Chapter 19
Tax avoidance
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§ 19.1
Distinction between tax evasion and tax avoidance

There is an important distinction between tax evasion and tax avoidance.

Tax evasion is characterized by fraud and deceit. It refers to all those activities deliberately undertaken by a taxpayer to free himself from the tax that the law charges upon his income, for example, the falsification of returns, books and accounts and the conclusion of sham transactions. No special provision is necessary in a taxing statute for the nullification of these schemes, which are illegal and are subject to heavy and severe penalties (see § 18.35), as common law principles nullify most forms of tax evasion. As regards disguised transactions entered into for the purpose of tax evasion, the fiscus is sufficiently protected by common law, in that a court will not hesitate to strip the transaction of its disguise and expose the true nature or substance of the contract.1
Tax avoidance, on the other hand, is characterized by open and full disclosure. It usually denotes a situation in which the taxpayer has arranged his affairs in such a perfectly legal manner that he has either reduced his income or that he has no income on which tax is payable. No obligation rests upon a taxpayer to pay a greater tax than is legally due under the taxing Act, and a taxpayer is not debarred from entering into a bona fide transaction which when carried out has the effect of avoiding or reducing liability to tax, provided that there is no provision in the law designed to prevent the avoidance or reduction of tax. 

The courts have repeatedly reiterated the basic philosophy that taxpayers are perfectly entitled to arrange their affairs so as to pay the least amount of tax,2  even in cases which have found in favour of the revenue authorities.3  This principle is clearly brought out by the following dicta:

‘It is trite law that His Majesty’s subjects are free, if they can, to make their own arrangements so that their cases may fall outside the scope of the taxing Acts. They incur no legal penalties and, strictly speaking, no moral censure, if, having considered the lines drawn by the legislature for the imposition of taxes, they make it their business to walk outside them.’4
‘No man in this country is under the smallest obligation, moral or other, so to arrange his legal relations to his business or to his property as to enable the Inland Revenue to put the largest possible shovel into his stores. The Inland Revenue is not slow – and quite rightly – to take every advantage which is open to it under the taxing statutes for the purpose of depleting the taxpayer’s pocket. And the taxpayer is, in like manner, entitled to be astute to prevent, as far as he honestly can, the depletion of his means by the Revenue.’5
One oft-quoted statement, the simplicity of which invites repetition, is that of Lord Tomlin in Duke of Westminster v IRC, who said:6
‘Every man is entitled if he can to order his affairs so that the tax attaching under the appropriate Acts is less than it otherwise would be. If he succeeds in ordering them so as to secure this result, then, however unappreciative the Commissioners of Inland Revenue or his fellow- taxpayers may be of his ingenuity, he cannot be compelled to pay an increased tax.’

But perhaps the most celebrated statement on tax avoidance was delivered by Justice Learned Hand in Commissioner v Newman. In a dissenting opinion he wrote:7
‘Over and over again courts have said that there is nothing sinister in so arranging one’s affairs as to keep taxes as low as possible. Everybody does so, rich or poor, and all do right, for nobody owes any public duty to pay more than the law demands: taxes are enforced exactions, not voluntary contributions. To demand more in the name of morals is mere cant.’

Even though Justice Learned Hand’s words are from a dissenting opinion in a foreign case,8  and therefore only of persuasive value as legal precedent, they have been widely quoted as authoritative. Other legal opinions have reached the same conclusion, but have stated it in less colourful language.

This is not to say that the courts have not expressed disapproval of the practice of tax avoidance, as the following extract from a Rhodesian case, COT v Ferera,9  illustrates. MacDonald JP said:10
I endorse the opinion expressed that the avoidance of tax is an evil. Not only does it mean that a taxpayer escapes the obligation of making his proper contribution to the fiscus, but the effect must necessarily be to cast an additional burden on taxpayers who, imbued with a greater sense of civic responsibility, make no attempt to escape or, lacking the financial means to obtain the advice and set up the necessary tax-avoidance machinery, fail to do so. Moreover, the nefarious practice of tax avoidance arms opponents of our capitalistic society with potent arguments that it is only the rich, the astute and the ingenious who prosper in it and that ‘good citizens’ will always fare badly.

The Income Tax Act, in addition to the general anti-avoidance rule in ss 80A to 80L, contains specific anti-avoidance provisions designed to prevent or counter schemes or operations aimed at the avoidance of tax. These provisions are listed and briefly described below.

	 
	

	Section
	Subject-matter

	Definition of ‘connected person’ in s 1
	Places a limitation on the quantum of deductions or allowances in respect of certain second-hand assets acquired from connected persons (see § 1.16B)

	Paragraph (c)(ii) of the definition of ‘gross income’ in s 1
	Denies an employee or office-holder the opportunity for the dispersal of rewards for services amongst other taxpayers, such as family members who might enjoy lower effective rates of tax than suffered by him (see § 4.68)

	7(1)
	Deems to have accrued to a person income that has been invested, accumulated or otherwise capitalized; income that is due and payable even though the income has not actually been paid; or income credited in an account or reinvested or accumulated or capitalized in his name or on his behalf (see § 2.21A)

	7(2)
	Constitutes a collection of two deemed-inclusion rules, both of which shift the income derived by one spouse into the taxable income of the other (see § 10.40)

	7(3) and (4)
	Deems income received by or accrued to a minor child in certain circumstances to be the income of the parent (see §§ 10.63 and 10.64)

	7(5) and (6)
	Deems donors to be liable to tax on income received by or accrued to trustees or to the beneficiaries as a result of their donations (see §§ 12.20 and 12.21)

	7(7)
	Donors who cede or otherwise make over to other persons their right to receive income from certain assets are in certain circumstances liable to tax on the income ceded or made over (see § 4.67A)

	7(8)
	Deems an amount to accrue to a resident donor if it accrues to a non-resident as a result of a donation made by the resident (see § 4.67B)

	8A and 8C
	Specific anti-avoidance provisions aimed at share incentive schemes (see §§ 4.72 and 4.73C)

	8E
	Deems dividends on hybrid equity instruments to be interest (see § 9.47)

	8F
	Denies a deduction in respect of any amount paid or payable by an issuer in terms of a hybrid debt instrument (see § 17.72C)

	9
	Deems certain categories of foreign-sourced income to be from a South African source (see § 5.18)

	9D
	Includes as income in the hands of a resident, who holds participation rights in a controlled foreign company, a notional amount of the company’s net income (see § 5.43)

	22(8)
	Inclusion in income resulting from the distribution of trading stock by way of a dividend (see § 9.48)

	23B
	Prohibits the taking into account more than once of an amount as a deduction or allowance in the determination of taxable income (see § 7.10A)

	23F
	Prevents a deduction for unsold trading stock not reflected as closing stock at the year end. The deduction is only allowed in the year in which the stock is disposed of or included in closing stock or it is shown that the stock will neither be disposed of nor reflected in closing stock due to its loss, destruction or the termination of the purchase agreement (see § 8.111)

	24B
	Where a company acquires shares or debt instruments in exchange for shares issued by it, the company issuing the shares is deemed not to have incurred any expenditure in respect of the shares or debt instruments it acquires (see § 17.6)

	24J
	Deems interest to have accrued or to have been incurred on a yield to maturity basis to prevent schemes designed to avoid tax (see § 17.61)

	24M
	Establishes an open-transaction method for sales concluded subject to deferred instalments because of contingencies or unquantified amounts. The purchaser of the asset is treated as incurring the expenditure only as payments are made and income arises in the hands of the disposer only when consideration received exceeds total expenditure for asset transferred, and losses arise only if the loss exists after all instalments are complete.

Section 24M applies ‘for purposes of this Act’, which means that it affects gross income, deductions and allowances and the capital gains provisions in the Eighth Schedule (see § 17.84)

	24N
	Provides for deferral of accruals and incurral of expenditure on disposal of equity shares where consideration for shares determined with reference to future profits of the company. The consideration is deemed to accrue to seller and to be incurred by purchaser as and when it becomes due and payable (see § 17.86)

	25B(2A)
	Includes an amount in income where a resident acquires a vested right to an amount representing the capital of a non-resident trust (see § 12.15A)

	31
	Transfer pricing and thin capitalization rules to counter abusive practices (see § 17.54)

	54 to 64
	Donations tax (see Chapter 23)

	Para 11(c)(iii) of the First Schedule
	Inclusion in income where livestock and produce is distributed in specie (see § 15.23A)


Sections 80A to 80L establish a general anti-avoidance rule designed to counter arrangements aimed at the avoidance of tax. Section 103(2) is aimed at the trafficking in the assessed losses of companies, close corporations and trusts. Section 103(5) identifies as a tax-avoidance scheme a particular type of cession of a right to income, namely, where taxable income is effectively exchanged for tax-exempt dividends. These provisions are dealt with separately below.

But it deserves to be noted that an arrangement designed to achieve tax benefits will not necessarily succeed simply because it negotiates the hurdles imposed by these various provisions, and that any tension between the substance and the form of an arrangement ought to be resolved in favour of its substance.11  The substance-over-form doctrine must always be applied in cases involving potential tax avoidance arrangements, and this exercise must be carried out before considering whether or not the general anti-avoidance rule applies to the arrangement in question. 

