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The first draft Comprehensive Guide to Capital Gains Tax was released for
public comment in December 2002 with the closing date for comment being
14 February 2003. Many constructive comments were received from
individuals and organisations for which SARS is most grateful.

This version of the draft Guide takes into account these comments as well as
changes effected by the Revenue Laws Amendment Act 74 of 2002, the
Exchange Control Amnesty and Amendment of Taxation Laws Act 12 of 2003,
the Revenue Laws Amendment Act 45 of 2003, Taxation Laws Amendment
Act 16 of 2004 and Revenue Laws Amendment Act 32 of 2004.

In view of the volume of new material that has been inserted in the Guide it is
considered appropriate to present it for another round of public comment
before releasing it in its final form. Just like the first version, this version also
contains draft views that are provided for the purpose of public comment and
must not be relied upon as necessarily representing the official view of SARS
on all the matters canvassed therein.

The intention is to publish the Guide in its final form during 2005 after taking
into account the comments received and any further amendments effected at
the time of issue.

Comments may be sent by e-mail to <cgt@sars.gov.za> and should be
submitted by no later than 30 June 2005.
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Preface

The purpose of this Guide is to assist the public and SARS’ personnel in gaining a more in-depth
understanding of capital gains tax (CGT). Whilst this Guide reflects SARS’ interpretation of the law,
taxpayers who take a different view are free to avail themselves of the normal avenues for resolving
such differences. The foundation for this Guide can be found in the various Explanatory Memoranda
that supported the legislation. In order to assist the reader these initial explanations have for the most
part been completely revised, with the addition of many more examples and illustrations. Areas not
previously dealt with are also explored with much of the new material inspired by the many e-mail*
and written queries submitted by the public. It will be observed that the Guide has grown substantially
in size since it was first released for comment in December 2002. The increase in volume is
attributable to the amendments that have since been passed, the comments received on the first
draft, and a general expansion of the commentary.

This work reflects the law as at 24 January 2005 and includes the amendments effected by the
Revenue Laws Amendment Act 32 of 2004. The commentary on the corporate rules covering inter
alia ss 41 — 47 of the Income Tax Act has been removed from this Guide, and will be released during
2005 as a separate Comprehensive Guide to the Corporate Rules.

The 2005 tax rates have been used - these apply for example, to companies with years of
assessment ending between 1 April 2004 and 31 March 2005 and individuals and trusts with years of
assessment ending on 28 February 2005.
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Chapter 1 - Reasons for the introduction of CGT

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

1.1 International benchmarking

Many of South Africa’s trading partners introduced CGT years ago. It was introduced in the
United States of America in 1913, in the United Kingdom in 1965, in Canada in 1971 and in
Australia in 1985. Many African countries also have CGT, though often in a more limited
form, for example, Botswana, Egypt, Nigeria and Zimbabwe. Some of these developing
countries limit their CGT for administrative reasons to share and property transactions only.

1.2 Horizontal equity
Haig-Simons® define income comprehensively as

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

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

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

An individual who invests R100 000 on fixed deposit at 10% per annum has the same ability
to pay as one who invests R100 000 in shares and derives a dividend of 3% and capital gain
of 7%. Without CGT the latter individual pays no tax whilst the former pays up to 40% on the
interest income (excluding the exempt portion). The same principle applies to individuals
earning income by way of salary compared to those deriving income in the form of capital
gains.

1.3 Vertical equity

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

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

% See SARS Online at

<http://www.sars.gov.za/cgt/historicaldevelopment/National Treasury24Jan2001.pdf> (accessed 22
March 2005).

¥ See R M Haig ‘The Concept of Income - Economic and Legal Aspects’ in The Federal Income Tax
(1921) Columbia University Press, New York and H Simons Personal Income Taxation (1938) The
University of Chicago Press, Chicago.
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Given the skewed distribution of wealth in South Africa, the introduction of capital gains tax
will markedly improve the vertical equity of the income tax system in South Africa.

1.4 Reduce the shift from income to capital

When capital gains are not taxed taxpayers have an incentive to recharacterise income as
capital. There are many ways in which this can be done, some more complex than others.
The classic example of this used to be the restraint of trade payment. Popular prior to the
amendment of the Income Tax Act in 2000* it was commonplace for employees to be paid
‘restraint of trade’ payments. In many cases these were little more than disguised
remuneration.

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

Many of the techniques for converting income to capital rely on deception or non-disclosure
for their success — for example, a taxpayer sells his business for a lump sum and agrees to
remain on as a consultant for no remuneration — the so-called ‘income burn out’ scheme. In
this case his remuneration has simply been disguised as part of the lump sum — a ploy not
unlike the bogus restraint payment.

Although the effective tax rate differential between ordinary income and capital gains means
that these techniques will remain attractive, the enhanced disclosure brought about by the
CGT system will make them more difficult.

1.5 Economic efficiency

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

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

* Paragraph (cA) inserted into the definition of gross income in s 1 by s 13(1)(f) of Act 30 of 2000
deemed to have come into operation on 23 February 2000 and applicable in respect of any amount
received or accrued on or after that date.
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1.6 Tax base broadening

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

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

® R A Krever ‘A Capital Gains Tax for South Africa’ (25 January 2001)
<http://www.ftomasek.com/RickKreverDraft.html> (accessed 22 March 2005).

® N Brooks ‘Taxing Capital Gains is Good for the Tax System, the Economy and Tax Administration’
(26 January 2001) <http://www.ftomasek.com/NeilBrooksRevised.pdf> (accessed 22 March 2005).
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Chapter 2 - Historical development of CGT in South Africa
2.1 Previous Commissions of Enquiry

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

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

2.2 The Guide — 23 February 2000

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

2.3 The First Draft - 12 December 2000

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

2.4 The Second Draft - 2 March 2001

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

The interest and patrticipation of the public in commenting on the draft Bills and patrticipating
in the public hearings of the Committees were of invaluable assistance in formulating the
legislation. In this regard SARS and the National Treasury wish to express their appreciation
to each and everyone for their contributions.

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

® Report of the Commission of Inquiry into the Tax Structure of the Republic of South Africa,

20 November 1986, The Government Printer, RP34/1987, Pretoria.

® Third Interim Report of the Commission of Inquiry into Certain Aspects of the Tax Structure of South
Africa, 1995, The Government Printer, Pretoria.
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2.5 The introduction of CGT into legislation
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The Taxation Laws Amendment Bill (B17 — 2001) was tabled in the National Assembly on
5 April 2001, passed by the National Assembly on 16 May 2001, passed by the National
Council of Provinces on 22 May 2001, and assented to by the Acting President on 13 June
2001. It was accompanied by a comprehensive Explanatory Memorandum that forms the
foundation of this Guide. CGT was finally introduced into our law by The Taxation Laws
Amendment Act 5 of 2001, which was promulgated on 20 June 2001. A summary of the
changes made to CGT legislation since its introduction is contained in 2.6 below.

As with any new tax, further amendments will be required to the Eighth Schedule as SARS
and taxpayers alike grapple with the practicalities of the new legislation.

2.6 Table of amendments to CGT legislation

Table 1 - Amendments to CGT legislation

Act Bill no. and | Vol no., Details
date tabled | Government
Notice no.,
Government
Gazette no.
and date
promulgated
Taxation Laws B 17 — 2001 | Vol 432, GN Inserts Eighth Schedule.
Amendment Act | Tabled 550, GG 22389
5 of 2001 5.4.2001 dd 20.6.2001
Revenue Laws B 36 — 2001 | Vol 433, GN Amends paras 2, 20, 23, 32, 45, 46, 55,
Amendment Act | Tabled 709, GG 22532 | 60, 66, 84, 86 of the Eighth Schedule.
19 of 2001 22.6.2001 dd 27.7.2001
Second Revenue | B 84 — 2001 | Vol 438, GN Amends paras 1-4, 6, 7, 11, 12, 15, 18,
Laws Tabled 1333, GG 20, 24, 26, 28, 29, 30-32, 35, 38, 39, 40,
Amendment Act | 7.11.2001 22923 dd 42-45, 47, 49, 52, 53, 55, 61, 65, 67, 74,
60 of 2001 12.12.2001 76, 80, 81, 84, 86 of the Eighth
Schedule; substitutes paras 25, 27, 34,
56, 58 and 59 of the Eighth Schedule;
inserts Part Il of Chapter II, para 67A of
the Eighth Schedule and repeals para
85 of the Eighth Schedule.
Taxation Laws B 26 — 2002 | Vol 446, GN Amends paras 29, 32 and 84 of the
Amendment Act | Tabled 1047, GG Eighth Schedule
30 of 2002 20.6.2002 23709 dd
5.8.2002
Revenue Laws B 67 — 2002 | Vol 450, GN Amends paras 1, 2, 4, 10, 11, 12, 13,
Amendment Act | Tabled 1581, GG 14, 20, 24, 26, 27, 29, 30, 31, 32, 33,
74 of 2002 6.11.2002 24181 dd 38, 40, 41, 51, 53, 55, 56, 57, 72, 74,
13.12.2002 76, 78, 79, 84, 95, 96, 86 of the Eighth

Schedule.

Substitutes paras 25, 43, 61, 63, 67A,
81 and Part Xlll (now comprising paras
84 — 97) of the Eighth Schedule and
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Part 11l of Chapter 2 (now comprising
ss 41 — 47).
Inserts para 64A of the Eighth
Schedule.
Exchange B 26 — 2003 | GG 25047 dd S 4(3) (trust asset in respect of which
Control Amnesty | Tabled 31.05.2003 the donor or deceased estate has
and Amendment | 15.5.2003 elected to be the holder)
of Taxation Laws S 28 (base cost limitation in respect of
Act 12 of 2003 exchange control amnesty applicants)
Regulations GG 25511 dd Reg 4 (base cost of asset in respect of
issued in terms 29.09.2003 which election has been made; deemed
of s 30 of the Notice No. disposal events pertaining to such
Exchange R.1368 asset).
Control and Reg 7 (suspension of attribution rules
Amendment of during period of election).
Taxation Laws
Act
Revenue Laws B 71 - 2003 | GG 25864 dd Amends paras 1, 2, 11, 12, 19, 20, 27,
Amendment Act | Tabled 22.12.2003 30, 33, 39, 43, 55, 62, 67, 67A, 72, 74,
45 of 2003 18.11.2003 75, 78, 84, 86, 88, 92, 93, 94, 96 of the
Eighth Schedule.
Inserts paras 20A, 67B and 67C.
Substitutes paras 63, 65 and 66
Amends ss 41 — 47.
Taxation Laws B 8 — 2004 GG 26612 dd Amends para 1, 39, 65, 67C, 75, 76 and
Amendment Act | Tabled 27.07.2004 78.
16 of 2004 18.06.2004
Revenue Laws B 24 - 2004 | GG 27188 dd Amends para 1, 2, 3, 4, 11, 12, 13, 20,
Amendment Act | Tabled 24.01.2005 20A, 25, 33, 38 and 56.
32 of 2004 09.11.2004 Inserts para 35A and 39A.
Amends ss 41, 43, 45, 46 and 47.
Inserts ss 24B, 24M and 35A.

2.7 Retrospective amendments

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

There is a general presumption against a statute being construed as having retroactive
effect. However, there is nothing to prevent Parliament from changing the law retrospectively
to a date in the past.*®

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

© See D Clegg and R Stretch Income Tax in South Africa (CD ROM version: August 2004)
Butterworth Publishers (Pty) Ltd, Durban in para 2.16.2.
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Chapter 3 - Design and overview of the core rules
3.1 Integration into the Income Tax Act

CGT has been incorporated into the Income Tax Act as it is regarded as a tax on income.
This approach has administrative advantages as the existing provisions and procedures of
the Income Tax Act can be used to collect CGT. If CGT were introduced as a separate tax,
provisions would have had to be introduced for matters such as returns, assessments,
payment and recovery of tax, and objection and appeals, which are already provided for in
the Act. The Income Tax Act has been amended to ensure that the administrative
procedures operate for CGT.

The CGT provisions are contained in the Eighth Schedule and produce either a taxable
capital gain or an assessed capital loss.

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

3.2 Drafting style

It will be observed that the style of drafting used in the Eighth Schedule differs from that
used in the rest of the Act. The intention is to make the Act more accessible and a start has,
therefore, been made in this Schedule to strike a balance between simplicity and clarity on
the one hand, and technical correctness on the other. Whilst the move towards plain English
drafting'! has assisted in making the law more readable, CGT remains a complex tax.

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

Some new words such as exclusions, disregardings and roll-overs have also been
introduced. The words ‘exclusion’ and ‘disregarding’ are useful because they can be used to
refer to both gains and losses at the same time.*? A ‘roll-over’ is a deferral.

