s assets have been
reduced as a result of the transaction. Lammie gave up land valued at R150 000 plus cash of
R10 000. His assets therefore decreased in value by R160 000 and this amount forms the
acquisition cost of the holiday home. In year 6 Lammie therefore realised a capital gain of
R10 000 (R170 000 (proceeds) — R160 000 (base cost) on disposal of the holiday home.

27 As to the meaning of ‘amount’, see the comments on para 35.
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6.1.1.6 Operation of law

Sometimes a disposal can be triggered by a change in legislation. An example of such a
disposal occurred when the definition of ‘foreign partnership’ was amended by the Taxation
Laws Amendment Act 25 of 2015. The relevant requirement to be a foreign partnership
currently requires that

‘the partnership, association, body of persons or entity is not liable for or subject to any tax on
income, other than a tax levied by a municipality, local authority or a comparable authority, in that
country’.

The underlined words were inserted by the amendment described above and came into
operation on 31 December 2015 and apply to years of assessment ending on or after that
date. Before the amendment, if the foreign law treated the partnership as a flow-through entity
but made the partnership liable for municipal taxes on income, it meant that the entity was not
a foreign partnership as defined in s 1(1) and the resident partners would have comprised
holders of shares in a company. However, following the amendment, the entity would have
become a foreign partnership and the residents would be regarded as having disposed of their
shares in the entity in exchange for a fractional interest in the partnership assets.

Other examples of disposals by operation of law include deemed disposals in the main body
of the Act such as s 9H (deemed disposal as a result of change of residence, ceasing to be
CFC or becoming headquarter company) and s 9HA (deemed disposal on death).

6.1.2 Non-disposal events [para 11(2)]

There are a number of specific eventslisted that are not treated as a disposal. These are set
out in the table below.

Table 1 — Non-disposals

Paragraph | Non-disposal event

11(2)
(a) The transfer by a person of an asset as security for a debt or by a creditor
who transfers that asset back to that person upon release of the security.
(b) There is no disposal by a company in respect of

e the issue, cancellation or extinction of a share in the company; or

e the granting of an option to acquire a share in or certificate
acknowledging or creating a debt owed by that company.

See commentary below.

(c) The issue by a collective investment scheme (CIS) of a participatory interest
in that CIS, and the granting of an option by that CIS to acquire a participatory
interest in that CIS.208

(d) The issue of any debt by or to a person.
(e) Deleted. 209
() Deleted — se