The substance-over-form doctrine is generally acknowledged as emanating from the oft-cited decision in IRC v Duke of Westminster.12  The crucial part of Duke in Lord Tomlin’s judgment, which purportedly places form above substance, was expressed as follows: 

‘[I]t is said that in revenue cases there is a doctrine that the court may ignore the legal position and regard what is called the ‘substance of the matter’. This supposed doctrine . . . seems to rest . . . upon a misunderstanding of the language used in earlier cases. The sooner this misunderstanding is dispelled and the supposed doctrine given its quietus, the better it will be for all concerned.’ 

It must be noted though that the approach adopted by Stark J in Jaques v FCT13  not only preempted the judicial formulation in Duke, but placed it in proper perspective by adding the qualification that while the taxpayer has such an inalienable right, his success or otherwise depends on the particular legislation. Affirmation of this fundamental principle is to be found in WT Ramsay Ltd v IRC,14  Lord Wilberforce concluding that the proper approach is to examine both the substance and the form to determine what was done and whether it fits within the language and policy of the Act.

Although the courts have over the years changed the vocabulary for expressing the maxim in Duke, it remains influential as it obliges the court to accept a transaction, if found to be genuine, as such. But it does not compel the court to examine the transaction or scheme in isolation. The truth is that there is an intimate relationship between substance and form, and in applying the law, with few exceptions, the substance of the transaction, rather than its form, determines the tax consequences. In general, the courts are not concerned with the labels or documents that purport to govern a transaction, but focus on the substance of the transaction, namely, the legal rights and obligations of the parties determined upon ordinary legal principles.

A final observation regarding the notion of substance-over-form involves the distinction between the simulation principle and the label principle. The simulation principle refers to a sham or disguised transaction, that is one intended to give the appearance of creating between the parties legal rights and obligations different from the actual legal rights and obligations which the parties intend to create.14a  To declare that a transaction is a sham or disguised is to articulate that the substance is proof of the fact that the form is not intended to be real. A transaction of this nature is inherently dishonest and the courts will give effect to it by analysing the true intention of the parties, rending aside its disguise and assessing the transaction accordingly. The existence of a simulation is inherently worthless and needs no statutory provision to nullify it. As a matter of law, it is incorrect to infer dishonesty in a transaction that is vulnerable to attack under the GAAR. Indeed, the tenor of a transaction must be genuine before the GAAR can apply. 

The label principle, in contrast, refers to a transaction where the parties act in good faith but attach the wrong label to the transaction. No dishonesty attaches to such a transaction, but the courts will nevertheless examine it and apply the correct label. In both instances the substance and form diverge but only where the label principle finds application is it logical to invoke the GAAR.

§ 19.2 General Anti-Avoidance Rule

The provisions of the so-called general anti-avoidance rule – commonly referred to, although not for linguistic elegance, as the ‘GAAR’ – are contained in ss 80A to 80L, each dealing with a distinct structural component. 

The GAAR’s predecessor, s 103(1), which replaced with effect from the 1959 tax year the previous s 90 of Act 31 of 1941  in order to overcome the very restricted interpretation given to the section in CIR v King,15  was amended in 1978 and 1996, without changing its application dramatically. The demise of s 103(1), it is said by SARS, is due to the fact that it ‘has proven to be an inconsistent and, at times, ineffective deterrent to the increasingly sophisticated forms of impermissible tax avoidance’ implemented and that it ‘has not kept up with international developments’.16
This quotation deserves some comment. Section 103 was not a deterrent, simply because it was not construed as a taxing measure but ‘rather in such a way that it … advanced the remedy provided’ and therefore suppressed ‘the mischief against which [it] was directed’.17  Had s 103 been characterized as a penalty provision, the Commissioner may well have suffered more defeats than he had. 

An examination of the GAAR, which applies to ‘impermissible avoidance arrangements’ entered into on or after 2 November 2006, indicates substantive reform on the part of the legislature and introduces a number of new components, while retaining certain conceptual elements of s 103(1). It attempts to draw a line between permissible and impermissible (or abusive) tax avoidance, thereby establishing a balance between the need for certainty and protection of the tax base. Unfortunately this line is far from bright. The reason for this lack of certainty is essentially twofold. In the first place, components of the operative provisions of the GAAR are extremely complex. Second, the conceptual elements would appear to be based on the jurisprudence of countries like Canada, the United Kingdom and the United States. While these concepts fit comfortably into the jurisprudence of these countries, particularly those where the courts apply a textual, contextual and purposive analysis in relation to statutory interpretation, the fiscal jurisprudence in South Africa stands in sharp contrast. These observations are considered in greater detail below. 

Section 80A describes what constitutes an ‘impermissible avoidance arrangement’. The remedy of the Commissioner with respect to an impermissible avoidance arrangement is set out in s 80B. The remaining provisions expand on these two substantive provisions and deal with certain procedural and administrative matters that may arise. 

§ 19.3 Impermissible tax avoidance arrangements

The pivotal provision is s 80A, the preamble of which seeks to describe the essence of the general anti-avoidance rule regime. It is predicated on a purpose test in the following terms:

80A.   Impermissible tax avoidance arrangements.—An avoidance arrangement is an impermissible avoidance arrangement if its sole or main17a  purpose was to obtain a tax benefit and—

(a)

in the context of business—

(i)

it was entered into or carried out by means or in a manner which would not normally be employed for bona fide business purposes, other than obtaining a tax benefit; or

(ii)

it lacks commercial substance, in whole or in part, taking into account the provisions of section 80C;

(b)

in a context other than business, it was entered into or carried out by means or in a manner which would not normally be employed for a bona fide purpose, other than obtaining a tax benefit; or

(c)

in any context—

(i)

it has created rights or obligations that would not normally be created between persons dealing at arm’s length; or

(ii)

it would result directly or indirectly in the misuse or abuse of the provisions of this Act (including the provisions of this Part). 

Section 80B gives the Commissioner important remedies against impermissible tax avoidance arrangements at which it is directed (see § 19.9). If he believes that the provisions of the GAAR may apply in respect of an arrangement, he must determine the liability for tax in terms of the powers bestowed on him. Described discursively, the Commissioner is required to be satisfied that the avoidance arrangement is an impermissible avoidance arrangement, determined with reference to three sets of circumstances, each one of which must be present. 

More specifically, the Commissioner must be satisfied that 

•

there exists an avoidance arrangement, which is defined, in so far as is here relevant, as any arrangement that results in a tax benefit. The avoidance arrangement must constitute an impermissible avoidance arrangement, which is defined, in turn, as an avoidance arrangement described in s  80A;

•

the sole or main purpose of the avoidance arrangement must have been to obtain a tax benefit; and

•

the avoidance arrangement, broadly speaking, was abnormal, lacking in commercial substance, carried out in a manner not normally employed for bona fide purposes or abusive of the provisions of the Act, as respectively envisaged in the requisites (a) to (c).

Since any decision by the Commissioner in the exercise of his discretion under s 80B is made subject to objection and appeal by s 3(4), the Tax Court may rehear the whole case and either uphold or overrule that decision. On appeal, the High Court or the Supreme Court of Appeal, while paying due regard to the findings of the Tax Court on the facts and credibility of witnesses, may interfere with the decision of the Tax Court and substitute its own opinion if the decision of the Tax Court was erroneous in law or fact or both.18
§ 19.4 Avoidance arrangement

An ‘arrangement’ is elaborately defined as any transaction, operation, scheme, agreement or understanding (whether enforceable or not), including all steps therein or parts thereof, and includes any of the foregoing involving the alienation of property. The term ‘avoidance arrangement’ means any arrangement that, but for Part IIA (ss 80A to 80L), results in a tax benefit and ‘impermissible avoidance arrangement’ means any avoidance arrangement described in s 80A (s 80L). 

The word ‘arrangement’ has been interpreted as requiring a conscious involvement of two or more participants who arrive at an understanding. It cannot exist in a vacuum and presupposes a meeting of minds, which embodies an expectation as to future conduct between the parties, that is, an expectation by each that the other will act in a particular way. The primary authority is Newton v FCT,19  Lord Denning expressing the view that 

‘[T]he word “arrangement” is apt to describe something less than a binding contract or agreement, something in the nature of an understanding between two or more persons – a plan arranged between . . .’

In other words, an arrangement includes all kinds of concerted action by which persons may arrange their affairs for a particular purpose or to produce a particular effect. In order to avail the Commissioner, the consensus necessary to constitute an arrangement must encompass explicitly or implicitly the dimension which actually amounts to tax avoidance.20
The term ‘transaction, operation or scheme’ was considered in Meyerowitz v CIR, decided under s 90 of the Income Tax Act 31 of 1941. In relation to the transactions concerning the taxpayer, the Appellate Division of the Supreme Court agreed with the following finding of Watermeyer J in the court a quo:21
‘The word “scheme” is a wide term and I think that there can be little doubt that it is sufficiently wide to cover a series of transactions ….’

Merely because the final step to secure the objective of avoiding tax is left unresolved at the outset, and decided on later, does not rob the scheme of the necessary unity to justify its being called an ‘arrangement’. Support for this can be found in CIR v Louw,22  the court finding that the ultimate step in a scheme need not be in contemplation from the outset; it may be decided upon later but if there exists sufficient unity amongst the various steps, having regard to the ultimate objective, they may together be regarded as being part and parcel of a single scheme. Moreover, an act which did not form part of the scheme when it was entered into can become part and parcel of the scheme if it is later ‘pressed into the service of the scheme’.23
The descending order of the terms transaction, operation, scheme, agreement or understanding may suggest descending degrees of enforceability. While an agreement is ordinarily but not necessarily legally enforceable, an understanding may not be.24  This notwithstanding, the definition of an ‘arrangement’ explicitly requires the inclusion of ‘all its steps or parts’, which thus constitute arrangements in themselves, and the Commissioner has the power to apply the GAAR to each such step or part. The terms ‘step’ and ‘part’ are not defined and it is suggested that each connotes a distinct transactional element of the whole.