An overview of the CGT process flowchart and the core rules are set out below.
3.3 Use of other countries’ tax legislation

In designing the Eighth Schedule reference was made to the legislation of a number of
countries most notably Australia and the United Kingdom and to a lesser extent Canada, the
United States of America and Ireland amongst others. Experts from Australia, the United
Kingdom and United States of America provided invaluable assistance. For a number of
reasons no single country’s CGT legislation could serve as a model for South Africa. Each
country presented its own difficulties. For example, the Canadian legislation is integrated into
that country’s Income Tax Act, the United Kingdom’s legislation®® is contained in a separate

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

12 For example, the annual and primary residence exclusions prevent gains from being subjected to
CGT whilst at the same time preventing losses from being claimed, within certain limits.

'3 The Taxation of Chargeable Gains Act, 1992.
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Act that spans more than 500 pages whilst Australia’s CGT** only applies to assets acquired
after 1985. The Australian approach may seem to be simpler in that it dispenses with the
problem of determining valuation date values but it carries with it a number of
disadvantages. First, it resulted in a lock-in effect — taxpayers were reluctant to dispose of
their pre-1985 assets because it would mean reinvesting in taxable post-1985 assets.
Secondly, astute tax planners devised all manner of schemes to shift value from post-CGT
assets to pre-CGT assets, necessitating some fairly complex anti—avoidance legislation. And
finally the result was a far more restricted tax base.

1 As contained in the Income Tax Assessment Act, 1997
<http://law.ato.gov.au/atolaw/browse.htm?toc=04%3APLR%3ATaxation%3AINCOME%20TAX%20AS
SESSMENT%20ACT%201997> (accessed 22 March 2005).
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3.4 CGT Process flowchart
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The above-mentioned flowchart sets out the core steps in determining a taxable capital gain
to be included in taxable income or an assessed capital loss to be carried forward to a
subsequent year of assessment.

3.5 Determination of a capital gain or loss

The first step in calculating a person’s taxable capital gain or loss is to determine the
person’s capital gain or loss. In doing this, the Eighth Schedule provides for four key
definitions which form the basic building blocks in determining such a capital gain or loss.
These four definitions are ‘asset’, ‘disposal’, ‘proceeds’ and ‘base cost’.

Capital gains and losses are triggered by a disposal or an event treated as a disposal.
Unless such a disposal or event occurs, no gain or loss arises.

An asset is defined as widely as possible and includes any property of whatever nature and
any interest therein. CGT applies to all assets of a person disposed of on or after 1 October
2001 (valuation date), whether or not the asset was acquired by the person before, on or
after that date. However, only the gain accruing from 1 October 2001 will be subject to tax.
The method of limiting the gain to accruals on or after valuation date is set out in Part V of
the Eighth Schedule (see Chapter 8).

The concept of disposal is more fully dealt with in para 11 of the Eighth Schedule and
covers any event, act, forbearance or operation of law which results in a creation, variation,
transfer or extinction of an asset. It also includes certain events treated as disposals, which
are more fully dealt with in para 12, such as cessation or commencement of residence and
the change in the use of an asset.

Once an asset is disposed of it gives rise to proceeds, which is more fully dealt with in Part
VI of the Eighth Schedule (see Chapter 9). Where an asset is disposed of the amount that is
received by or that accrues to the seller of the asset constitutes the proceeds from the
disposal.

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

e acquisition of an asset,

e improvement of an asset, and

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

The rules around base cost are, however, fully dealt with in Part V of the Eighth Schedule
(see Chapter 8).
The following example illustrates the calculation of a capital gain:

Example — Determination of capital gain

Facts: 100 shares are purchased on 1 October 2001 at a base cost of R10 000 and are sold
on 1 October 2006 for R30 000.

Result:

Asset 100 shares

Disposal event Sale of the shares
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Proceeds R30 000 (Sale price)
Base cost R210 000 (Purchase price)
Capital gain = R30 000 — R10 000

= R20 000

The same principles apply in calculating a capital loss, in which case the base cost will
exceed the proceeds.

Various capital gains or losses must be disregarded or are limited for purposes of
determining a capital gain or loss. These limitations and disregardings are dealt with in Parts
IV, VIl and VIII of the Eighth Schedule (see Chapters 7, 11 and 12 respectively).

The Eighth Schedule also provides for the roll-over of certain capital gains. In these
circumstances the recognition of these gains is delayed for CGT purposes and they are held
over until the happening of a future event. These rules are dealt with in Part IX of the Eighth
Schedule (see Chapter 13). The corporate rules in ss 41 — 47 also provide roll-over relief.

It is also at this level that certain capital gains resulting from a donation, settlement or other
disposition can be attributed to, for example, the donor. These attribution rules are more fully
set out in Part X of the Eighth Schedule (see Chapter 15).

3.6 Aggregate capital gain or aggregate capital loss

It is important to understand that a capital gain or loss is first determined separately in
respect of each asset disposed of by a taxpayer during a year of assessment. This step-by-
step approach is important for the following reasons:

o First, a CGT event is triggered in respect of the disposal of an asset.

e Secondly, once all individual capital gains and losses have been determined they must
be added together to allow for the determination of a person’s taxable capital gain in its
logical sequence.

In determining a person’s aggregate capital gain or loss, two important steps, therefore, take

place.

o First, all a person’s capital gains and/ or losses are added together.

e Thereatfter, the total amount of such capital gains and/or losses is reduced by the annual
exclusion of R10 000 in the case of a natural person.

Example — Determination of aggregate capital gain

R
Capital gain on sale of holiday house 50 000
Capital loss on sale of shares (20 000)
Sum of capital gains and losses 30 000
Annual exclusion (10 000)
Aggregate capital gain 20 000

If the sum of the capital gains and losses is a negative figure, the aggregate loss must also
be reduced by the annual exclusion of R10 000.

Where a person dies during a year of assessment, the annual exclusion for that year is
increased to R50 000.
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3.7 Determination of net capital gain or assessed capital loss

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

Example 1 — Determination of net capital gain

R
Aggregate capital gain for 2003 100 000
Assessed capital loss for 2002 (50 000)
Net capital gain for 2003 50 000

Example 2 — Determination of assessed capital loss

Aggregate capital loss for 2003 (50 000)
Assessed capital loss for 2002 (50 000)
Assessed capital loss for 2003 (100 000)

3.8 Determination of taxable capital gain

Where a person has determined a net capital gain for the current year of assessment, such
amount is multiplied by the inclusion rate to determine the person’s taxable capital gain,
which is to be included in that person’s taxable income for the year of assessment.

The table below sets out the inclusion rates for determining a taxable capital gain, the
statutory rates on taxable income and the resulting effective CGT rates for different classes
of taxpayer. The statutory rates shown are those that are effective for years of assessment
commencing on or after 1 April 2004.

Table 1 — Inclusion, statutory and effective CGT rates for 2005

Type of Taxpayer Inclusion rate Statutory Effective

% Rate CGT rate
% %

Individuals 25 0-40 0-10

Retirement Funds N/A 0 N/A

Trusts

e Unit N/A 30 N/A

e Special 25 18 -40 45-10

e Other 50 40 20

Life Assurers

¢ Individual policyholder fund 25 30 7.5

e Company policyholder fund S0 30 15

e Corporate fund 50 30 15

e Untaxed policyholder fund 0 0 0

Companies 50 30 15

Small business corporations 50 15-30 7.5-15

Employment companies 50 35 175

Permanent establishments (branches) 50 35 17.5

Tax holiday companies 50 0 0
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The statutory rates in the above table are those in respect of the 2005 tax year (companies
with years of assessment falling between 1 April 2004 and 31 March 2005; individuals and
trusts with years of assessment ending on 28 February 2005). The effective CGT rate on a
capital gain (ignoring exclusions) is determined by multiplying the inclusion rate by the
statutory rate. For example, an individual in the top tax bracket would pay CGT at the
effective rate of 25% x 40% = 10%. In the case of a company the effective rate of CGT is
50% x 30% = 15%. However, taking into account the STC on any capital profit distributed,
the effective rate is 15% + 9,44% = 24.44%. This is arrived at as follows:

R
Capital gain 100
Taxable capital gain 50% x R100 50
CGT R50x 30% 15
Capital profit available for distribution R100 — R15 85
STC 12,5/112,5 x R85 9.44
Total effective rate of tax on capital gain R15 + R9,44 24,44

The above calculation is based on the assumption that the capital gain (subject to CGT) and
the capital profit (subject to STC) are the same. In practice this may not always be the case.
It is also assumed that the entire capital profit is subject to STC. In some cases, however,
the capital profit may be exempt from STC (for example, upon deregistration or liquidation in
terms of s 64B(5)(c)).

3.9 Inclusion of taxable capital gain in taxable income

Once a person’s taxable capital gain has been determined, that taxable capital gain is
included in the person’s taxable income in terms of s 26A of the Income Tax Act 58 of 1962,
which reads as follows:

‘There shall be included in the taxable income of a person for a year of assessment the taxable
capital gain of that person for that year of assessment, as determined in terms of the Eighth
Schedule.’

Thereafter, the ordinary rates of tax are applied to the person’s taxable income (which now
includes taxable capital gains) to determine a person’s normal income tax liability.

A taxable capital gain will also reduce an assessed loss — this not so obvious fact flows from
the definition of taxable income which is defined in s 1 of the Act as follows:

’taxable income” means the aggregate of—

(@ the amount remaining after deducting from the income of any person all the amounts
allowed under Part | of Chapter Il to be deducted from or set off against such income;
and

(b)  all amounts to be included or deemed to be included in the taxable income of any person
in terms of this Act'.

It is evident from this definition that taxable income can be a negative figure. Paragraph (a)
would become negative when the amounts allowed in terms of Part | of Chapter Il exceed
the income of a person. Furthermore, Part | of Chapter Il includes s 20 which deals with
assessed losses. There would also have been no need to amend s 103(2) to prevent the set
off of a ‘tainted’ capital gain against an assessed loss if such a set off was not possible in the
first place.

If a person sustains an assessed capital loss for a tax year, that loss cannot be set-off

against the person’s ordinary income of a revenue nature. An assessed capital loss,
therefore, neither decreases a person’s taxable income nor does it increase a person’s
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assessed loss of a revenue nature. Such an assessed capital loss is, therefore, ring-fenced
and can only be set-off against capital gains arising during future years of assessment.

Unlike an assessed loss of a company which is forfeited where no trade is carried on during
a year of assessment, no similar provision exists in the case of an assessed capital loss
which can in theory be carried forward indefinitely. The provisions of s 103(2) should act as a
deterrent to prospective traffickers in such losses.
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Chapter 4 - The Eighth Schedule — Scope and definitions

PART I: GENERAL (paras 1 and 2)

4.1 Definitions

Paragraph 1

4.1.1 Introduction

Paragraph 1 contains a humber of definitions for use in the Eighth Schedule. Where words
or phrases used in the Eighth Schedule are also used in the rest of the Act, the words and
phrases are also defined in s 1. With the exception of the definition of a special trust, the
words defined in s 1 have the same meaning when used in the Eighth Schedule.

The definitions are in most cases self-explanatory or refer to paragraphs or Parts of the
Eighth Schedule where amounts are determined. The table below sets out the terms that are
defined in the Eighth Schedule and indicates where these are also defined in s 1. Cross-
references to the sections of the Guide where these definitions are dealt with are also

provided.

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

Definition in Paragraph/Part/Section where Defined in s 1? Reference in
para 1 comprehensively defined Guide
Aggregate capital | Paragraph 6 Yes 5.4

gain

Aggregate capital | Paragraph 7 Yes 5.4

loss

[Assessed capital | Paragraph 9 Yes 5.5

loss — not defined

in para 1]

Asset N/A — see below No See below
Base cost Part V No 8

Boat N/A — see below No See below
Capital gain Paragraph 3 Yes 5.1
Capital loss Paragraph 4 Yes 5.2
Disposal; 11 and amounts treated as No 6
disposed disposals ito Schedule

Individual Section 29A(4)(b) No

policyholder fund

Insurer Section 29A(1) No

Net capital gain Paragraph 8 No 5.5
Personal-use Paragraph 53 No 12.2

asset

Pre-valuation N/A — see below No See below
date asset

Primary Paragraph 44 No 11.2
residence

Proceeds Part VI No 9.1
Recognised N/A — see below No See below
exchange

Residence Paragraph 44 No 11.3
Ruling price N/A — see below No See below
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Special trust N/A — see below Yes, but wider 14.13

than para 1

definition
Taxable capital Paragraph 10 Yes 5.6
gain
Valuation date N/A — see below No See below
Value shifting N/A — see below No See below
arrangement and 21.3

Many words used in the Eighth Schedule are defined in s 1 of the Act. This includes words
such as

e Equity share capital

Financial instrument

Foreign equity instrument

Resident

Spouse.