It is submitted that an arrangement involving steps or parts carried out or brought into effect wholly or partly outside the Republic, which has a more than incidental purpose of avoiding tax, is caught by the GAAR. 

The inclusion of the expression ‘understanding (whether enforceable or not)’ suggests that regardless of whether an agreement is reduced to writing and explicitly records all the terms and conditions, or whether it merely constitutes a verbal broad understanding of proposed future conduct which will more than likely take place, it will constitute an arrangement. The word ‘understanding’ suggests something like a dealing between two or more persons, so that a taxpayer who deliberately refuses to see the obvious, but proceeds with a transaction in which the obvious occurs downstream, readily enough could be held to be part of at least an understanding to that effect. A taxpayer who actually knows all the details, and proceeds nevertheless, is of course, at equal or greater risk.25
In conclusion, the precise identification of the transaction, operation or scheme, agreement or understanding, or the steps or parts attacked by the Commissioner must be of vital importance to the taxpayer to avoid any misunderstanding in defending it. In this context, the obligation placed on the Commissioner to set out the reasons for his conclusion provides the necessary mechanism (see § 19.9). 

§ 19.5 Tax benefit

The term ‘tax benefit’ can be found in both the preamble to s 80A and the definition of an ‘avoidance arrangement’. For the Commissioner to invoke the GAAR, it must be shown that the arrangement results in a tax benefit and that the sole or main purpose of the arrangement is to obtain such a benefit.

‘Tax benefit’ is broadly defined to include any avoidance, postponement or reduction of any liability for tax. The amount of the tax benefit is irrelevant.

‘Tax’, in turn, includes any tax, levy or duty imposed by the Income Tax Act or any other Act administered by the Commissioner. These laws are the Estate Duty Act 45 of 1955, the Value-Added Tax Act 89 of 1991, the Transfer Duty Act 40 of 1949, the Uncertificated Securities Tax Act 32 of 1948, the Stamp Duties Act 77 of 1968, the Customs and Excise Act and the Skills Development Levies Act 9 of 1999.

The avoidance, postponement or reduction of a liability for any of the taxes listed immediately above constitutes a ‘tax benefit’ and can trigger the GAAR in relation to income tax, as long as there is a tax benefit in relation to (normal) income tax as well. Thus, even though the arrangement concerned does no more than defer a tax payment, that deferral can be nullified through the Commissioner’s invocation of the GAAR.

The inquiry whether a ‘liability for tax’ exists and has been avoided by the taxpayer has been considered by the courts on a number of occasions. The words of Watermeyer CJ in CIR v King,26  although relating to s 90 of the Income Tax Act 31 of 1941, remain valid:27
‘There are many . . . ordinary and legitimate transactions and operations which, if a taxpayer carries them out, would have the effect of reducing the amount of his income to something less than it was in the past, or of freeing himself from taxation on some part of his future income. For example, a man can sell investments which produce income subject to tax and in their place make no investments at all, or he can spend the proceeds in buying a house to live in, or in buying shares which produce no income but may increase in value … He might even have conceived such a dislike for the taxation under the Act that he sells all his investments and lives on his capital or gives it away to the poor in order not to have to pay such taxation. If he is a professional man he may reduce his fees or work for nothing … He can carry out such operations for the avowed purpose of reducing the amount of tax he has to pay, yet it cannot be imagined that Parliament intended by the provisions of section 90 to do such an absurd thing as to levy a tax upon persons who carry out such operations as if they had not carried them out.’

The liability for the payment of any tax, levy or duty that it must be sought to avoid, postpone or reduce for the proper application of the GAAR is not an accrued or existing liability, since such a liability cannot be avoided, but an anticipated liability.28  It has been held that to avoid liability in this sense is ‘to get out of the way of, escape or prevent an anticipated liability’,29  which, in turn, has been interpreted as meaning ‘a liability for tax that the taxpayer anticipates will or may fall on him in the future’.30  It has also been acknowledged that a liability for tax may vary from an imminent, certain prospect to a vague, remote possibility, but the court declined to articulate where the dividing line should be drawn along the wide range of meanings in order to delimit the connotation of an anticipated liability.

In Smith v CIR,31  also decided under s 90, the taxpayer’s sole contention was that the transactions did not have the ‘effect of avoiding . . . liability for any tax . . . on income’, since the dividend accruing to the Rhodesian company that was included in his income through the application of s 90 had not been and would not ever be received by him and was not in reality his. The Appellate Division of the Supreme Court dismissed this contention, which was based on the interpretation of an earlier version of s 90 in CIR v King,32  holding that the ordinary, natural meaning of the phrase under consideration should prevail, that is, in the sense that to avoid liability is ‘to get out of the way of, escape or prevent an anticipated liability’.33  Although the dividend ultimately received by the Rhodesian company was not ‘in reality’ the income of the taxpayer, had he not effected the transaction concerned, the dividend would have come into his hands and attracted a liability for tax there. The application of s 90 so as to include the dividend in his income was therefore confirmed.

Smith’s case is therefore authority for the view that it is not a requirement that it be shown that the taxpayer is avoiding the tax on what is in reality his income, and must in this sense upset the ruling in ITC 963.34  It is nevertheless considered that Smith’s case is not at variance with the finding in ITC 963, and s 90 was meant to deal only with circumstances in which the liability for tax was within the general scope of the Act. As was held in Smith’s case, if the taxpayer fails to satisfy the requirements of purpose and normality, the Commissioner is entitled to apply the general anti-avoidance provision even if the taxpayer is not the owner of the income and can never lay his hands on it.

But there is considerable authority for an interpretation which allows the Commissioner to impose tax only on income which is ‘in reality’ the income of the taxpayer. In the Australian context, the High Court adopted it in relation to a provision broadly similar to s 103(1), and there are passages in the King decision that support such a construction. In Meyerowitz, where the taxpayer had by an artificial manoeuvre arranged for the income from his labour to accrue to his children and not himself, it was found appropriate for the Commissioner to tax the income in the taxpayer’s hands, as ‘the person to whom it in reality belonged’. But, as we have noted, in the later case of Smith the Appellate Division explicitly rejected the argument that s 103(1) applies only where the income in question is ‘in reality’ the income of the taxpayer, the generality of the language of the provision, said the court, ‘gives no indication of any intention to limit the inclusion to cases of that nature’.

Determining the existence of a ‘tax benefit’, therefore, typically requires an identification of the income that might otherwise have accrued to the taxpayer, which is the problem that has faced the courts in most of the reported cases. There was no such income, however, in CIR v Louw,35  where the directors/shareholders of a private company which had previously acquired their partnership business, caused the company to make loans to them in lieu of increased salaries. The court adopted a broad approach finding that had the loans not been made the directors/shareholders would probably have received the equivalent in salary or dividends and that this was sufficient to show that the effect of the loans was to avoid or postpone liability for tax. It is respectfully submitted that the decision in Louw is problematic, since it relates to a transaction entered into some years later in terms of which the company advanced loans to the directors/shareholders, which involved the creation of notional amounts of income on which tax might have been paid. The Commissioner, it would appear, invoked s 103 on the basis of the transfer of the partnership business to the company. On this basis, the company had not been incorporated into the scheme and as such, the stream of income arising from services rendered by the company should have been held to stop at the level of the company. With regard to the company and the directors/shareholders at the next transactional level, being parties to the arrangement, a clear choice existed whether to distribute the surplus after-tax income of the company by way of a dividend (which would have been taxable) or to accumulate it or to make it available by way of loan, or to pay it out by way of salary, each with its differing tax effects. 

An avoidance arrangement is defined as ‘any arrangement that results in a tax benefit’. Before the requisites of s 80A can be considered by the Commissioner, it is incumbent upon him to be satisfied and to show, on a balance of probabilities, that a tax benefit has arisen as a result of the arrangement entered into. In order for the Commissioner to show that a tax benefit has indeed arisen, it is necessary, it is submitted, for him to establish and show what arrangement would otherwise have been entered into to produce the commercial result and the attendant tax consequences. It is not enough for the Commissioner simply to contend that a tax benefit has arisen. Surely, to quantify the tax benefit, he must be sufficiently clear in his mind as to the nature of the alternative arrangement.

A related question is that of quantifying the tax liability where the alternative arrangement is entirely hypothetical. If, for example, a taxpayer were to show that, absent the arrangement actually entered into by him, he would have entered into no arrangement, can it be said that a tax benefit has arisen? In the Australian context, in FCT v Spotless Services Ltd36  the High Court rejected an argument that the anti-avoidance provision could not apply because it was not possible to identify an alternative course of action the taxpayer might have taken but for the tax avoidance arrangement.

In a case37  Wunsh J held that the test to be applied in determining whether a transaction had the effect of avoiding tax was to ask whether ‘the taxpayer would have suffered tax but for the transaction’ and pointed out that ‘if the transaction in issue . . . had not been entered into the taxpayer would not have acquired the property, it would not have earned the income and it would not have incurred the interest expenditure’ and thus the court could find ‘no basis on which it can successfully be argued that by incurring expenditure on interest in order to earn the income on which it has to pay tax the taxpayer avoided tax or reduced tax.’