4.1.2 Definition — ‘asset’

asset” includes—

(@) property of whatever nature, whether movable or immovable, corporeal or incorporeal,
excluding any currency, but including any coin made mainly from gold or platinum; and

(b)  aright or interest of whatever nature to or in such property’

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

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

a participatory interest in a collective investment scheme;

an endowment policy;

collectables, for example, jewellery or an artwork;

personal use assets, for example, a boat;

contractual rights;

goodwill;

a trade mark

a loan;

a bank account, whether local or foreign.

It is submitted that the word ‘property’ refers to anything that can be disposed of and turned
into money. Things that are incapable of ownership are excluded, that is, res extra
commercium, namely, res communes (things common to all inhabitants such as the sea and
air) and res publicae (State property held for the benefit of inhabitants).*® Furthermore,
according to LAWSA,'" in terms of Roman law certain rights were considered so personal
that they were considered incapable of pecuniary evaluation. Examples include personal
liberty, personal authority, and rights flowing form the marital relationship. Such rights were
not considered to be ‘things’ and would therefore not constitute ‘property’ for CGT purposes.

' paragraph 12(5) triggers a capital gain upon the reduction or discharge of a liability under specified
circumstances, and para 93 triggers a capital gain or loss on settlement of a foreign currency liability.
% 3 T R Gibson Wille’s Principles of South African Law 7 ed (1977) Juta & Company Limited at 163.
W A Joubert and J A Faris The Law of South Africa (CD ROM version: August 2004) Butterworth
Publishers (Pty) Ltd, Durban vol 27 in para 207 ‘Things’.
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4.1.2.1 Corporeal

Wille considers that corporeal things are those that can be handled or touched.'® But
according to LAWSA, the modern concept of corporeality goes further:*

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

Examples: Land and buildings, plant and machinery.
41.2.2 Incorporeal

Incorporeal things are things which cannot be seen, heard, touched, smelled or tasted. They
are imaginary conceptions, such as real and personal rights.?

Examples: A servitude, shares in companies, a member’s interest in a close corporation,
goodwill of a business, patents, trade marks, designs, copyrights, a personal right which can
be settled by a money payment, real right over a movable e.g. a pledge. The right to trade
has also been held to constitute incorporeal property — see 24.5.%

41.2.3 Immovable

According to LAWSA?

‘immovable things . . . are things which cannot be moved from one place to another without
damage or change of form.’

Examples: Land, buildings with foundations in the soil, trees, growing crops, real rights over
immovable property (e.g. a usufruct or a lease longer than 10 years registered in the Deeds
Office). According to Wille?® an article attached to an immovable will be movable where it
can be separately identified and removed with ease unless the owner intends it to be
permanently annexed. Examples given are buildings without foundations, sheds, windmills,
railway lines, and all fixtures or annexures to buildings.

41.2.4 Movable

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

Examples: Furniture, motor vehicles, ships and livestock.

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

Examples:
Incorporeal movable property: Real rights over movable property, a usufruct over a movable
asset, all personal rights.

'8 Supra at 165.

' The Law of South Africa vol 27 in para 206 ‘Corporeality’.

2% wille supra at 165.

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

*2 The Law of South Africa vol 27 in para 224 ‘Movables and Immovables'.
23 Supra at 166.
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Incorporeal immovable property: Real rights over immovable property; a registered usufruct
over immovable property, mineral rights, a registered praedial servitude and building
restrictions.*

41.2.5 Rights

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

e personal rights (jus in personam), and

e real rights (jus in rem).

Both are assets for CGT purposes.

Personal rights

A personal right (jus in personam) is a right in or against a particular person. The parties to a
contract have rights against each other.

A personal right imposes a personal duty upon the grantor in favour of the grantee to
perform.

For example:

o if A sells B an asset for a fixed sum, delivery and payment to take place in five years’
time, B will have a personal right against A, namely, the right to expect A to deliver the
asset to B on due date. Once delivery takes place, B will acquire a real right in the asset.

e All trust beneficiaries whether vested or discretionary, have a personal right of action
against the trustees to perform their duties in accordance with the trust deed. A vested
beneficiary will, in addition, have a personal right against the trustees to claim transfer of
a trust asset or the income from a trust asset, depending on the nature of the vested
right. Enjoyment of the right may be postponed until a future date. Beneficiaries do not
have ownership of the trust assets which vest in the trustees.”®

¢ In the case of an unconditional bequest of immovable property, a real right does not vest
in the legatee on the death of the testator but only a personal right enforceable against
the executors; a jus in personam ad rem acquirendam.

Real rights

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

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

?* The Law of South Africa vol 27 in para 225 ‘Incorporeal movables and immovables’, and Wille
supra at 167.
%5 CIR v Mac Neillie’s Estate 1961 (3) SA 833 (A) 840F-G.
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Why recognise personal rights for CGT purposes?

If personal rights were not recognised it would not be possible to subject certain transactions
to CGT. This is illustrated in the examples below

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

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

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

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

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

Facts: Errol bought a USA Lotto ticket for R10. He won R10 000 000 when his lucky number
was drawn.

Result: Errol acquired a personal right against the organisers for the payment of
R10 000 000 in terms of the Lotto rules. When he is paid out, that personal right is
extinguished, which results in a disposal. Errol will have a capital gain of R10 000 000 less
the cost of his Lotto ticket of R10.

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

See 6.3 for a detailed commentary on the treatment of personal and real rights in the context
of deferred delivery schemes.

Is the right to claim payment an asset?

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

‘I have no difficulty in accepting that not every right to a payment is an “asset” within the
meaning of the term in the capital gains tax legislation. Perhaps the most obvious example of
one that is not is the right of the seller of property to be paid the purchase price. The relevant

%6 (1984) 58 TC 371 at 392F-G.
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asset then is the property itself. What that shows, however, to my mind, is no more than the
interpretation of the capital gains tax legislation requires, as does the interpretation of any
legislation, the exercise of common sense, rather than the brute application of verbal formulae.’

4.1.2.6 Exclusion of currency

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

‘3. of money: the fact or quality of being current as a medium of exchange; circulation.

4. the circulating medium; the money of a country in actual use 1729.

b. spec. applied to a current medium of exchange when differing in value from the money of
account; e.g. the former currency and banco of Hamburg (see BANCO a.) 1755

According to this meaning, currency would not include

¢ an old coin or note no longer in circulation, or

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

It follows that notes or coins held as collectors’ items are assets for CGT purposes.

However, such collectors’ items if held by individuals or special trusts constitute personal

use assets in terms of para 53(2), and any gain or loss on their disposal must be

disregarded (para 53(1)).

Why is local currency excluded? A rand that comprises legal tender is always worth a rand,
and so the exchange of say, a R100 note for 10 R10 notes would in any event yield no gain,
no loss. Administratively it therefore makes no sense to trigger a disposal each time cash
changes hands. Secondly, had cash been an asset the fiscus could have been exposed to
numerous claims for the loss of cash. Not only would claims of this nature be difficult to
validate, but also numerous disputes could arise as to whether the cash that was lost was a
personal use asset.

The exclusion of foreign currency

Unlike Australia and the United Kingdom, our definition of an asset also excludes foreign
currency. However, gains and losses on foreign currency are determined separately in terms
of Part XIll, and for that purpose para 84 contains a definition of a foreign currency asset.

The exclusion of local currency in Australia and the United Kingdom

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

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

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

2" See ATO Tax Determination TD 2002/25 dated 20 November 2002.
281990 22 FCR 42, 21 ATR 13.
2 At ATR 31.

Draft for Comment 38



Chapter 4 - The Eighth Schedule — Scope and definitions 39

Example — Loss of cash

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

Result: Denys cannot claim a capital loss as the cash is not an asset for CGT purposes.

Gold or platinum coins

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

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

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

is not a personal use asset and is subject to CGT (para 53(3)(a)). Identical wording is used
in paras 17(2)(a) and 18(2)(a) to permit the claiming of losses in respect of forfeited deposits
and disposal of options in respect of such coins. In terms of para 32(3A)(c) the weighted
average method may be used for determining the base cost of gold or platinum coins the
prices of which are regularly published in a national or international newspaper.

Cash on deposit with banking institutions

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

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

4.1.3 Definition — ‘boat’

“"boat” means any vessel used or capable of being used in, under or on the sea or internal
waters, whether—

(@) self-propelled or not; or

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

This definition is extremely wide, and even includes a submarine. References to boats can

be found in three places in the Eighth Schedule:

e Losses on boats exceeding 10 m in length are disallowed to the extent that they are not
used for trade (para 15(b)).

e A boat can constitute a person’s residence (para 44).

e A boat exceeding 10 m in length is excluded from being a personal use asset (para
53(3)(d)).
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4.1.4 Definition — ‘pre-valuation date asset’

pre-valuation date asset" means an asset acquired prior to valuation date by a person and
which has not been disposed of by that person before valuation date’.

This definition is used primarily in determining the base cost of assets acquired prior to the
valuation date. The term ‘pre-valuation date asset’ can be found in paras 25 — 27 and 30.

4.1.5 Definition — ‘recognised exchange’
"'recognised exchange" means—

(& an (93>1<change licensed under the Securities Services Act, 2004;%

(b) ..

(c) an exchange in a country other than the Republic which is similar to an exchange
contemplated in paragraph (a) or (b) and which has been recognised by the Minister for
purposes of this Schedule by notice in the Gazette'.

Both the JSE Securities Exchange SA and the Bond Exchange of South Africa (BESA) fall
under para (a). Prior to 1 February 2005 BESA fell under para (b).

The list of recognised exchanges in countries outside the Republic was published in GN
R997 Government Gazette 22723 of 2 October 2001.

4.1.6 Definition — ‘ruling price’
"ruling price" means—

(@ in the case of a financial instrument listed on a recognised stock exchange in the
Republic, the last sale price of that financial instrument at close of business of the
exchange, unless there is a higher bid or a lower offer on that day subsequent to the last
sale in which case the price of that higher bid or lower offer will prevail; or

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

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

In the case of financial instruments listed on a recognised exchange outside the Republic,
the ruling price is the same as described above if the exchange calculates the price in this

% paragraph (a) was amended by s 51(1)(a) of the Revenue Laws Amendment Act 32 of 2004. The
amendment came into operation on the date that the Securities Services Act 36 of 2004 came into
operation, namely, 1 February 2005 (as per Proclamation R.6.2005 published in GG 27233 dated 31
January 2005). The provision previously refered to a stock exchange licensed under the Stock
Exchanges Control Act 1 of 1985.

%! paragraph (b) was deleted by s 51(1)(b) of Act 32 of 2004. The amendment came into effect on 1
February 2005. The provision previously referred to a financial exchange licensed under the Financial
Markets Control Act 55 of 1989.
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manner, and if not, is the last price quoted in respect of the financial instrument at the close
of business of the exchange.

4.1.7 Definition — ‘special trust’

‘“special t3r2ust” means a trust contemplated in paragraph (a) of the definition of ‘special trust’ in
section 1'.

The above definition of ‘special trust’ only covers trusts for persons suffering from a mental
illness or serious physical disability. For a more detailed commentary see 14.13.

4.1.8 Definition — ‘valuation date’

““valuation date” means—

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

(b) inany other case, 1 October 2001".

Valuation date of body ceasing to be exempt

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

Prior to its amendment by Act 16 of 2004, para (a) read as follows:

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

In terms of s 10(1)(cA) the receipts and accruals of certain government and quasi-
government bodies are exempt from income tax. A body enjoying exemption in terms of
s 10(1)(cA) must also disregard any capital gain or loss in terms of para 63.

Where such a body ceases to be exempt in terms of s 10(1)(cA) and para 63, that body’s
valuation date is the date the body ceased to be exempt. All the provisions that applied to
taxable persons who owned assets on 1 October 2001 will apply in the same manner to
these bodies except that their valuation date will be the date that they lost their exempt
status.

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

The current version of para (a) applies to all exempt persons who become taxable, and not
merely those who were previously exempt in terms of s 10(1)(cA). Hence, s 10(1)(d) entities
and public benefit organisations shifting to taxable status fall within the ambit of this rule.

%2 Inserted by Act 74 of 2002 and came into operation from the commencement of years of
assessment ending on or after 1 January 2003.

% paragraph (a) of the definition inserted by s 90 of Act 45 of 2003, effective as from 22 December
20083.
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Valuation date in any other case (para (b))

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

4.1.9 Definition — ‘value shifting arrangement’
“"value shifting arrangement™ means an arrangement by which a person retains an interest in

a company, trust or partnership, but following a change in the rights or entittements of the

interests in that company, trust or partnership (other than as a result of a disposal at market

value as determined before the application of paragraph 38), the market value of the interest of

that person decreases and—

(@) the value of the interest of a connected person in relation to that person held directly or
indirectly in that company, trust or partnership increases; or

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

Value shifting is a technique used to avoid CGT and is a new concept in our tax law. See
21.3 for a detailed explanation of these anti-avoidance provisions, including this definition.