If the sole or main purpose of an arrangement is not the avoidance of any of the specified taxes, s 80B may not be applied. Accordingly, a scheme designed solely or mainly to achieve business objectives other than the avoidance of these taxes would be safe from the application of the provision, even if incidental savings of taxes were achieved. But a scheme designed to avoid, say, estate duty, value-added tax (Vat), stamp duty or uncertificated securities tax would be vulnerable to the application of the provision, since these taxes are among those administered by the Commissioner, and while no determination of liability for these taxes may be made under s 80B, the Commissioner could apply the provision to frustrate any avoidance of income tax, the secondary tax on companies or donations tax associated with the transaction, whether it is an incidental or a major purpose of the scheme.

§ 19.7 The abnormality, commercial substance and abuse tests

Section 80A imposes a three-part inquiry: in the context of business, in a context other than business and in any context. Certain of the tests apply to more than one context and others only to the one or other. 

1.    Arrangements in the context of business

An avoidance arrangement is an impermissible avoidance arrangement if its sole or main purpose was to obtain a tax benefit and

‘(a)

in the context of business

(i)

it was entered into or carried out by means or in a manner which would not normally be employed for bona fide business purposes, other than obtaining a tax benefit; or

(ii)

it lacks commercial substance, in whole or in part, taking into account the provisions of section 80C.’ 

The first limb, (s 80A(a)(i)), is posited on ‘abnormality’. It requires an objective determination whether the arrangement was entered into or carried out, by means or in a manner, which would not normally be employed for bona fide business purposes other than obtaining a tax benefit. It attaches the qualification ‘not normally . . . employed for bona fide business purposes’ to both the means (‘by means’) and the manner (‘in a manner’) in which the arrangement was entered into or carried out. 

If the method employed is one that would normally be employed for bona fide business, the fact that a tax benefit is obtained is of no consequence. There is no overriding presumption as to abnormality and it is incumbent on the Commissioner to show that on a balance of probability abnormality exists.

The factual character of the judicial doctrine of ‘business purpose’ is somewhat obscure. The wider statement of this rule is to the effect that if, in the context of business, an avoidance arrangement was entered into or carried out in a manner not normally employed for bona fide business purposes, it will be presumed that the avoidance of tax was the sole or one of the main purposes of the transaction. In other words, a transaction will not be given any effect for tax purposes unless it also achieves a valid business purpose. And saving taxes alone is deemed not to constitute a valid business purpose.

The ‘business purpose’ doctrine is seen to emanate from a foreign case, Gregory v Helvering,55  in which the taxpayer arranged a spin-off of portion of a corporation’s assets into a new, second corporation, a dissolution of the new corporation, a distribution of the assets held by the new corporation to her as sole owner, and a sale of the same assets to a third party. According to the law then in effect, the spin-off should have been a non-taxable transaction; the liquidation plus distribution of assets, a taxable transaction that would produce a capital gain; and the sale of assets, a taxable transaction, but one that would produce no taxable income. The absence of any taxable income in the final transaction could be attributed to the fact that the assets had received a tax basis equal to their fair market value in the liquidating distribution (which had just been taxed as a capital gain) a day or two prior to their sale. The trial court, the Board of Tax Appeals, agreed with the taxpayer’s conclusion, finding, in effect, that it had no authority to do anything but interpret literally the tax laws Congress had passed. The Circuit Court of Appeals for the Second Circuit disagreed, however, and the Supreme Court judgment which affirmed it have been taken to mean that, whatever the terms of the statute, a transaction which has no business purpose cannot have any effect on liability for tax. The overlap between the judicial doctrines of substance over form and business purpose is readily apparent.

It should be noted that the term ‘bona fide’ relates to business purpose, so that even if the arrangement is entered into or carried out in a bona fide manner, the method employed may nevertheless be found to be abnormal in a business context. In the Canadian context, the equivalent test refers to an avoidance transaction undertaken or arranged for bona fide purposes – it does not make reference to the means or manner. Section 245 of the Canadian Income Tax Act reads as follows:

‘245(3) An avoidance transaction means any transaction 

‘(a)

. . .

‘(b)

that is part of a series of transactions, which series, but for this section, would result, directly or indirectly, in a tax benefit, unless the transaction may reasonably be considered to have been undertaken or arranged primarily for bona fide purposes other than to obtain the tax benefit.’ (Emphasis added.)

Strictly speaking, therefore, the expression ‘entered into or carried out by means or in a manner . . . not normally . . . employed for bona fide business purposes’ is not a ‘business purpose test’. Rather, it represents a bona fide business method test and although the existence of a real and substantive commercial purpose underlying the arrangement is clearly preferable, its absence is not fatal to the taxpayer. 

A strict reading of this test suggests that there is no requirement that the arrangement in question should have a primary or substantial business purpose, but merely that the method employed must be normal in a business context. It is quite possible that a transaction in the context of business is in fact entered into or carried out solely to achieve a tax benefit, but that the methodology employed is one that would normally be employed for bona fide business purposes. In such a case, the taxpayer would not fall foul of the GAAR.

A ‘party’ is taken to mean any person, a permanent establishment in the Republic of a person who is not a resident, a permanent establishment outside the Republic of a person who is a resident, a partnership or joint venture, who participates or takes part in an arrangement.

Lack of commercial substance

The second limb, s 80A(a)(ii), fares no better. It is posited on a complete or partial lack of ‘commercial substance’, an expression not defined. It taints an arrangement as impermissible if its sole or main purpose was to obtain a tax benefit and it lacks commercial substance, in whole or in part, taking into account the provisions of s 80C. 

Section 80C, no doubt lying at the heart of the GAAR, contains both a presumptive test and indicative tests to determine whether commercial substance exists. Section 80C(1), the presumptive test, establishes a general rule for determining whether an avoidance arrangement lacks commercial substance for the purposes of s 80A, while s 80C(2) provides a non-exclusive set of characteristics that serve as indicators of a lack of commercial substance: 

80C.   Lack of commercial substance.—(1)  For purposes of this Part, an avoidance arrangement lacks commercial substance if it would result in a significant tax benefit for a party (but for the provisions of this Part) but does not have a significant effect upon either the business risks or net cash flows of that party apart from any effect attributable to the tax benefit that would be obtained but for the provisions of this Part.

(2)  For purposes of this Part, characteristics of an avoidance arrangement that are indicative of a lack of commercial substance include but are not limited to—

(a)

the legal substance or effect of the avoidance arrangement as a whole is inconsistent with, or differs significantly from, the legal form of its individual steps; or

(b)

the inclusion or presence of—

(i)

round trip financing as described in s 80D; or

(ii)

an accommodating or tax indifferent party as described in s 80E; or

(iii)

elements that have the effect of offsetting or cancelling each other.

General rule – presumptive test
An avoidance arrangement is presumed to lack commercial substance if it would result in a significant tax benefit for a party, while at the same time having no significant effect upon either the business risks or net cash flows of the relevant party apart from any effect attributable to the tax benefit that would be obtained but for the GAAR (s 80C(1)). The test, it will be observed, may be divided into two parts: it must result in a significant tax benefit and it must not have a significant effect upon the business risks or net cash flows of the party. 

When the two subsections are read together, the construction of s 80C is somewhat obscure. Is the Commissioner empowered, or even invited, to apply the indicative tests laid down in sub-s (2) where a taxpayer is able to prove that the arrangement does not lack commercial substance? That is, does it confer a discretionary power on the Commissioner to take account of the indicative tests where, for example, a taxpayer derives a tax benefit which does have a significant effect upon his business risk?

Moreover, the application of this presumptive test is problematic since no indication is given as to what constitutes a ‘significant’ tax benefit. Presumably the benefit must be significant in the context of the taxpayer’s annual net profit or his net assets or even his financial affairs in general. The same difficulty applies in determining the existence of a ‘significant effect’ on business risk or net cash flow. As a hard practical matter of fact, this test has the potential of striking down commercial arrangements where the parties have gone to great lengths to hedge their commercial risks. This notwithstanding, if the taxpayer derives a tax benefit without any effect on his business risks or net cash flows, the arrangement is an impermissible arrangement. 

It is submitted that in terms of the presumptive test it is not the Commissioner who is put to the burden of proving that the arrangement lacks commercial substance: that burden falls on the taxpayer and in terms of s 82 it is he who must prove that the arrangement does not lack commercial substance. No room exists to rebut this presumption.

Indicative tests
The characteristics of an avoidance arrangement, which are indicative of a lack of commercial substance, are posited on a ‘facts-and-circumstances’ approach,56  which include but are not limited to the following:

Legal substance or effect over legal form

The legal substance or effect of the avoidance arrangement as a whole is inconsistent with, or differs significantly from, the legal form of its individual steps. Conceptually, it is argued by SARS, this indicator draws upon precedent in both the United Kingdom and the United States and adopts what the House of Lords has referred to as an ‘unblinkered’ approach to complex multi-step composite transactions. It is further argued that the test expands the scope of the narrow common law doctrine of substance over form.57
The rationale behind the legal draftsperson’s use of the formulation ‘legal-substance-or-effect-over-legal-form’ is puzzling, as the meanings of the conceptual elements comprising this formulation – which would appear to be based on the fiscal jurisprudence of foreign countries applying a textual, contextual and purposive approach – are not clear. Certainly, the formulation cannot be equated to the ‘substance-over-form’ doctrine established in Erf 3183/1 Ladysmith (Pty) Ltd and Another v CIR58  and Relier (Pty) Ltd v CIR.59  The term ‘legal substance’, as postulated in s 80A(a)(ii), it is submitted, could probably be taken to mean the actual legal rights and obligations flowing from the avoidance arrangement as a whole – legal substance reflects the true substance or reality of the arrangement. 

The adjective ‘legal’ in the expression ‘legal substance or effect’, it is submitted, should be taken as qualifying the word ‘substance’ but not ‘effect’. The expression ‘legal substance or effect’ therefore could be interpreted as ‘legal reality or commercial effect’.

In contradistinction, ‘legal form’ points to what the taxpayer actually did, namely, the legal form of his transaction, such as a sale of shares – ‘legal form’ in this sense signifies the rights and obligations flowing from, for example, an agreement. It is further submitted, therefore, that the ‘legal-substance-or-effect-over-legal-form’ formula postulated requires a comparison between the legal reality (or substance) and the rights and obligations making up the individual transactions.

All in all, though, the construction of this test is murky. It is not uncommon for the legal substance or effect of an avoidance arrangement as a whole to be inconsistent with or differ significantly from the legal form of its individual steps. In fact, it would be unusual for the commercial effect of the whole of a series of transactions to be similar to the legal form of any one of the individual steps (or transactional elements) making up the final result. Viewed as a whole, most commercial results cannot be achieved through a single transaction. Rather they are achieved through a series of multi-step arrangements and there is a respectable argument to be made that this test potentially places such multi-step arrangements at risk.

The decisions in Barclays Mercantile Business Finance Ltd v Mawson60  and Commissioners of Inland Revenue v Scottish Provident Institution,61  represent the latest comment by the House of Lords on the Ramsay approach, particularly the problems associated with the difficulties emerging from the legal/commercial dichotomy proposed by Lord Hoffmann in MacNiven v Westmoreland Investments Ltd.62  In the Barclays case, the approach of the court was to determine purposively the scope of a provision in the United Kingdom legislation, which deals with the cost of an asset to the taxpayer, by applying the legal meaning of the word ‘cost’ and not its economic meaning. In very simple terms, the approach tends to tie the results much more closely to the question of whether the operative language in the underlying tax statute refers to ‘legal’ or ‘commercial’ concepts. In the result, the court permitted the taxpayer to deduct the cost price of machinery expressed to be payable in terms of a written contract forming part of a sale and lease-back scheme, even though there was no economic cost to the taxpayer once the economic effect of the whole scheme was taken into account.

As indicated, the legal effect indicator presumably adopts the ‘unblinkered approach’ adopted by the House of Lords in relation to composite transactions, whether or not a similar approach would be applied by the courts in a pure substance over form dispute. Although, it must be pointed out, the language adopted in BPSA (Pty) Ltd v C: SARS63  indicates that they might not. In general, though, the indicator would capture both ‘linear’ and ‘circular’ schemes of the type described by Lord Oliver in Craven v White,64  whose comments are instructive:

‘What [Ramsay] did decide was that the cardinal principle [of Duke of Westminster] does not, where it is plain that a particular transaction is but one step in a connected series of interdependent steps designed to produce a single composite overall result, compel the court to regard it as otherwise than what it is, that is to say, merely a part of a composite whole.’

Round-trip financing

The second characteristic of an avoidance arrangement, which may be indicative of a lack of commercial substance, is the inclusion or presence of round-trip financing, which is described as including avoidance arrangements in which 

•

funds are transferred between or among the parties (commonly referred to as ‘round-tripped amounts’);

•

where the transfer would result directly or indirectly in a tax benefit; and 
•

the transfer significantly reduces, offsets or eliminates any business risk for any party to the arrangement (s 80D(1)). 

This test applies to any round-tripped amounts without regard to

•

whether or not the round-tripped amounts can be traced to funds transferred to or received by any party in connection with the avoidance arrangement;

•

the timing or sequence in which round tripped-amounts are transferred or received; or

•

the means by or manner in which round-tripped amounts are transferred or received (s 80D(2)).

‘Funds’, for the purposes of this test, includes any cash, cash equivalents or any right or obligation to receive or pay the same (s 80D(3)).

It remains – and it is no simple matter – to ponder the question whether there exists a requirement that the same funds (or sums of the same amount) should be transferred in a circular manner. Presumably, what the legislature envisaged is a number of transfers of the same monetary amount between parties, whether in circular or linear form, which have the end result that one party (or more than one) has transferred to it a sum equal to that transferred by it at another point in the arrangement. Support for this submission is to be found in the provisions of s 80D(2) and (3), which require one to ignore aspects such as whether funds can be traced, the timing or sequence of transfers or receipts, the means or manner of transfers and receipts.

Accommodating or tax indifferent party

The third characteristic of an avoidance arrangement, which may be indicative of a lack of commercial substance, is the inclusion or presence of an accommodating or tax indifferent party. The principal characteristics of an accommodating or tax indifferent party are that

•

any amount derived by it is not subject to normal tax or is significantly offset either by any expenditure or loss incurred by the party in connection with the avoidance arrangement or any assessed loss; and
•

either

(a)

as a direct or indirect result of the participation of that party an amount that would have

–

been included in the gross income (including the recoupment of any amount) or receipts or accruals of a capital nature of another party would be included in the gross income or receipts or accruals of a capital nature of that party; or

–

constituted a non-deductible expenditure or loss in the hands of another party would be treated as a deductible expenditure by that other party; or

–

constituted revenue in the hands of another party would be treated as capital by that other party; or

–

given rise to taxable income to another party would either not be included in gross income or be exempt from normal tax; or

(b)

the participation of that party directly or indirectly involves a prepayment by any other party.

(Section 80E(1)).

To be an accommodating or tax-indifferent party, a person need not be a connected person in relation to any party (s 80E(2)).

There are instances when a party will not be regarded as an accommodating or tax indifferent party. They are defined in the alternative:

•

If the amounts derived by it are cumulatively subject to foreign tax64a  equal to at least two-thirds of the amount of normal tax had it been subject to in South Africa. The amount of tax imposed by another country must be determined after taking into account any double tax agreement and any assessed loss, credit or rebate to which the party in question may be entitled or any other right of recovery to which it or any connected person may be entitled (s 80E(4)).

•

If the party continues to engage directly in substantive trading activities in connection with the avoidance arrangement for a period of at least eighteen months (presumably from the date of the arrangement under investigation), and provided those activities are attributable to a place of business that would constitute a foreign business establishment (see § 5.44) if it were located outside South Africa.

(Section 80E(3)).

The curious aspect about this extraordinarily complicated test is that it would appear to be based on the assumption that the taxpayer will be able to discharge the heavy burden of proving that the other party to the arrangement engages in substantive trading activities – an expression not defined – for a period of not less than eighteen months and that the activities are attributable to a foreign business establishment. Presumably, then, the arrangement will lack commercial substance where the trading activities lasted for seventeen months only. Not only is the result an absurdity, but an outcome almost entirely different from that aimed for by the legislature is achieved.

Offsetting or cancelling elements

The fourth characteristic of an avoidance arrangement, which may be indicative of a lack of commercial substance, is the inclusion or presence of elements that have the effect of offsetting or cancelling each other. The self-neutralising mechanism draws upon precedent in the United Kingdom and other jurisdictions that gave rise to the so-called fiscal nullity doctrine. It is targeted primarily at complex schemes, typically involving complex financial derivatives, which seek to exploit perceived loopholes in the law through transactions in which one leg generates a significant tax benefit while another effectively neutralises the first leg for non-tax purposes. 

General

In determining whether a tax benefit exists and for purposes of applying the commercial substance tests, the Commissioner may treat connected parties as one and the same person. He may also disregard any accommodating or tax indifferent party or treat them and any other party to an arrangement as the same person (s 80F).

2.    Arrangements in a context other than business

An avoidance arrangement is an impermissible avoidance arrangement if its sole or main purpose was to obtain a tax benefit and

‘(b)

in a context other than business, it was entered into or carried out by means or in a manner which would not normally be employed for a bona fide purpose, other than obtaining a tax benefit.’ 

We have seen that in the case of a transaction in the context of business, as long as it is entered into or carried out in a manner normally employed for bona fide business purposes other than the obtaining of a ‘tax benefit’, a taxpayer may carry out any transaction for the avowed purpose of avoiding or reducing the amount of tax he has to pay. The same principle applies in the context of any other transaction, that is, a non-business transaction. As long as the taxpayer complies with the requirement of normality laid down in s 80A(b), he may carry out any transaction for the purpose of avoiding or reducing the amount of tax payable.65
The early jurisprudence emphasized this aspect, and the words of Watermeyer CJ in CIR v King,66  although relating to s 90 of a previous Income Tax Act (the predecessor of ss 80A and 103(1)) prior to its amendment as a result of that case, remain valid. After suggesting that a taxpayer might abstain from earning income or earn less than in previous years, he went on to say:

‘These two types of cases may be uncommon but there are many other ordinary and legitimate transactions and operations which, if a taxpayer carries them out, would have the effect of reducing the amount of his income to something less than it was in the past, or of freeing himself from taxation on some part of his future income. For example, a man can sell investments which produce income subject to tax and in their place make no investments at all, or he can spend the proceeds in buying a house to live in, or in buying shares which produce no income but may increase in value, or he may invest the proceeds outside of the Union, or make investments which produce income not subject to normal tax in his hands eg Union Loan Certificates, deposits in the Post Office Savings Bank or shares in public companies. He can also sell shares in private companies, the holding of which may subject him to heavy taxation in his hands although he does not receive the income which is taxed, or he can sell shares in companies which pay high dividends and invest in securities which return him a lower but safer and more certain income. He might even have conceived such a dislike for the taxation under the Act that he sells all his investments and lives on his capital or gives it away to the poor in order not to have to pay such taxation. If he is a professional man he may reduce his fees or work for nothing; if he is a trader he may reduce his rate of profit or sell his goods at a loss in order to earn a smaller income. He can also secure deductions from the amount of his gross income, for example by insuring his life. He can carry out such operations for the avowed purpose of reducing the amount of tax he has to pay, yet it cannot be imagined that Parliament intended by the provisions of s 90 to do such an absurd thing as to levy a tax upon persons who carry out such operations as if they had not carried them out.’