4.2 Application to residents and non-residents
Paragraph 2

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

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

Paragraph 2 draws a distinction between a resident, which is a defined word in s 1, and a
non-resident.
e A resident is subject to CGT on the disposal of any asset whether in the Republic or
outside,
¢ A non-resident is subject to CGT on the disposal of
» any immovable property or any interest or right in immovable property situated in the
Republic, and
» any asset of a permanent establishment through which that non-resident is carrying
on a trade in the Republic.

As to the common law meaning of the term ‘immovable property’, see the notes under 4.1 on
the definition of ‘asset’.

The term ‘an interest in immovable property situated in the Republic’ is defined broadly in
para 2(2). It includes a direct or indirect interest of at least 20% held by a person (alone or
together with a connected person in relation to that person) in the equity share capital of a
company or other entity, where 80% or more of the net asset value (determined on the
market value basis) of the company or other entity at the time of disposal is attributable
directly or indirectly to immovable property situated in the Republic. The 80% excludes
immovable property held as trading stock as this is a CGT anti-avoidance measure. Where a
non-resident holds shares in a company that holds leasehold property, the non-resident will
be subject to CGT on disposal of the company’s shares. This follows from the fact that the
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value of the company’s net assets (being the leasehold rights) is directly or indirectly
attributable to immovable property in the Republic.

The term ‘permanent establishment’ is defined in s 1 as follows:

“”’permanent establishment" means a permanent establishment as defined from time to time
in Article 5 of the Model Tax Convention on Income and on Capital of the Organisation for
Economic Co-operation and Development'.

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

The provisions of any applicable double taxation agreement (DTA) must be considered
before deciding whether the sale of shares by a non-resident in a company holding SA
immovable property can be subject to CGT. For example, Article 13(2) of South Africa’'s DTA
with the United Kingdom provides as follows:

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

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

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

may be taxed in that other State.’

A United Kingdom resident would therefore be potentially subject to CGT in SA on the
disposal of shares in an unlisted company holding SA immovable property. On the other
hand, if the company was listed, the disposal of the shares would not attract CGT in SA.

Example 1 — Indirect interest of non-resident in immovable property in South Africa

Facts: Avon, a resident of the United Kingdom, owns a 25% interest in XYZ (Pty) Ltd ("XYZ2’)
the balance sheet of which appears as follows as at 28 February 2003:

Capital employed R

Share capital 50 000

Retained income 70 000

Long-term loan 60 000
160 000

Employment of capital

Land and buildings 120 000 (market value R180 000)

Plant and machinery 60 000 (market value R85 000
180 000

Determine whether Avon will be liable for CGT on the disposal of his shares in XYZ if the
long-term loan financed the acquisition of

(@) the land and buildings, or

(b) the plant and machinery.

Result: The market value of the net assets of XYZ is determined as follows:
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R
Net asset value (R50 000 + R70 000) 120 000
Revaluation surplus (R60 000 + R25 000) _85 000
Net asset value at market value 205 000

(&) Assuming long-term loan financed land and buildings

Market value of land and buildings 180 000
Less: Long-term loan 60 000
Net asset value on market value basis 120 000
Market value of net assets 205 000

Percentage of net asset value on market value basis of land and buildings over total net
asset value on market value basis R120 000/R205 000 x 100 = 58,5%

In this scenario Avon will not be subject to CGT on the disposal of his shares.

(b) Assuming long-term loan financed plant and machinery

R
Market value of land and buildings 180 000
Market value of net assets 205 000

Percentage of net asset value on market value basis of land and buildings over total net
asset value on market value basis R180 000/R205 000 x 100 = 87,8%

Since Avon owns 20% or more of the shares in XYZ, and 80% or more of XYZ's net assets
on a market value basis constitute immovable property, Avon will be liable for CGT when he
disposes of his shares. The view is held that the liabilities must be allocated against the
assets that they finance. For example, if the property was bonded to purchase plant, the
liability must be allocated against the plant. Where a liability cannot be linked to a particular
asset, it should be allocated proportionately across the various assets.

Example 2 — Indirect interest in immovable property through multi-tier structure

Facts: Aaron, a non-resident owns 100% of Seaco a SA resident company. Seaco’s only
asset consists of shares in two wholly owned SA subsidiaries, Subco and Tubco. Subco’s
assets consist of plant and machinery, debtors and cash in bank, the market value of which
is R100 000. Tubco’s sole asset comprises land and buildings in Durban with a market value
of R500 000. Aaron disposes of his shares in Seaco. Will he be subject to CGT on the
disposal?

Result: Seaco’s assets consist indirectly of immovable property of R500 000 and other
property of R100 000. The immovable property comprises 83% of Seaco’s indirect assets
(R500 000/600 000 x 100). In terms of para 2(2) Aaron’s shares in Seaco are deemed to be
immovable property and he will be subject to CGT on the disposal thereof.

4.3 Source of capital gains and losses
Section 9(2)
The question whether income arises from a South African or foreign source remains

important despite the introduction of the worldwide basis of taxation. Although South African
residents may be subject to tax on a worldwide basis, only foreign source income is eligible
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for a section 6quat rebate. In addition, non-residents remain subject to South African tax only
to the extent that their income is from a South African source.

In terms of para 2, the CGT provisions apply in respect of all assets of residents and the

following assets of non-residents that are situated in SA:

¢ immovable property held by the non-resident or any interest or right of that person to or
in immovable property; and

e any asset of a permanent establishment (PE) of that person through which a trade is
carried on in SA during the relevant year of assessment.

Section 9(2) contains rules for determining the source of capital gains and losses.

Source - immovable property, including shares in certain property owning companies (s

9(2)(a))

In terms of s 9(2)(a) the source of the capital gain or loss on the disposal of immovable
property is determined according to where the immovable property is situated.

Immovable property in relation to a person includes equity shares in a company or other

entity where

e 80% or more of the net asset value of the company or entity is attributable directly or
indirectly to immovable property, and

o that person alone or together with any connected person holds 20% or more of the
shares of that company or entity.

For the purposes of this definition the net asset value is determined on the market value

basis, and immovable property held as trading stock is excluded. The use of the words

‘directly or indirectly’ is intended to prevent the shareholder placing SA immovable property

outside the definition by placing it in a subsidiary.

Source — movable property (s 9(2)(b))

In the case of movable property, if the property is attributable to a PE, the source of the
capital gain or loss on the sale of that property will be where the PE is situated. If the
movable property is not attributable to a PE, the source of the capital gain or loss on the sale
of that property is determined according to the residence of the seller. These rules do not
conflict with the approach adopted in the OECD Model Convention with regard to the right of
taxation of capital gains.

4.4 Precedence of principal Act over Eighth Schedule

There are a number of situations where both the Eighth Schedule and the principal Act apply
to the same amount, and the question then arises as to which takes precedence. The
general rule of interpretation where the principal Act and a Schedule are in conflict was
summed up as follows by Kotze JA in African and European Investment Co Ltd v Warren
and Others:*

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

%1924 AD 308 at 360. See also R v Kok 1955 (4) SA 370 (T) at 374 F-G; Executive Council of the
Western Cape Legislature v President of the RSA 1995 (10) BCLR 1289 (CC) par 33; 1995 (4) SA
877 (CC).
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Examples of where the principal Act takes precedence can be seen in paras 20(3)(a) and
35(3)(a) where capital allowances reduce base cost and recoupments reduce proceeds. The
reference in para 12(5) to s 20(1)(a)(ii) also confirms this principle.
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Chapter 5 - Taxable capital gains and assessed capital losses

PART II: TAXABLE CAPITAL GAINS AND ASSESSED CAPITAL LOSSES
5.1 Capital gain

Paragraph 3

5.1.1 Asset disposed of in current year (para 3(a))

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

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

5.1.2 Asset disposed of in prior year (para 3(b))

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

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

Paragraph Event giving rise to capital gain in subsequent year

3(b)

0] Receipt or accrual of further proceeds not previously accounted for.

(i) Recovery or recoupment of part of the base cost not previously accounted
for.

(iii) In the case of a pre-valuation date asset
o any capital gain redetermined in the current year, plus
o if a capital loss arose the last time para 25 was applied, the amount of

that capital loss.

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

Where further proceeds are received or accrue in the current year in respect of an asset
disposed of in a prior year, they will give rise to a capital gain in the current year. This rule
does not apply to the extent that the proceeds have been taken into account

e in determining a capital gain or loss in any year, or

¢ in the redetermination of the capital gain or loss in terms of para 25(2).

The first exception is self-explanatory. If the amount has already been taken into account in
determining a capital gain or loss, it cannot again be taken into account as this would result
in double taxation. The further receipt or accrual could arise as a result of the application of s
24M(1) (unquantified consideration deemed to accrue in the year it becomes quantified) or
under common law principles (e.g. where the additional amount was contingent on a future
event at the time of the initial disposal).
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The second exception applies where further proceeds are received in respect of a pre-
valuation date asset disposed of in a prior year. The further proceeds in this case are taken
into account under para 3(b)(iii) or 4(b)(iii). The capital gain or loss is determined from
scratch taking into account the further proceeds and the previous capital gain or loss is
reversed out as a capital loss or gain respectively.

Example — Proceeds accruing following disposal of asset

Facts: Magdelene acquired business premises on 1 October 2001 at a cost of R1 000 000.

On 28 February 2006 she sold the property to Kayzita on the following terms:

e R1 200 000 payable on 28 February 2006.

e The following amounts payable, each on condition that the net rental return exceeds
10% in the relevant year: R100 000 (2007), R110 000 (2008); R120 000 (2009); R130
000 (2010).

Result:
2006 2007 2008 2009 2010 Total
R R R R R R
Proceeds 1200000 100000 110000 120000 130 000 1 660 000
Base cost (1.000 000) - - - - (1.000 000)
Capital gain 200000 100000 110000 120000 130 000 660 000
Paragraph 3(a) b))  3()i)  3(b)i) 3(b)(i)

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

A further capital gain will arise in the current year where any portion of the base cost that
was taken into account in determining a capital gain or loss in a previous year is recovered
or recouped in the current year. The recovery or recoupment may take place in the form of a
cash refund, repossession of the asset or cancellation or reduction of all or part of the debt
incurred in acquiring the asset, whether by prescription or otherwise.*

This rule does not apply in the case of a pre-valuation date asset. In that case the recovery
or recoupment will be taken into account under para 3(b)(iii) or 4(b)(iii). The capital gain or
loss is determined from scratch taking into account the recovery or recoupment of the base
cost. At the same time the previous capital gain or loss is reversed out as a capital loss or
gain respectively.

Example 1 — Base cost recovery through repossession

Facts: In the 2003 year of assessment Debbie’'s brand new delivery van that cost her
R150 000 was stolen. It was uninsured and she claimed a capital loss in respect of the cost
of the vehicle in her 2003 return of income. She was unable to claim a scrapping allowance
in terms of s 11(0) as it then read, as the vehicle had not been ‘scrapped’. During the 2005
year of assessment the police recovered the badly damaged vehicle which at that point had
a market value of R10 000.

Result: The market value of the recovered vehicle is an ‘amount’ (it has a money value)
which has been received by or has accrued to Debbie. The R10 000 represents a recovery
of part of the base cost of the vehicle and must be treated as a capital gain in 2005 in terms
of para 3(b)(ii).

% |TC 1634 (1997) 60 SATC 235 (T).
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Example 2 — Base cost recovery through reduction in purchase price

Facts: Bryan purchased a beach cottage in 2003 and shortly thereafter discovered that it
was infested with white ants. The seller had not informed him of the infestation. He sold the
property in 2004 and realised a capital gain of R15 000 on which he was assessed in that
year. In the meanwhile he sued the seller of the property for misrepresentation and after a
protracted legal battle received a discount on the purchase price of R18 000 during 2007.

Result: The recovery of R18 000 will be reflected as a capital gain in his 2007 return of
income under para 3(b)(ii).

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

In terms of para 25(2) the capital gain or loss on disposal of a pre-valuation date asset must
be redetermined when any of the events listed in Table 1 under 8.19.2 occur in a year
subsequent to the year of disposal. In essence, these events cover situations where

e more proceeds are received or accrue,

e previous proceeds become irrecoverable,

o further expenditure is incurred, or

e previous expenditure is recovered or recouped.

A redetermined capital gain is treated as a capital gain under para 3(b)(iii). Where a capital
loss was previously determined or redetermined the last time para 25 was applied, it is
reversed out as a capital gain under para 3(b)(iii). The net effect of the redetermination and
reversal is thereby recognised in the current year. For the reasons behind redetermination
and examples see 8.19.2.

5.1.3 Assets disposed of before valuation date

Where an asset has been disposed of before the valuation date, and a portion of the
proceeds are received or accrue on or after that date, those proceeds will not constitute a
capital gain in terms of para 3. In terms of para 2 the Eighth Schedule only applies to
disposals of assets on or after the valuation date. Similarly, where any expenditure is
recovered or recouped in respect of an asset disposed of prior to the valuation date, it will
not give rise to a capital gain in the year of recovery or recoupment.

5.1.4 Disregarding of capital gains under other provisions

A capital gain may be disregarded under certain circumstances as dealt with under Parts VII
and VIII of the Eighth Schedule (see Chapters 11 and 12), for example, on disposal of a
primary residence. Certain disregarded capital gains are not completely disregarded but may
be recognised at a future date, for example, on disposal of a replacement asset where the
capital gain on the disposal of the original asset was disregarded under the involuntary
disposal relief provisions in para 65. In this instance, the amount of that disregarded capital
gain must, in the year that the replacement asset is disposed of, be treated as a capital gain
when determining that person’s aggregate capital gain or loss.
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5.2 Capital loss
Paragraph 4
5.2.1 Asset disposed of in current year (para 4(a))

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

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

5.2.2 Asset disposed of in prior year (para 4(b))

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

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

Paragraph Event giving rise to capital loss in subsequent year

4(b)

0] Proceeds have been lost through cessation of entitlement, irrecoverability or
become repayable.

(i) Further expenditure is incurred.

(iii)(aa) Pre-valuation date assets:
Redetermined capital loss

(iii)(bb) Reversal of prior year capital gain

5.2.2.1 Capital loss arising from events affecting proceeds (para 4(b)(i))

In terms of para 4(b)(i) a person will have a capital loss in the current year of assessment
equal to so much of the proceeds
¢ that the person is no longer entitled to as a result of the

» cancellation, termination or variation of any agreement,

» prescription or waiver of a claim,

» release from an obligation, or

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

Examples:

e The debtor to whom an asset has been sold is sequestrated or placed in liquidation.
e The debt is allowed to prescribe through a lack of recovery action.
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e The seller is forced to repay part of the selling price as a result of misrepresentation or
overcharging.

5.2.2.2 Capital loss arising from incurral of further expenditure (para 4(b)(ii))

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

Examples:
e Additional expenditure may be incurred after the disposal of the asset that was not
anticipated at the time of disposal of the asset.
e The asset was disposed of in a prior year, but at the time, some of the base cost
expenditure was
» unquantified in the year of disposal becomes quantified in the current year and thus
incurred in that year in terms of s 24M(2), or
» subject to a condition in the year of disposal becomes incurred in the current year
when the condition is fulfilled.

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

In terms of para 25(2) the capital gain or loss on disposal of a pre-valuation date asset must
be redetermined when any of the events listed in Table 1 under 8.19.2 occur in a year
subsequent to the year of disposal. In essence, these events cover situations where

e more proceeds are received or accrue,

e previous proceeds become irrecoverable,

o further expenditure is incurred, or

e previous expenditure is recovered or recouped.

A redetermined capital loss is treated as a capital loss under para 4(b)(iii)(aa). Where a
capital gain was previously determined or redetermined the last time para 25 was applied, it
is reversed out as a capital loss under para 4(b)(iii))(bb). The net effect of the
redetermination and reversal is thereby recognised in the current year. For the reasons
behind redetermination and examples see 8.19.2.

5.2.3 Assets disposed of before valuation date

Where an asset has been disposed of before the valuation date, and a portion of the
expenditure is incurred on or after that date, it will not constitute a capital loss in terms of
para 3(b). In terms of para 2 the Eighth Schedule only applies to disposals of assets on or
after the valuation date. The loss of proceeds from such pre-valuation date disposals by
reason of a cessation of entitlement, irrecoverability or repayment will also not constitute a
capital loss. Nevertheless, a debt arising from a pre-valuation date disposal that becomes
irrecoverable after the valuation date may give rise to a capital loss under the core rules. But
unless the loan was worth its face value on valuation date the capital loss allowable will be
something less than the face value, and would have to be determined using the TAB, market
value or 20% of proceeds methods, subject to the kink tests in paras 26 and 27 where
applicable.

Draft for Comment 51



Chapter 5 - Taxable capital gains and assessed capital losses 52

5.2.4 Disregarding of capital losses under other provisions

Certain capital losses may be disregarded in terms of Parts 1V, VII and VIII of the Eighth
Schedule (see Chapters 7, 11 and 12 respectively).

5.3 Annual exclusion
Paragraph 5

Although gains or losses in respect of most personal use assets are excluded from the CGT
system, a threshold (annual exclusion) is provided to exclude the total of smaller gains and
losses from CGT. The purpose of the annual exclusion is to reduce compliance costs,
simplify the administration of the tax and underpin the SITE system by keeping small gains
and losses out of the system.

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

Table 1 — Annual exclusion

Person Annual Comment
exclusion
R
Natural person 10 000
Natural person — in year of death 50 000 Not subject to apportionment.
Special trust 10 000 Where the beneficiary dies, the annual

exclusion will only remain available until

the earlier of:

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

e 2 years (para 82)

Deceased estate 10 000 The annual exclusion of R10 000 is
available in the year of death and each
year thereafter. It is not subject to
apportionment in the year of death.
(para 40(3))

Insolvent estate 10 000 In the year of sequestration the annual
exclusion for the person prior to
sequestration and his/her estate may
not together exceed R10 000.
Thereafter the insolvent estate will
enjoy an annual exclusion of R10 000.
(para 83(1))

Some points to note regarding the annual exclusion:

¢ It does not apply to companies, close corporations or trusts other than special trusts.

e It only applies to natural persons (individuals), special trusts and persons treated as
natural persons for the purpose of the Eighth Schedule (deceased and insolvent
estates).

e It reduces both gains and losses. If losses were not reduced it would mean that an
indefinite record of small losses of SITE taxpayers and other individuals not liable for tax
would have to be kept.

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

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

e The annual exclusion in the year of death is R50 000. The reason for the increase is that
a person is deemed to have disposed of all their assets at market value on the date of
death (para 40(1)). This could cause a bunching effect, and to alleviate any hardship the
deceased is effectively given 5 years’ worth of annual exclusions.

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

All capital gains and losses for a year of assessment are aggregated and the resultant gain
or loss in the case of a natural person and special trust is reduced by the amount of the
annual exclusion in order to arrive at a person’s aggregate capital gain or aggregate capital
loss. Capital gains required to be taken into account in the determination of the aggregate
capital gain or aggregate capital loss of a person must also be included, for example, a
capital gain of another person which is attributed to that person.

5.5 Net capital gain and assessed capital loss
Paragraphs 8 and 9

Where a person has an assessed capital loss brought forward from a previous year of
assessment this is taken into account in arriving at the net capital gain or assessed capital
loss for the current year of assessment. Where a person has an assessed capital loss for the
current year of assessment it is carried forward to the next year of assessment.

5.6 Taxable capital gain
Paragraph 10

Where a person has arrived at a net capital gain for the current year of assessment this is
multiplied by the inclusion rate applicable to that person to arrive at a taxable capital gain.
This amount is then included in the taxable income of the person in terms of s 26A for the
year of assessment and taxed at normal income tax rates applicable to that person. The
inclusion rates are set out in the table below. See also 3.8 for a more detailed list of rates
applicable to a range of entities.

Table 1 — Inclusion rates

Type of person Paragraph | Inclusion
10 rate (%)
Natural person (@) 25

The following are treated as natural persons in terms of the
paragraphs indicated:

¢ Aninsolvent estate (para 83(1))

o A deceased estate (para 40(3))

Special trust — as defined in s 1 (includes trusts for persons (a) 25
with mental iliness or serious physical disability, and
testamentary trusts for minors)

Insurer — individual policyholder fund (b)(i) 25
Insurer — untaxed policy holder fund (b)(ii) 0
Any other case, which includes a (c) 50

e company
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close corporation

company policyholder fund of an insurer
corporate fund of an insurer

trust (normal)

permanent establishment (branch).
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Chapter 6 - Disposal and acquisition of assets
PART Ill: DISPOSAL AND ACQUISITION OF ASSETS
6.1 Disposals

Paragraph 11

6.1.1 Disposal events

The disposal of an asset triggers the liability for CGT and it is, therefore, a core rule that is
fundamental to the application of CGT. It is for this reason that a wide meaning has been
given to the word ‘disposal’.*

A disposal is any

e event

e act

o forbearance,* or

e operation of law
which results in the

e creation

e variation

e transfer, or

e extinction of an asset

A disposal also includes the events set out in the table below.

Table 1 — Events giving rise to the disposal of an asset

Paragraph 11(1) | Disposal event

€) Sale, donation, expropriation, conversion, grant, cession, exchange or
any other alienation or transfer of ownership

(b) Forfeiture, termination, redemption, cancellation, surrender, discharge,
relinquishment, release, waiver, renunciation, expiry or abandonment

(c) Scrapping, loss, or destruction

(d) Vesting of an interest in an asset of a trust in a beneficiary (see para 80
and 81)

(e) Distribution of an asset by a company to a shareholder (see para 75)

N Granting, renewal, extension or exercise of an option

(9) Decrease in value of a person's interest in a company, trust or
partnership as a result of a value shifting arrangement (see 21.3)

6.1.1.1 Forbearance

According to the Shorter Oxford English Dictionary 3ed ‘forbearance’ means

‘abstinence from enforcing what is due, esp the payment of a debt’.

% The Australian approach of having a restricted list of numbered events was not followed because of
the danger that certain events may be unintentionally omitted.
%" The term was borrowed from the Value-Added Tax Act 89 of 1991.
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6.1.1.2 Conversion
No gain no loss conversions

Certain conversions, while constituting disposals, will not give rise to a capital gain or loss.

For example:

e The conversion of a company to a close corporation or vice versa in terms of s 40A or
the conversion of a co-operative to a company in terms of s 40B will not give rise to a
capital gain or loss in the shareholders’ hands in terms of para 78(2). From the corporate
entity’s perspective such conversions will also not trigger a disposal.

e The conversion of a shareholder’s interest in a share block company to an interest in a
sectional title scheme will not give rise to a capital gain or loss in terms of para 67B.

e The conversion of old mineral, mining, prospecting, exploration and production rights
held before the introduction of the Mineral and Petroleum Resources Development Act
28 of 2002 to new rights under that Act will not give rise to a capital gain or loss in terms
of para 67C (roll-over relief is granted).

Conversions dealt with in para 12

Certain conversions are dealt with in para 12. These include the conversion of
e acapital asset to trading stock (para 12(2)(c)),

¢ trading stock to a capital asset (para 12(3)),

e apersonal use asset to an asset (para 12(2)(d)), and

e an asset to a personal use asset (para 12(2)(e)).

Convertible preference shares

Where a person acquires a convertible preference share and the time and terms of
conversion are fixed up front, the view is held that no disposal will occur at the time of
conversion. The details pertaining to the preference share (date of acquisition and cost) will
simply be carried over to the ordinary share.®

Where, however, the option to convert is left to the whim of the shareholder or company, or
where the company makes a unilateral offer of conversion, the rights cannot be said to be
acquired up front because the right of conversion is either subject to a suspensive condition,
or did not exist at the time the preference share was acquired. In these cases a disposal will
be triggered at the time of conversion. In terms of para 13(1)(a)(v) the time of disposal in the
case of a conversion is the date of conversion.

Example 1 — Conversion of an asset

Facts: Muriel acquired a preference share on 1 March 2003 at a cost of R100. On 1 March
2008 the company unilaterally offered Muriel the opportunity to convert her preference share
into an ordinary share. Muriel surrendered her preference share and received an ordinary
share with a value of R150.

Result: In terms of para 13(1)(a)(v) the time of disposal in the case of the conversion of an
asset is the date on which the asset is converted. The proceeds in respect of the disposal
will be equal to the value of the ordinary share. Muriel will therefore have a capital gain of
R150 - R100 = R50. The base cost of the ordinary share will be R150. The base cost and

%8 A similar view is expressed by E Mazansky in ‘Share Conversions’ (2003) 17 Tax Planning 133,
LexisNexis Butterworths Publishers, Durban.
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proceeds are determined as an exchange transaction under the core rules. See the notes
below and under para 20 regarding exchange transactions.

Example 2 — Obligation to convert fixed up front

Facts: The facts are the same as in Example 1, but the share acquired by Muriel was a
convertible preference share subject to compulsory conversion on 1 March 2008.

Result: The conversion will not be regarded as a disposal. The base cost of the ordinary
share will be R100 and it will be regarded as having been acquired on 1 March 2003.