It is submitted that as long as the taxpayer satisfies the requirements of normality laid down in s 80A(b) it would be absurd to suggest that when he does that which the legislature has said he can do the Commissioner has the power to treat it as a nullity and determine his taxable income as though the transaction had not been entered into or to apply the alternative sanction made available to him by s 80B.

On the basis of the principle established in ITC 963,67  it is also submitted that it is not competent for the Commissioner to apply s 80B to an interest-free loan so as to fix a rate of interest and subject the lender to tax, on the grounds that he ought to have charged interest. This view is strengthened by the specific provisions of the Seventh Schedule necessary to subject employees to tax on the cash equivalent of the taxable benefit imputed to interest-free or low-interest loans from their employers (see § 4.50).

On the same basis, it is submitted that the provision is inapplicable when the taxpayer disposes of income-producing assets irrevocably in circumstances satisfying the requirements of normality in s 80A(b), even if his motive is the avoidance of tax. For example, if a taxpayer donates an income-producing asset to a relative with the motive of avoiding tax, s 80B cannot be applied as long as the donation is carried out in a normal manner. (But certain dispositions could be hit by s 7(7); see § 4.67A.)

It must be noted that this limb does not require, in terms, that the means or manner used should be normal having regard to the nature of the transaction in question, but merely that it be entered into or carried out by means or in a manner normally used by persons, outside of a business context, to achieve, presumably, family, personal or charitable objectives. 

It is well to pause on the purpose of the taxpayer in entering into an arrangement, since an avoidance arrangement will be treated as an impermissible avoidance arrangement only if its sole or main purpose is to obtain a tax benefit, and if it was entered into or carried out by means or in a manner not normally employed for a bona fide purpose other than obtaining a tax benefit. To fall foul of the gaar, therefore, it is necessary to predicate, in the sense of positively determining or classifying, the purpose of the arrangement as being one of tax avoidance.

The meaning of the term ‘bona fide purpose’ is somewhat obscure. Presumably it requires the methodology employed by the taxpayer to achieve a substantive personal, family or charitable result. 

There is no overriding presumption as to whether the arrangement was entered into or carried out by means or in a manner not normally employed for a bona fide purpose and it is submitted that it is the Commissioner who is put to the burden of proving, on a balance of probability, that abnormality exists.

3.    Arrangements in any context 

An avoidance arrangement is an impermissible avoidance arrangement if its sole or main purpose was to obtain a tax benefit and

‘(c)

in any context—

(i)

it has created rights or obligations that would not normally be created between persons dealing at arm’s length; or

(ii)

it would result directly or indirectly in the misuse or abuse of the provisions of this Act (including the provisions of this Part).’ 

The wording in requisites (i) and (ii) correspond almost directly with that of the predecessor, s 103(1), but omitting, once again, the application of the criterion ‘of the nature of the transaction, operation or scheme in question’ in relation to a transaction, operation or scheme. 

The first leg, whether the arrangement has created rights or obligations that would not normally be created between persons dealing at arm’s length,68  is a factual, objective inquiry. The absence of any requirement to consider the circumstances of the arrangement effectively neutralises the argument used under the equivalent test in s 103(1), that one has to consider the fact that the parties in certain arrangements are manifestly not at arm’s length. For example, SIR v Geustyn, Forsyth and Joubert,69  decided under s 103(1) prior to its amendment by the Income Tax Act 101 of 1978, concerned a company with unlimited liability formed to take over the business of consulting engineers formerly carried on in partnership by its three directors who were also shareholders in the company. In acquiring the business of the partnership, the company undertook to employ the three former partners at a certain salary and to pay the partnership an amount for goodwill equal to three years’ profits of the partnership. There were no service contracts and no guarantee for the payment of the amount fixed for goodwill, which was credited to the loan accounts of the former partners, to which interest was added annually. The Commissioner failed in his attempt to apply s 103(1) so as to treat the income of the company as if it were the income of three former partners.

The court, however, found that since the subjective circumstances had perforce to be taken into account, ‘normality’ had to be considered in the light of those circumstances. Where the parties were not at arm’s length, the standards of objective normality could be relaxed. Since it was not essential for his decision to pronounce upon this particular problem, Ogilvie Thompson CJ assumed, without deciding, that the Special Court had erred in law in not finding that the transaction was abnormal within the meaning of the now repealed s 103(1)(b)(ii). Even so, the decision of the Special Court could not be disturbed, for the fourth requirement of s 103(1) – that the purpose must be the avoidance of tax – was not satisfied. 

The factual character of Geustyn might, it is submitted, overcome the business-context hurdle, since the elements of security and interest in the sale agreement were not necessary for any tax benefit, but would not successfully overcome the requirements of the objective arm’s-length standard.

But, even so, the circumstances under which the transaction was entered into or carried out and its nature must be considered. Therefore in CIR v Louw70  the control exercised by the shareholders of a company over that company was one of the factors favourably considered by the court in relation to the sale by them to the company of their professional practice on the question of the normality of the rights or obligations thus created.71
If a shareholder, with the object of carrying out a transaction for the avoidance of tax, transfers assets to a company that cannot pay him for them, he would be inviting the application of the GAAR if he sells them at values below their current market prices or if he leaves the purchase price as an interest-free loan, these being rights or obligations that would not be normally created by persons dealing at arm’s length. But, it is submitted, a sale of assets in return for shares to be issued by the company does not involve the creation of abnormal rights or obligations. It is not an abnormal procedure for a company to pay for assets transferred to it by an issue of its own shares. 

It is submitted that gifts or donations of assets by one person to another in order to avoid tax are not hit by the GAAR, provided that the donation is effected in the customary form and does not create any abnormal rights or obligations. If this is not the position and the Commissioner is entitled to invoke the GAAR, not only will the donor be liable to tax on the income derived from the donated asset, which he can never lay his hands on, but he would also be liable for donations tax. It is considered that this result could never have been the intention of the legislature.

In Hicklin v SIR72  Trollip JA, who delivered the judgment of the Appellate Division of the Supreme Court, made the following comments about the test of normality:

‘When the “transaction, operation or scheme” is an agreement . . . it is important, I think, to determine first whether it was one concluded “at arm’s length”. That is the criterion postulated in [s  103(1)(b)(ii)]. For “dealing at arm’s length” is a useful and often easily determinable premise from which to start the inquiry. It connotes that each party is independent of the other and, in so dealing, will strive to get the utmost possible advantage out of the transaction for himself. Indeed, in the Afrikaans text the corresponding phrase is “die uiterste voorwaardes beding”. Hence, in an at arm’s length agreement the rights and obligations it creates are more likely to be regarded as normal than abnormal in the sense envisaged by [s 103(1)(b)(ii)]. And the means or manner employed in entering into it or carrying it out are also more likely to be normal than abnormal in the sense envisaged by [s 103(1)(b)(i)].’

There is no overriding presumption as to whether the arrangement it has created rights or obligations not normally created between persons dealing at arm’s length and it is submitted that the onus of proof rests on the Commissioner to show that on a balance of probability the required degree of abnormality exists.

Misuse or abuse of the provisions of the Act 

The second test, whether the arrangement would result directly or indirectly in the misuse or abuse of the provisions of the Act (including the provisions of the GAAR), is essentially a ‘catch-all’ provision not embraced by any of the other abnormality provisions of the GAAR. In essence, a tax benefit may be denied under the GAAR if allowing the tax benefit would frustrate or defeat the object, spirit or purpose of the provisions of the Act that are relied upon for the tax benefit. There is no overriding presumption as to misuse or abuse and it is submitted that the onus of proof rests on the Commissioner to show that on a balance of probability such misuse or abuse exists.

The ‘misuse or abuse’ doctrine is generally seen to emanate in tax law from the provisions of the Canadian GAAR, which employs a largely similar provision in conjunction with a bona fide purpose test. The relevant part of s 245 of the Canadian Income Tax Act reads as follows:

‘245(2)   Where a transaction is an avoidance transaction, the tax consequences to a person shall be determined as is reasonable in the circumstances in order to deny a tax benefit that, but for this section, would result, directly or indirectly, from that transaction or from a series of transactions that includes that transaction.’

The text of s 245(4) provides a basis for distinguishing between legitimate tax planning and abusive tax avoidance, and it requires that the distinction be determined with reference to the Act as a whole.

‘Subsection (2) applies to a transaction only if it may reasonably be considered that the transaction

‘(a)

. . .

‘(b)

would result directly or indirectly in an abuse, having regard to provisions of [the Income Tax Act] read as a whole.’