6.1.1.3 Creation

How does the creation of an asset result in a disposal? The concept sounds counter intuitive
but is valid®® despite suggestions to the contrary by some commentators. The confusion
seems to stem from the impression that it is the party in whose hands the asset is created
who has a disposal. This is clearly not the case because that party has acquired an asset,
not disposed of one. The concept in fact refers to the creation of an asset by one person for
the benefit of another. In creating the asset for the other person, the existing rights of the
creator are diminished and it is this diminution that represents the disposal of an asset.
Examples of the creation of an asset giving rise to a disposal include the following:

e The granting of

a lease,

a servitude,

mineral rights,

a license, or

an option.

e The undertaking of a restraint of trade.

For example, when the owner of a property grants a lease over that property, the owner
creates a contractual right in favour of the lessee. That right is an asset for CGT purposes.
The creation of this right has given rise to a disposal of part of the full right in the property
that the owner previously enjoyed. In other words, there has been a part-disposal. As can be
seen, the ‘creation’ has given rise to both an acquisition and a disposal.

VVVYY

Similarly, in the case of a restraint of trade, it is the creation of the legal right in the
restraining party’s hands that triggers the part-disposal of the right to trade freely in the
hands of the restrained party. See 24.5.

6.1.1.4 Exchange

In terms of para 11(1)(a) an exchange of an asset also constitutes a disposal. With regard to
the determination of the base cost of an asset acquired under an exchange transaction see
8.2.2. As regards the determination of proceeds in a form other than cash, see the notes on
the meaning of the word ‘amount’ in para 35 in 9.1. In some cases the corporate rules in
ss 41 — 47 provide roll-over relief for barter transactions. For example, in a share-for-share
transaction, a target company shareholder disposes of shares in a target company in
exchange for shares in an acquiring company. The target transferor is given roll-over relief
provided the requirements of s 43 are met.

The treatment of such barter transactions for CGT purposes is best explained by way of an
example.

% The concept is well recognised in Australian CGT legislation.
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Example — Exchange of an asset

Facts: Lammie purchased a piece of land in 2002 for R100 000. In 2005 he entered into an
exchange transaction with Barry, the terms of which were as follows:

¢ Lammie agreed to give Barry his land valued at R150 000 plus cash of R10 000.

¢ In exchange, Barry agreed to give Lammie his holiday home, valued at R160 000.

In 2007 Lammie sold the holiday home for R170 000.
Result: The CGT consequences for Lammie are as follows:
Land

In 2002 the land was acquired by Lammie for a base cost of R100 000 in terms of para
20(1)(a).

As a result of the ‘exchange’ with Barry, there has been a disposal of the land in terms of
para 11(1)(a). In a barter transaction, the proceeds are equal to the market value*® of the
asset received. Although Lammie received a holiday home valued at R160 000, only
R150 000 of this amount relates to the land. The remaining R10 000 relates to the cash paid
to Barry. Therefore, in 2005 Lammie will have a capital gain of R50 000 (R150 000
(proceeds) — R100 000 (base cost).

Holiday home

The base cost of the holiday home is equal to the amount of ‘expenditure’ incurred in
acquiring it in terms of para 20. This is equal to the value by which Lammie’s assets have
been reduced as a result of the transaction. Lammie gave up land valued at R150 000 plus
cash of R10 000, and so his assets decreased by R160 000. Therefore, in 2007 Lammie will
have a capital gain of R10 000 (R170 000 (proceeds) - R160 000 (base cost).

6.1.2 Non-disposal events

There are a number of specific events listed that are not treated as a disposal. These are
set out in the table below.

Table 1 — Non-disposals

Paragraph | Non-disposal event

11(2)

(@) The transfer by a person of an asset as security for a debt or by a creditor
who transfers that asset back to that person upon release of the security.

(b) The issuing or cancellation by a company of its shares and the granting of an

option by that company to acquire shares or debentures in that company.
Upon entering into a contract for the issue of shares, the company acquires
an asset in the form of a personal right to expect those shares to be taken up.
When the company issues the shares it disposes of that personal right in
exchange for proceeds equal to the issue price. More often than not the
company would not have paid anything for the personal right, resulting in a
zero base cost. As a consequence, in the absence of this provision, the
company would be subject to CGT on the full issue price. Clearly this would

9 As to the meaning of ‘amount’ see the comments on para 35.
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have severely discouraged company formation and the raising of capital
through rights issues, hence the need to exclude the issue of shares as a
disposal.

(c) The issuing by a collective investment scheme (CIS) of a participatory interest
in that CIS, and the granting of an option by that CIS to acquire a participatory
interest in that CIS.

(d) The issuing of any bond, debenture, note or other borrowing of money or
obtaining of credit.
(e) The distribution of a trust asset by a trustee to a beneficiary to the extent that

the beneficiary has a vested right to the asset. This is dealt with in more detail
in paras 80 and 81.

U] Deleted.

(9) A disposal made to correct an error in the registration of immovable property
in that person’s name in the deeds registry.

(h) The lending of any security in terms of a ‘lending arrangement’ as defined in

s 1 of the Uncertificated Securities Tax Act 31 of 1998 and the return of a
similar security to the lender within the 12 month period contemplated in that
definition.**

® The vesting of the assets of the spouse of an insolvent in the Master of the
High Court or in a trustee. In terms of s 21 of the Insolvency Act 24 of 1936,
where a person becomes insolvent the assets of the spouse of the insolvent
also vest in the Master of the High Court or a trustee, and only when it is
proved that the assets do belong to the spouse are they released to the
spouse. The vesting of the spouse's asset in the Master or trustee and the
subsequent release of the assets is not a ‘disposal’ for CGT purposes.

)] The disposal of an equity instrument contemplated in s 8C which has not yet
vested as contemplated in s 8C.** This provision ensures that duplication of
income and capital gains is avoided.

6.1.3 Non-disposals not mentioned in the Eighth Schedule

Certain non-disposals arise out of common law or from statutory provisions outside the
Eighth Schedule.

6.1.3.1 Changes in appointment of executors, curators and administrators

Assets held by trustees, executors, curators and administrators are not held for their own
benefit. The view is held that changes in appointments do not result in the disposal of the
underlying assets which are held on behalf of vested or contingent beneficiaries, heirs,
legatees, etc. A payment of an amount to a trustee to resign from his or her office and to
agree to the appointment of a new trustee is likely to fall within the ambit of para (d) of the
definition of ‘gross income’ or alternatively be a payment for the disposal of an asset.**

6.1.3.2 Company conversions under ss 40A and 40B

Where a company converts to a close corporation, or a close corporation converts to a
company, the two entities are treated as one and the same company for the purposes of the

“! paragraph 11(2)(h) was amended with effect from 22 December 2003. Previously the provision
made reference to the definition of a ‘lending arrangement’ in terms of the Stamp Duties Act 77 of
1968.

“2 paragraph 12(2)(j) inserted by Revenue Laws Amendment Act 32 of 2004, came into operation on
26 October 2004 and applies in respect of any equity instrument acquired on or after that date.
“31TC 746 (1952) 16 SATC 312 (C).
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Income Tax Act.** The same applies to a co-operative that converts to a company.*® The
Companies and Close Corporations Acts similarly provide that the company’s corporate
existence and rights remain unchanged.* It follows that conversions of this nature would not
trigger CGT in the entities concerned. A conversion under s 40A or 40B is tax neutral n the
hands of the shareholder by virtue of para 78(2).

6.1.3.3 Amalgamation of co-operatives
Section 27(5B)

Chapter VIII of the Co-operatives Act 91 of 1981 deals with a number of transactions,

including

e conversion of a company to a co-operative,

e incorporation of a co-operative as a public or private company having a share capital,

e incorporation of a co-operative as a close corporation,

e conversion of a co-operative to another type of co-operative (e.g. agricultural to a trading
co-operative),

e amalgamation of two or more co-operatives,

The first three of the above transactions are addressed in s 40B of the Income Tax Act, and

this has already been addressed in the preceding notes The latter two are dealt with in s

27(5B).

Section 27(5B) provides that where a co-operative has come into being on or after the
commencement of the Co-operatives Act, 1981 as a result of a conversion or amalgamation
in terms of Chapter VIII of that Act,

‘such co-operative and any company, co-operative or co-operatives out of which it so came into
being shall, for the purposes of assessments under this Act for the year of assessment during
which such co-operative came into being and subsequent years of assessment but subject to
such conditions as the Commissioner may impose, be deemed to be and to have been one and
the same co-operative.’

The effect of this provision is that the new co-operative will step into the shoes of the old co-
operatives and there will be no disposal of assets at the time of the amalgamation. The
provision has the effect of a roll-over for CGT purposes, and the following details will be
carried over from the previous co-operative/s to the new co-operative:

e any admissible para 20 expenditure,

¢ the dates of acquisition and incurral of that expenditure,

e any valuation determined by the previous co-operative in terms of para 29(4),

e any assessed loss or assessed capital loss.

The roll-over relief provided by s 27(5B) does not extend to shareholder level. Fortunately
the shares in a co-operative tend to have a nominal value (see notes on para 31 in 8.25.

6.1.3.4 Consolidation or subdivision of land
The consolidation or subdivision of land will not in itself give rise to a disposal, since the

owner retains all rights in the land. Subdivision is usually merely a preparatory step prior to
an actual disposal.

4 Section 40A of the Income Tax Act.

“> Section 40B of the Income Tax Act.

5 See s 29(1) and 29D of the Companies Act 61 of 1973 and s 27(5) of the Close Corporations Act
69 of 1984.

Draft for Comment 60



Chapter 6 - Disposal and acquisition of assets 61

6.2 Events treated as disposals and acquisitions
Paragraph 12
6.2.1 Disposal and reacquisition (para 12(1)

Paragraph 12 deals with a number of events that are treated as disposals for the purposes

of the Eighth Schedule. If an event described in the paragraph occurs the person will be

treated as having

e disposed of the asset for an amount received or accrued equal to the market value of the
asset at the time of the relevant event, and

e to have immediately reacquired the asset at a cost equal to that market value.

This mechanism is used in some cases to trigger a capital gain or loss and in others to

establish a base cost. For the purpose of determining the base cost of an asset in terms of

para 20(1)(a), the market value so established must be treated as expenditure actually

incurred.

Where a portion of the amount received or accrued has been included in the person’s gross
income, the provisions of para 35(3)(a) will reduce that amount in arriving at the proceeds in
respect of the deemed disposal.

In terms of para 13(1)(g) the time of the events contemplated below (except in the case of
transfers between the four funds of an insurer) is the date before the day that the event
occurs. In the case of transfers between such funds it is the date the event occurs.

Example 1 — Reduction of amount received or accrued by amounts included in income

Facts: On 1 March 2003 John bought a government bond for R100 when the prevailing
interest rate was 10%. He earned R5 in interest every six months on 31 August and 28
February. On 27 February 2004 John emigrated when prevailing interest rates were 5%.

Result: As a result of the decline in interest rates the market value of the bond has
increased. The market value of his instrument including the accrued interest is R125 (R120
capital plus R5 accrued interest). The proceeds will be the amount received or accrued of
R125 (para 12(1)) less the interest of R5 (para 35(3)(a) = R120 and the capital gain will be
R120 — R100 = R20.

6.2.2 Events treated as disposals (para 12(2))

The table below sets out the events that are treated as a disposal and immediate
reacquisition.

Table 1 — Events treated as disposals — para 12(2)

Para | Event treated as disposal | Comment
12(2)
(a) A person ceases to be The word ‘resident’ is defined in s 1.
resident. Individuals cease to be resident when they
This is applicable to all e cease to be ordinarily resident, or
assets, except e are not ordinarily resident, and cease to be
(i) e immovable property in physically present in SA for the number of days
SA or any right or specified in the definition of a resident’.
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(ii)

(iii)

interest in such property
(para 2(1)(b)());

any asset attributable to
a permanent
establishment (PE) in
SA (para 2(1)(b)(ii))

any qualifying equity
share contemplated in
s 8B, which was
granted to that person
less than 5 years before
the date on which that
person ceases to be a
resident,

any equity instrument
contemplated in s 8C,
which  had not yet
vested as contemplated
in that section at the
time that the person
ceases to be a
resident.”’

Companies cease to be resident when

e they are not incorporated, established or formed in
SA, and

¢ their place of effective management changes to a
country outside SA.

DTA'’s have rules on residence which in certain

circumstances override domestic law. A person may

therefore be resident under domestic law but non-

resident for DTA purposes. 48

In the case of s 8B & 8C instruments, the intention is

not to trigger an early capital gain, but rather to

ensure that the entire gain up to the date of vesting is

taxed on revenue account. From a tax jurisdiction

viewpoint a person who ceases to be a resident

should remain subject to SA taxation after exit on any

s 8A or 8C gain that arises at the date of vesting as

the revenue gain relates to SA source services.

(b)

An asset of a person who is
not a resident that

becomes an asset of
the person’s PE in SA
other than by
acquisition, or

ceases to be an asset
of the person’s PE in
SA other than by a
disposal ito para 11.

For example, the person brings an asset he or she
owns in another country to SA for purposes of the PE.

For example, the person withdraws the asset from the
PE for personal or other use.

()

Non-trading stock that
becomes trading stock.*

In terms of s 22(3)(a)(ii) the person will be treated as
having acquired the trading stock at market value for
ordinary income tax purposes. For CGT purposes the
person is treated as having disposed of the asset at
market value which brings symmetry to the
transaction

(d)

A personal use asset that
becomes a non-personal
use asset (excludes
disposals ito para 11)

For example, a personal use asset that becomes a
capital asset used in a trade of a person.

(e)

A non-personal use asset
that becomes a personal-
use asset.

For example, a capital asset used in a person’s trade
that becomes a personal use asset.

()

An asset transferred by an
insurer from one fund to
another ito s 29A(4).

The activities of insurers are treated as being
conducted in four separate funds for income tax
purposes. Transfers of assets by insurers between
these funds are treated as disposals at market value.

" Paragraph 12(2)(a)(ii) and (iii) were inserted by Act 32 of 2004 and apply in respect of any person
who ceases to be a resident on or after 26 October 2004.

“8 The definition of ‘resident’ in s 1 excludes any person who is deemed to be exclusively a resident of
another country in terms of a double taxation agreement.

9 See, for example, Natal Estates Ltd v SIR 1975 (4) SA 177 (A), 37 SATC 193.

Draft for Comment

62




Chapter 6 - Disposal and acquisition of assets 63

Subparagraphs (3) and (4) establish the base cost of certain assets under certain
circumstances.

6.2.3 Trading stock ceasing to be trading stock (para 12(3))

Subparagraph (3) deals with the situation where trading stock of a person ceases to be

trading stock of that person, otherwise than by way of disposal in terms of para 11. In such a

case that person will be treated as having

e disposed of that trading stock on the day before it ceased to be trading stock,

o disposed of it for a consideration equal to the amount included in that person’s income in
terms of s 22(8), and

¢ immediately reacquired those assets for a cost equal to that amount.

Section 22(8) deems the cost of trading stock which ceases to be trading stock to have
been recovered in a variety of circumstances which can be divided into two categories—

¢ conventional disposals (dealt with in terms of para 11)

e changes in usage (dealt with in terms of para 12(3))

Conventional disposals of trading stock
Since the conventional disposals are catered for in terms of para 11 and the core rules,
there is no need to deal with them in para 12. The treatment of such disposals is

summarised in the table below.

Table 2 - Conventional disposals of trading stock (para 11)

Type of disposal

Value included in
income in terms of
s 22(8)

Base cost of
acquiror

Donation

Market value

Market value — para
38

Disposal other than in the ordinary course of
trade, for a consideration less than the
market value

Market value

Market value — para
38

Distribution by a company in specie,

including

e adividend

¢ liquidation dividend

e total or partial reduction of capital
(including any share premium)

e redemption of redeemable preference
shares, or

e an acquisition of shares in terms of s 85
of the Companies Act 61 of 1973

Market value

Market value — para
38 or 76(3)

Changes in usage of trading stock

In some cases trading stock ceases to be trading stock without a conventional disposal in
terms of para 11. Typically such cases merely involve a change of usage. Examples of such

changes in usage include

e personal consumption,

e personal use, and

e use of trading stock as capital assets.
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Paragraph 12(3) mirrors the treatment afforded to such assets in terms of s 22(8) by giving
them a base cost equal to the amount included in income. The person owning that trading
stock is treated as having a base cost equal to the values listed in the table below.

Table 3 — Changes in usage of trading stock (para 12(3))

Type of use Amount to be included in income in terms
of s 22(8) / Amount treated as base cost
in hands of acquiror

Private or domestic use or consumption e Cost, less any provision for
obsolescence, or

e Where the cost price cannot be readily
determined, the market value

Application for any other purpose other than | Market value
the disposal thereof in the ordinary course of
trade

Assets which cease to be held as trading Market value
stock

Sight should, of course, not be lost of the following dictum of Centlivres CJ in CIR v
Richmond Estates (Pty) Ltd:>

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

6.2.4 Persons becoming residents (para 12(4))

A person who becomes a resident of the Republic is treated as having disposed of all

assets, other than those mentioned below, on the day before becoming a resident and to

have acquired the assets at market value. The assets not treated as having been disposed

of and reacquired are

e any immovable property or an interest or right in immovable property situated in the
Republic;

e an asset of a permanent establishment through which that person carries on a trade in
the Republic during the year of assessment.

Where on the disposal of an asset contemplated in subpara (4) both the base cost in respect
of that asset and the proceeds are less than the market value, the provisions of para 24
apply (see 8.18).

6.2.5 Reduction or discharge of debt without full consideration (para 12(5))
6.2.5.1 Introduction (para 12(5)(a))

Subparagraph (5) deals with the situation where a debt owed by a person to a creditor has

been reduced or discharged by that creditor

e for no consideration, or

e for a consideration which is less than the amount by which the face value of the debt has
been so reduced or discharged.

%0 1956 (1) SA 602 (A), 20 SATC 355 at 361.
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The purpose of para 12(5) is to ensure that where a debtor is relieved of the obligation to
pay any portion of the amount owing, that debtor will be subject to CGT on a capital gain
equal to the amount discharged. Such reductions may result from donations or offers of
compromise.

Another objective of para 12(5) is to provide symmetry in the tax system by ensuring that
there is a matching of gains and losses. In the absence of para 12(5), creditors would be
able to claim losses, whilst debtors would not be taxed on the corresponding gains.

6.2.5.2 Meaning of ‘debt owed’ and interest debts

The words ‘debt owed’ as used in para 12(5) refer to amounts in respect of which there is an
unconditional liability to pay. This would, of course include debts incurred which are not yet
due and payable.

In determining the portion of an interest debt that has been incurred, regard must be had to
the provisions of s 24J(2). In terms of s 24J interest is deemed to accrue from day to day
over the period of the loan on a yield to maturity basis. Section 24J applies for the purpose
of the Act as a whole and any interest debt must therefore be regarded as being incurred in
the same manner. Section 24J overrides the rule laid down in Cactus Investments (Pty) Ltd v
CIR® where it was held that a lender of money becomes entitled to the right to receive
interest on a stipulated future date as soon as the funds have been made available to the
borrower, unless the parties agree on some other date.

Example 2 — Incurral of interest debt and s 24J

Facts: On 1 January 2003, Alpha Ltd lent R350 000 to Beta Ltd, repayable after three years
on 31 December 2005. A bullet payment of interest of R150 000 is payable at the end of the
loan term.

On 1 January 2004, Alpha and Beta agree that Beta will, in fulfilment of Beta's obligation to
pay the interest of R150 000 on 31 December 2005, immediately pay Alpha an amount of
R50 000 of interest together with the capital of R350 000. As a result, there will no longer be
a bullet interest payment at 31 December 2005. At the date of payment of the R50 000,
interest of R44 187 had been incurred in terms of s 24J(2).

Result: Paragraph 12(5) will not apply to this transaction, since
¢ at the date of discharge only R44 187 of the debt had been incurred in terms of s 24J,
and

¢ that debt was discharged for an amount of R50 000.

6.2.5.3 The creditor’s capital loss

Paragraph 12(5) only deals with the debtor and does not address the CGT consequences for
the creditor. Any loss to which the creditor may be entitled must be determined under the
core rules. Losses on disposal of claims owed by connected persons are addressed
specifically in para 56. The general rule in para 56(1) is that capital losses on claims owed
by connected persons must be disregarded. However, where the debtor is subject to CGT
on the corresponding capital gain in terms of para 12(5), the creditor will be entitled to the
capital loss (para 56(2)(a)). Where the creditor and debtor are connected persons the capital
loss will not be clogged (para 56 applies despite para 39).

® Cactus Investments (Pty) Ltd v CIR 1999 (1) SA 315 (SCA), 61 SATC 43.
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Regarding the determination of the capital loss on disposal of a loan see 24.4. In the case of
a pre-valuation date loan it will be necessary to determine the valuation date value of the
loan on the basis of TAB, market value or 20% of proceeds, and it follows that only the
portion of the overall loss that relates to the post-CGT period will be allowable. It is therefore
unlikely that the creditor will be entitled to the full face value of the loan as a capital loss.
This would only happen where the market value method is adopted and the market value of
the loan was equal to its face value on valuation date. Where an executor waives a debt
owed to the deceased in accordance with the last will and testament, the deceased estate is
treated as having disposed of the debt at its base cost in terms of para 40(2)(a) — see 15.1.
This means that despite the fact that the debtor will be subject to tax on a capital gain in
terms of para 12(5), the deceased estate will not be entitled to a corresponding capital loss.

6.2.5.4 Treatment of the debtor where para 12(5) applies

Were it not for para 12(5), the discharge of a debt by a creditor would have no CGT
implications for the debtor. After all, the debt owed is a liability, not an asset, and without an
asset CGT cannot be imposed. In order to subject the debtor to CGT, para 12(5)(b) creates
four things in the hands of the debtor.
e Asset: The debtor is deemed to have acquired a claim to the debt reduced or
discharged.
e Base cost: The base cost of the asset is deemed to be nil.
e Proceeds: The proceeds are determined as follows:
» If the debtor paid nothing — the amount discharged or reduced.
» If the debtor paid something — the difference between the amount paid and the
amount discharged or reduced.
¢ Disposal: The claim acquired by the debtor is deemed to be disposed of.
In other words, the debtor will have a capital gain equal to the amount of the debt that has
been discharged or reduced less any amount paid to the creditor.

This treatment is consistent with that of the core rules in respect of the reacquisition of a
person’s own debt.

6.2.5.5 TAB not permissible for the debtor

The debtor will acquire the creditor’s claim when the creditor waives it. Since the acquisition
of the debt can only occur on or after the valuation date when para 12(5) became effective,
the debt so acquired is a post-valuation date asset. It follows that TAB cannot be applied to
reduce the capital gain, where the debt arose before valuation date. The result is that the
treatment of debtor and creditor is not symmetrical — the creditor’s loss is subject to time-
apportionment but the debtor’s gain is not.

6.2.5.6 Discharge for more than consideration received

This provision applies where a debt owed by a person to a creditor has been reduced or
discharged by that creditor for a consideration which is less than the amount by which the
face value of the debt has been so reduced or discharged. For example, assume that a
debtor owes a creditor R100. The provision would apply where the debtor paid the creditor
R10 but the creditor reduced the debt by R20.

The provision also applies regardless of whether the consideration given by the debtor is
market related. For example, the debtor may offer to pay the creditor a lesser sum in full and
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final settlement in exchange for an early discharge of the debt. The word ‘consideration’ has
been held to mean the quid pro quo given under a reciprocal obligation.>

Where, for example, a company repays debentures by issuing its own shares, the debenture
holders will have received consideration as long as the market value of the shares equals or
exceeds the face value of the debentures. The fact that the transaction is executed by book
entry will not alter this fact, although this may have well result in a recoupment in the
company’s hands in terms of s 8(4)(m) or 20(1)(a)(ii).>®

Example 3 — Discounting of debt

Facts: Andrew owes Duncan R100 payable in 5 years’ time. Duncan agrees to accept R70
on condition that Andrew settles the debt after 1 year. Had Duncan discounted the debt with
a bank he would have received R70.

Result: Andrew has discharged the debt for less than its face value, thereby triggering a
capital gain in his hands in terms of para 12(5). The fact that a market related consideration
was paid does not prevent this. R30 will therefore be treated as a capital gain in Andrew’s
hands. Duncan will have a capital loss of R30 (proceeds R70 less base cost R100).

Example 4 — Debt cancellation

Facts: Ecks Ltd borrows R10 million from its controlling shareholder, Expert Ltd to finance
non-deductible expenditure. Prior to Ecks Ltd’s listing, Ecks Ltd repays R4 million and Expert
Ltd cancels the remainder of the debt in order to improve Ecks Ltd’s balance sheet.

Result: Ecks Ltd is treated as having acquired R6 million of its own debt for no consideration
and of having disposed of the debt for R6 million. The capital gain on this transaction is
therefore R6 million. In terms of SARS’ practice the company’s assessed loss will not be
reduced in terms of s20(1)(a)(i) as the loan was not used to finance deductible
expenditure.>

Example 5 — Discharge from obligation for consideration less than face value of debt

Facts: On 1 March 2002 Ecks Ltd issues 10 000 debentures of R10 000 each, bearing an
annual interest of 12%, expiring in 10 years’ time. In 2004, interest rates have increased
significantly and each R10000 note is selling in the market for R8 000. Ecks Ltd
repurchases half the issued debt in the open market.