In Canada Trustco Mortgage Co v Canada73  the Supreme Court of Canada held that 

‘The GAAR may be applied to deny a tax benefit only after it is determined that it was not reasonable to consider the tax benefit to be within the object, spirit or purpose of the provisions relied upon by the taxpayer. . . . [T]his means that a finding of abuse is only warranted where the opposite conclusion — that the avoidance transaction was consistent with the object, spirit or purpose of the provisions of the Act that are relied on by the taxpayer — cannot be reasonably entertained. In other words, the abusive nature of the transaction must be clear. The GAAR will not apply to deny a tax benefit where it may reasonably be considered that the transactions were carried out in a manner consistent with the object, spirit or purpose of the provisions of the Act, as interpreted textually, contextually and purposively.

This ‘textual, contextual and purposive’ approach fits comfortably into the jurisprudence of countries such as Canada so that when the words of a provision are precise, unequivocal and unambiguous, the ordinary meaning of the words plays a dominant role in the interpretive process. But the inquiry does not end here. There is no justification, in the Canadian context, for applying a purely literal approach to the statutory language, that is, the meaning is dependent on context and purpose. Although the analysis focuses, in the first instance, on the statutory scheme, it thereafter determines whether the avoidance transaction in question contravenes that statutory scheme. Although the identification does not require the courts to go behind, beneath, or beyond the legislation itself to determine the rationale or justification for the statutory scheme, the term ‘statutory scheme’ is synonymous with the purpose, the object and spirit of the legislation, and the intention of Parliament. In other words, it canvasses the legislature’s policy in enacting a concession and interpreting a provision in a manner such as not to thwart that policy. 

The crucial aspect of the ‘misuse-or-abuse’ doctrine is that it presupposes that other provisions of the Act have properly been applied to determine the tax liability arising from an arrangement, but that there exists an overarching test: the arrangement must not directly or indirectly result in the abuse of these provisions. But even in the Canadian context, if the wording of the other provisions is clear and unambiguous, then it is difficult to understand how, within the context of interpretational norms, there can be any misuse or abuse. Surely the aspect of certainty must apply to the arrangement as a whole. On the other hand, if the other provisions are in any way ambiguous then the norms of interpretation would enable a court to strike down their application, without any assistance of the GAAR, on the basis that in the context they should in any event not apply to the arrangement in the manner contended for by the taxpayer.

That said, the question then becomes the relevance of the ‘misuse-or-abuse’ doctrine. If the provisions of the Act are interpreted contextually and purposively, they will not apply to arrangements that amount to misuse or abuse of the statutory scheme; in short, the ‘misuse-or-abuse’ doctrine is unnecessary. 

In the South African context, the jurisprudence, particularly in relation to tax matters, is fundamentally different. The principal canon of construction is that the literal meaning of the provisions of a taxation statute is decisive and that there is no room for considerations of equity. Based on the principle in Partington v The Attorney General,74  the rule of interpretation of fiscal legislation expounded by Lord Cairns to the effect that if the person sought to be taxed comes within the letter of the law, he must be taxed, however great the hardship may appear to the judicial mind to be, holds true. On the other hand, if the fiscus, seeking to recover the tax, cannot bring the subject within the letter of the law, the subject is free, however apparently within the law the case might otherwise appear to be. A court is not entitled to do otherwise than expound those words in their ordinary and natural sense.75  In other words, when the substantive provisions of a taxing measure are clearly articulated and free from ambiguity, the fact that they permit avoidance of taxation, if interpreted literally, does not justify a departure by the court from the ordinary meaning of the language used.76
At the same time, under the influence of a Bill of Rights, South African courts are moving away from a literal approach towards a purposive construction of legislation, according to which the purpose or object of the legislation must be ascertained from the words used in it, viewed in their proper context, and the legislation must then be interpreted in such a way as to advance the purpose for which the provision in question was apparently enacted. The principal catalyst for this change in approach is s 39(2) of the Constitution,80a  which provides that when interpreting any legislation, and when developing the common law or customary law, ‘every court, tribunal or forum must promote the spirit, purport and objects of the Bill of Rights’. Influenced by s 39(2), the Constitutional Court has held that legislation must be interpreted purposively to promote the spirit, purport and objects of the Bill of Rights; courts are under a duty to examine the objects and purport of an Act and to read the provisions of legislation, so far as is possible, in conformity with the Constitution.80b  In addition, the limitation clause of the Constitution (s 36(1)), which is used in order to test constitutionality when a constitutionally entrenched right is limited or restricted by legislation, calls for an enquiry into the purpose of the legislation limiting a constitutionally entrenched right, since the importance and purpose of the limitation,80c  the relation between the limitation and its purpose,80d  and the existence or otherwise of less restrictive means to achieve that purpose80e  are among the criteria to be considered when the limitation clause is applied.

Accordingly, it has been held to have become settled law that statutory interpretation should accord with that which promotes the general legislative purpose underlying a statutory provision. In ascertaining the purpose of the provision, wider contextual considerations may be invoked, even where the language is unambiguous – the so-called ‘purposive construction’ of statutes. Applying a purposive construction to a statute does not, however, imply neglect of the language used, which must be understood in its popular sense as utilized in ordinary parlance, yet balanced by the context in which it is used. 

§ 19.8 Onus of proof 

In terms of s 82 (see § 18.27) the burden of proof that an amount is exempt from or not liable to any tax chargeable under the Act, is subject to any deduction, abatement or set-off in terms of the Act, or is to be disregarded or excluded in terms of the Eighth Schedule, rests upon the person claiming the exemption, non-liability, deduction, abatement or set-off, or that such amount must be disregarded or excluded, and a decision of the Commissioner may not be reversed or altered upon the hearing of an appeal unless the taxpayer shows it to be wrong. 

§ 19.9 The Commissioner’s remedy 

The Commissioner’s remedy for countering an avoidance arrangement is couched in very wide terms. Before making a determination of liability under the GAAR, the Commissioner must give notice of his belief that the provisions of the GAAR may apply in respect of an arrangement, setting out the reasons for his conclusion. Within sixty days or such longer period allowed by the Commissioner, the taxpayer must respond giving reasons why the GAAR should not apply. The Commissioner, in turn, must, within 180 days of the receipt of those reasons or the expiry of the sixty-day period, either request additional information, withdraw his notice of intention to apply the GAAR, or determine the liability for tax (presumably, by way of the issue of an assessment).

The Commissioner may revise his reasons for applying the GAAR if new information comes to his attention or reinstate his notice if it has previously been withdrawn (s 80J(4)).

In applying the GAAR, the Commissioner may

•

disregard, combine or recharacterize any steps in or parts of the arrangement;

•

disregard accommodating for tax-indifferent parties or treat them as one and the same as another party;81
•

deem connected persons to be one and the same person;82
•

reallocate revenue or capital receipts, expenditure or rebates amongst the parties;

•

recharacterize gross income, capital receipts or accruals or expenditure; or

•

treat the impermissible avoidance arrangement as if it had not been entered into or carried out or in such other manner as in the circumstances he deems appropriate for the prevention or diminution of the relevant tax benefit. In Smith’s case,83  in relation to s 103(1), the Commissioner applied the former remedy and proceeded to subject the taxpayer to tax on the basis that, had it not been for the transactions or operations entered into, the dividend would have come into his hands and he would have been liable to tax. The alternative remedy will come to the assistance of the Commissioner should it be impossible for him to frame an assessment on the basis that the transaction had not been entered into or carried out. If, in the carrying out of a scheme for the avoidance of tax, some of the transactions are abnormal but others are not, Meyerowitz’s case84  is authority for the view that the Commissioner is not limited to the annihilation of only so much of the scheme as is objectionable.85
(Section 80B(1).)

But whether the Commissioner applies the remedy of treating the arrangement ‘as if it had not been entered into or carried out’ or ‘in such manner as in the circumstances he deems appropriate for the prevention or diminution of the relevant tax benefit’, it is submitted that, as was laid down in ITC 963,86  the ultimate assessment to be raised on the taxpayer must be within the general scope of the Act. On the basis of this principle, it is considered that the Commissioner is not entitled to apply s 80B in order to subject to tax a lender of an interest-free loan on an amount that he could have earned by way of interest had he charged it, a professional man who renders services to another person free of charge or a trader who sells trading stock at a price below its current market price. In all these circumstances there is no amount ‘received or accrued’ on which an assessment may be framed. The existence of such an amount, it is submitted, is an essential requisite for the application of s 80B. It is also considered that the Commissioner is not entitled to apply s 80B in order for him to subject to tax a shareholder of a company on moneys advanced to him by way of loan by the company, on the basis that he could have received the moneys by way of the payment of remuneration that would have been income in his hands. In this example an amount has for tax purposes not been received by the shareholder. Whichever remedy he applies, in order to determine liability, it must be manifestly clear that the amount that he includes in the taxpayer’s assessment and on which he determines liability falls within the general scope of the Act.

The Commissioner’s power to determine the taxpayer’s liability as if the transaction had not been entered into or carried out or in such manner as in the circumstances of the case he deems appropriate may be exercised not only in respect of the year of assessment in which the transaction was entered into or carried out but also in respect of all subsequent years of assessment. For example, in circumstances in which the alienation of an income-producing asset is caught by the GAAR, the Commissioner is entitled to subject the transferor to tax on each year’s income derived from that asset. But what is the position if in a later year the transferee sells the asset and reinvests the proceeds and thus creates a new source of income? It is considered doubtful whether the Commissioner is entitled in all circumstances to subject the transferor to tax on a new source of income arising from a change of investment, especially when the change is effected solely by the transferee for his own benefit. It must be shown that, but for the earlier transaction, the transferor would have received the new income or that the taxation of the new income in the hands of the transferor is appropriate in the circumstances of the case. This problem also arises with new income earned from the reinvestment of income accruing to the transferee under a transaction that is taxed in the hands of the transferor under s 80B. It is considered that the transferor is not always liable to tax under s 80B on the new income accruing to the transferee as a result of his own investment, and that a court may have to impose some limit on the alternative remedy in s 80B. In Meyerowitz’s case the court held that it was appropriate in the circumstances of the case for SARS to have taxed the income in the hands of the person to whom it in reality belonged, and in Smith’s case the court held that if the transaction or operation had not been entered into, the dividend would have come into the taxpayer’s hands and that he ought to be subjected to tax. Although the dividend, not having been produced by the taxpayer’s capital, may not in reality have been his income, his effective control of the companies he formed enabled him at any time to obtain payment of an equivalent amount to himself in a form or manner that would render it free from tax or subject to a lesser tax. Therefore neither remedy may satisfactorily cover the new sources of income referred to above, especially when the transferor has no control over the activities of the transferee, who makes the new investments for his own benefit and on his own behalf. Nevertheless, SARS, once it has applied the now-repealed s 103(1), has been known to subject the transferor to tax not only on the income derived from the transferred asset but also on any new sources of income.

It has been held, in the context of s 103(1), that at the stage when one is inquiring whether the requirements of the anti-avoidance rule have been fulfilled, factors such as the juristic personality of a company, separate and distinct from its shareholders,87  the fact that in law the distributable profits of a company do not belong to the shareholders until declared as dividends,88  and the form, substance and legal effect of bona fide loans to shareholders by a company and a bona fide agreement of sale of shares cannot be ignored; it is only when these requirements are fulfilled that the form, substance or legal effect of these factors may be wholly or partly ignored.89
An important aspect of the Commissioner’s remedy is that he is obliged to make compensating adjustments to assessments in relation to other parties to the arrangement, to ensure consistent treatment. In other words, if an arrangement has been recharacterized from a sale to a lease, the treatment (and assessment) of the putative seller as a lessor, must be accompanied by a similar treatment of the ‘purchaser’ as a lessee. This obligation of the Commissioner is subject to the time limits imposed by ss 79, 79A(2)(a) and 81(2)(b).

(Section 80B(1).)

§ 19.10 General 

Where the Commissioner has applied the GAAR in determining a party’s liability for tax, he may not exercise the discretion given to him in terms of s 89quat(3) or (3A) (see § 21.14) so as to direct that interest is not payable by the taxpayer in respect of that portion of the tax which is attributable to the successful application of the GAAR (s 80K). Section 89quat provides for interest to be paid on the shortfall between provisional tax paid and the tax assessed, but the Commissioner has the power to direct that interest not be paid when, having regard to the circumstances, he is satisfied that an amount has been included in the taxpayer’s taxable income or that a deduction, allowance, disregarding or exclusion (of a capital gain) claimed by the taxpayer has not been allowed and the taxpayer has, on reasonable grounds, contended that the amount should not have been so included or that the deduction, allowance, disregarding or exclusion should have been allowed (s 89quat(2) read with (3); see § 21.14).

§ 19.14 Case law on s 103(1): ITC 963

In ITC 96390  the facts were that the taxpayer, who was resident in Johannesburg, had certain funds invested with the Johannesburg branch of a building society in paid-up shares of that society earning interest at the rate of 5% a year. He redeemed the shares and instructed the building society to transfer the proceeds of the shares to the branch of the same building society at Windhoek South West Africa (now Namibia), there to be placed on fixed deposit earning interest at the rate of 5% a year. The reason he advanced for transferring his investment was that the interest accruing from South West Africa was, in terms of the South African Income Tax Act (as it stood at the time), not subject to taxation, while interest from an investment made in South Africa would have attracted taxation. The Commissioner purporting to act in terms of s 90(1)(a) of the Income Tax Act 31 of 1941  (which was equivalent to s 103(1) of the present Act but prior to its amendment by the Income Tax Act 101 of 1978), included the interest from South West Africa in the taxpayer’s taxable income.

The Special Court for Hearing Income Tax Appeals (now the Tax Court) held that, on a proper interpretation, s 90 was inapplicable to a transaction of the nature of that which resulted in the accrual of the interest to the taxpayer, and that the transaction was not abnormal within the meaning of the section. It was of the view that s 90 could not be regarded as amending the provisions of the Act in terms of which amounts are excluded or exempted from tax, otherwise it would mean that income tax would be imposed not by Parliament but by the Commissioner at his discretion, so that the Commissioner would virtually have the power to deem a source of income to be within the Republic.91  Section 90 was meant to deal only with circumstances in which liability for tax fell within the general scope of the Act, and could be applied only when the Commissioner sought to subject a taxpayer to tax on what was in reality his income from a source within or deemed by statute to be within the Republic.92
Galgut J, President of the Special Court, went on to add that:93
‘[A] taxpayer who changes his investments so as to have an investment, the income from which is not taxable, for example, from shares in a building society to ‘‘Union Loan Certificates’’, is not indulging in an abnormal transaction or scheme. If, due regard being had to the proximity of South West Africa and its relationship to the Republic of South Africa, the taxpayer finds that he can also invest in South West Africa and avoid or reduce taxation, his conduct, or the transaction, is not in the Court’s view abnormal. This is all the more so when we are told that this is a test case, which indicates that several persons have entered into such transactions.’

§ 19.15 Meyerowitz v CIR
Meyerowitz v CIR94  was also decided under s 90 of the Income Tax Act 31 of 1941.

The taxpayer in this case received, in terms of a contract with a publisher, a share of profits from the sales of certain books of which he was the author. He ceded his interest in the books for no consideration to a company formed by him and jointly owned by him and his wife. His father then formed a trust for the benefit of his (the taxpayer’s) minor children, and the company ceded its interest in the books to the trust for an inadequate consideration. In addition to his shares in this company, the taxpayer held shares in a second company formed at the same time as the first company that produced a journal of which he was an editor. The journal was in terms of a further contract published by the same publishers, who received a publishing fee and passed on profits and losses to the company. The trust then entered into a partnership with another trust and an individual for the purpose of carrying on business as publishers, and this partnership, the second company and the publishers entered into an agreement in terms of which the partnership was substituted for the second company under the agreement between that company and the publishers in return for a nominal sum. The partnership engaged, at nominal fees, the taxpayer and others as editors of the journal, which at this stage was produced by the partnership. Through these arrangements the taxpayer limited his income from this source to his editorial fee from the partnership, while the profits derived from the sale of the books and from the journal flowed to the trust for the benefit of his children.

In relation to the transactions concerning the taxpayer’s books, the Appellate Division of the Supreme Court agreed with the following finding of Watermeyer J in the court a quo:95
‘As a result of this series of transactions the income which the appellant would have received for his work and labour was transferred to his children, and the effect of the transactions was to avoid liability by the appellant for tax on that income . . . . The word ‘‘scheme’’ is a wide term and I think that there can be little doubt that it is sufficiently wide to cover a series of transactions such as those mentioned above.’

Although the formation of the first company and the cession to it of the taxpayer’s interest in his books may not have been comprehended in the scheme at the time the formation and cession were effected, Beyers JA, who delivered the judgment of the Appellate Division, said:96
‘But however adventitious these circumstances may be, it seems to me that once they are pressed into the service of the schemes they become part and parcel of it. I should like, in this connection, to quote with approval what Donovan LJ says in Crossland (Inspector of Taxes) v Hawkins [1961] 2 All ER 812. The case is in many respects similar to the present one, and his remarks are particularly apposite. He says, at 817:

‘ “I do not think that the language of section 397 requires that the whole of the eventual arrangement must be in contemplation from the very outset. Confining oneself for the moment to the facts of this case, and remembering that income tax is an annual tax, one finds the whole ‘arrangement’ conceived and in being in the one income tax year. The company is formed, the service agreement executed, and the deed of settlement made, all in one year. Even if it were otherwise, I think that there is sufficient unity about the whole matter to justify its being called an arrangement for this purpose, because the ultimate object is to secure for somebody money free from what would otherwise be the burden or the full burden of surtax. Merely because the final step to secure this objective is left unresolved at the outset, and decided on later, does not seem to me to rob the scheme of the necessary unity to justify its being called an ‘arrangement’.” ’

The Appellate Division also agreed with the similar conclusion of the court a quo regarding the series of transactions involving the journal. It rejected the argument that the effect of the transactions relating to the journal was to avoid an accrual of income not to the taxpayer but to the second company (the taxpayer having divested himself of his interest in the journal, the income from that source never having been his income, and the income having accrued to the trust as a partner in the partnership), on the ground that the partnership was not a partnership in the true sense of the word but something quite abnormal. The taxpayer had therefore diverted income from himself to his children by means of an artificial manoeuvre.

The Appellate Division was satisfied that the avoidance of tax was the sole or one of the main purposes of the scheme in relation both to the books and the journal. Although the second company was not formed with the purpose of the avoidance of tax, it became a party to the scheme when it ceded its interests in the journal to the partnership. The court rejected the view that s 90 conferred a power on the Commissioner to annihilate only so much of a scheme as is objectionable, and that the company should have been reinvested with the income from the journal, and confirmed the Commissioner’s right completely to ignore this company.