Result: As soon as it holds its own debt, the debt is automatically extinguished by way of
merger. At that time it realises proceeds of R50 million, being the release from an obligation
as a result of a disposal of the debt it purchased, less R40 million, being the cost of acquiring
the debt. Put differently, the face value of the debt acquired was R50 million. The amount
given as consideration for the discharge of that debt was R40 million. Despite the fact that
the consideration was market related, the capital gain on this transaction is R10 million.

6.2.5.7 Debts denominated in foreign currency

See para 43(5A) and the commentary thereon in 19.2

%2 Ogus v SIR 1978 (3) SA 67 (T), 40 SATC 100 at 109.

%3 CIR v Datakor Engineering (Pty) Ltd [1998] 4 All SA 414 (A), 60 SATC 503.

% See R Stretch, J Silke and The Hon Mr Justice Zulman Income Tax Practice Manual (CD ROM
version: August 2004) Butterworth Publishers (Pty) Ltd, Durban ‘Losses — Insolvency — Compromise’
in para 3. (3) at A - 547.
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6.2.5.8 Debts not discharged by the creditor

For para 12(5) to apply the debt owed must be reduced or discharged by the creditor. In a
discharge of debt, a creditor will more often than not be a party to the discharge, albeit
indirectly, or through an act of omission. The fact that a debt is discharged by operation of
law does not necessarily mean that the creditor has not taken an action to discharge a debt.
For example, in ITC 1387% and ITC 1448% it was held that the act of adiation was a
donation even though what followed was by operation of law in terms of s 37 of the
Administration of Estates Act.

6.2.5.9 Deregistration and voluntary liquidation

A company liable to CGT in terms of para 12(5) cannot escape the consequences of the
provision through deregistration, since it cannot be deregistered before its directors have
submitted a written statement confirming that it has no assets or liabilities.’” In the case of a
voluntary liquidation, the company must settle all its debts within twelve months.*® Clearly if
the company in question is unable to pay its debts and the creditor forgives the debt in order
to facilitate the deregistration or liquidation process, para 12(5) will apply.

6.2.5.10 Debts discharged through prescription

A debt that is allowed to prescribe through the effluxion of time falls within para 12(5). The
failure to enforce payment of a debt is regarded as an act of omission by the creditor.

6.2.5.11  Gains otherwise accounted for (para 12(5)(a))
Where the amount discharged or reduced has been otherwise accounted for under the
provisions of the Act set out in the table below, para 12(5) will not apply. The purpose is to

avoid double taxation.

Table 4 — Other provisions under which discharge of debt accounted for

Provision Treatment of reduction or discharge

Paragraph 3(b)(ii) Capital gain

Section 8(4)(m)*° Recoupment

Section 20(1)(a)(ii) Reduction of assessed loss by compromise benefit
Paragraph 20(3) Reduction of base cost

Regarding para 20(3), where an asset has been purchased on credit, one needs to bear in
mind that there are two sides to the transaction — the asset and the liability. If double taxation
is to be avoided, regard must be had to both these sides. For example, assume an asset is
purchased for R100 on credit, and that the creditor subsequently reduces the purchase price
by R20. The reduction in the base cost of the asset will increase any future capital gain on its

%5 (1984) 46 SATC 121 (T).

°%(1988) 51 SATC 58 (C).

*" Section 73(5) of the Companies Act, or in the case of a close corporation, in terms of s 26(2) of the
Close Corporations Act.

%8 Section 350(1)(b) of the Companies Act.

% The reference to s 8(4)(m) was inserted by Act 45 of 2003 with effect from 22 December 2003.
Where cases involving s 8(4)(m) arise prior to this date, the provisions of the principal Act must be
applied in the first instance, and para 12(5) must be applied to any excess. If a Schedule is in clear
conflict with a section of the principal Act, the latter prevails. See commentary in 4.4. Clearly both
provisions cannot be applied, for there is a necessary implication in a taxing statute against double
taxation. See CIR v Delfos 1933 AD 242, 6 SATC 92 at 112.
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disposal. If the decrease in the liability were also to be treated as a capital gain, double
taxation would result.

Example 6 — Reduction in base cost as a result of purchase price reduction (para
20(3))

Facts: Duncan sells Andrew his 10,4 m yacht for R500 000. Andrew agrees to pay the
purchase price in five equal annual instalments. In year 5 Duncan generously decides to
reduce the purchase price by R50 000.

Result: Since this would constitute a reduction in the base cost of the asset in terms of para
20(3)(b). Andrew will not again be subjected to CGT on the gain arising from the discharge
of his debt in terms of para 12(5).

Example 7 — Reduction in purchase price after disposal (para 3(b)(ii))

Facts: The facts are the same as in example 1, but this time Andrew has been unable to
comply with the payment terms. After 5 years he sells the yacht still owing Duncan R100 000
which is due and payable at that time. In the sixth year Duncan gives him a discount on the
purchase price of R50 000.

Result: The amount of R50 000 constitutes a capital gain in terms of para 3(b)(ii) and so will
not again be subjected to CGT in terms of para 12(5).

Example 8 — Assessed loss reduced by compromise benefit (s 20(1)(a)(ii))

Facts: Robin (Pty) Ltd purchased trading stock from John for R20 000 on credit. The
company subsequently fell on hard times and was unable to settle the amount it owed to
John. In order to avoid costly legal proceedings the company entered into a compromise in
terms of which it paid John R5 000 in full and final settlement. At the end of the relevant year
of assessment the company had an assessed loss of R100 000 which was reduced by the
amount compromised (R15 000) in terms of s 20(1)(a)(ii).

Result: The amount of R15 000 will not constitute a capital gain in terms of para 12(5).

6.2.5.12 Disposal of assets between spouses

The provisions of para 67 (transfer between spouses) take precedence over para 12(5).

Example 9 — Release of debt between spouses

Facts: Gordon and Jean are married out of community of property. Gordon borrowed R100
000 from Jean to buy a yacht. Jean subsequently told Gordon that he need not repay her.

Result: In terms of para 67(1)(a) Jean is deemed to have disposed of the loan at no gain no
loss. Gordon is deemed in terms of para 67(1)(b)(ii) to have acquired the debt for an amount
equal to the expenditure incurred by Jean (R100 000). As soon as Jean disposes of the loan
to Gordon there is an extinction of the amount owed by Gordon because of merger. In terms
of para 35(1)(a) the amount by which Gordon's liability has been reduced or discharged
comprises proceeds. Since para 12(5) is subject to para 67, para 12(5) does not apply.
There is therefore no gain no loss in Gordon's hands. The treatment under para 67 is
summarized below.
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Jean

Jean’s asset = Loan to Gordon
Base cost of loan (para 20(1)(a)) R100 000
The asset is deemed to be disposed of for no gain no loss in terms of para 67(1)(a).

Gordon

Liability — amount owed to Jean (R100 000)
Jean waived the liability, but para 12(5) does not apply as it is ‘subject to’ para 67.
Gordon acquires an asset — the amount owed by him.
Base cost of asset (para 67(1)(b)(ii)) = Jean’s expenditure) R100 000
Asset is disposed of by merger.
Proceeds in terms of para 35(1)(a) — amount by which

Gordon'’s liability has been discharged R100 000
No gain no loss.

6.2.5.13 Loans to trusts discharged by donation

Taxpayers have for many years taken advantage of the annual donations tax exemption of
R30 000 (previously R25 000) to donate amounts to their trusts. In this way estate duty is
avoided on the death of the donor. Where the trust is indebted to the donor such donations
can have CGT consequences. The issue is discussed in some depth in the example below.

Example 10 — Sale of asset to trust and subsequent forgiveness of debt

Facts: Some years ago Bob sold a property to The Bob Family Trust at market value of
R500 000. The transaction was funded by a loan from Bob. The purpose of the transaction
was to peg the value of his estate for estate duty purposes. In order to reduce the value of
his loan that will eventually be included as an asset in his estate upon his death he has been
donating R30 000 each year to his trust, which in turn uses the donation to repay his loan
account. In terms of para 12(5) the cancellation of debt triggers a capital gain. Will the
annual R30 000 reduction in Bob’s loan account in the trust trigger a capital gain in the trust?
Or is this simply the repayment of a loan by the trust?

Result: The cancellation of part of the trust debt will give rise to a capital gain in the trust in
terms of para 12(5). Whether the reduction in the loan account constitutes a cancellation of
debt will depend on how the transaction is structured. Some commentators have suggested
that no gain will arise if cash of R30 000 were donated to the trust as this would not amount
to the cancellation of debt. It is submitted that this strategy is not without its risks. Our courts
have not always taken kindly to cheque swopping antics as the taxpayer in ITC 1583%
discovered to his cost. The taxpayer in that case, an attorney who practised in partnership,
withdrew funds from his practice in order to repay his bond which had been used to
purchase his residence. He then immediately increased the bond and paid the money back
into his practice. The objective of the transaction was to change the purpose of the
borrowing in order to make the interest deductible. The court disregarded the transaction
holding that it had merely been carried out to secure a fiscal advantage. The taxpayer in ITC

% The exemption is granted in terms of s 56(2)(b). The amount of R30 000 was substituted for

R25 000 by s 24 of the Taxation Laws Amendment Act 30 of 2002, and applies to any donation made
on or after 1 March 2002.

61 (1993) 57 SATC 58 (C).
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1690,% a case virtually identical to ITC 1583, shared the same fate. If a trust has no need for
the cash why donate cash to the trust? The transaction can only have a tax motive. In some
overseas jurisdictions the exchange of cheques has been found to be acceptable. See, for
example the United Kingdom case of Macniven (Her Majestry's Inspector of Taxes) v
Westmoreland Investments Limited®® and the Australian case of Richard Walter (Pty) Limited
v FC of T.%* It may well be that these cases can be distinguished on the grounds that they
had a bona fide business purpose.

Regardless of whether a cash swopping transaction circumvents para 12(5), a taxpayer
donating cash in this manner will have to have a paper trail to support the transaction.

Should a gain be triggered in the trust, there is some consolation for Bob in that para 56(2)
allows him to claim a capital loss in his hands in respect of the debt disposed of. The loss is
not clogged (ring-fenced), since para 56(2) applies despite para 39.

Some commentators have questioned whether it is necessary for cash to change hands.
The argument goes something like this: If the donor undertakes to pay the trust R30 000
then the trust acquires an asset (the right to claim payment from the donor). On the other
hand, the trust has an obligation to repay the original loan. Thus there are two loans in the
trust — a debit loan of R30 000 (an asset) and a credit loan of R500 000 (a liability). The two
loans can be set off and this would not give rise to a capital gain.

A donation where property is not yet delivered is referred to as an executory contract of
donation. Certain legal formalities set out in s 5 of the General Law Amendment Act 50 of
1956 need to be complied with for such a donation to be valid.

Section 5 of the General Law Amendment Act provides as follows:

‘No donation concluded after the commencement of this Act shall be invalid merely by reason
of the fact that it is not registered or notarially executed: Provided that no executory contract of
donation entered into after the commencement of this Act shall be valid unless the terms
thereof are embodied in a written document signed by the donor or by a person acting on his
written authority granted by him in the presence of two witnesses.’

What this means is that where delivery has not yet taken place and there is merely a
promise to donate (a contract) there will not be a valid donation unless the matter is reduced
to writing and the contract is signed by the donor. In terms of common law a donation will
only take effect when it is accepted by the donee — this would, for example, be on the date of
signature by the donee.

Such a ‘promise to donate’ may amount to nothing more than a disguised cancellation of
debt. The substance of the transaction may be one of debt forgiveness. See cases such as
Relier (Pty) Ltd v CIR,*® Erf 3183/1 Ladysmith (Pty) Ltd and Another v CIR®®, where our
courts have looked at the true intention of the parties.

6.2.5.14 Loan bequests

It is not uncommon for parents to lend their children money. Upon death, more often than
not, the parent will simply bequeath the debt to the child and the debt will be cancelled. Prior
to the Revenue Laws Amendment Act 74 of 2002, some commentators expressed doubts as

62(1999) 62 SATC 497 (G).

63 [2001] UKHL 6; [2001] 1 All ER 865.

64 (1996) 33 ATR 97 at 107.

6% 1997 (5) JTLR 119 (SCA), 60 SATC 1.
% 1996 (3) SA 942 (A), 58 SATC 229.
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to whether the action on the part of the deceased parent would trigger CGT in the heir's
hands under para 12(5). Their argument was that para 40 deems the heir or legatee to have
acquired his or her assets at market value, and that this provision should take precedence.
On the face of it para 40 was in conflict with para 12(5), which deems the debt to be
acquired for a base cost of nil. Paragraph 40 is now subject to para 12(5) which means that
para 12(5) must take precedence. The discharge of a debt in this manner will therefore
trigger a capital gain in the heir's hands in terms of para 12(5). It has been suggested that a
way round this problem would be for the parent to leave cash or other assets to the heir,
which could be used by the heir to repay the debt due. Whether such a strategy would
succeed will depend on the facts of each case. No doubt the intention of the parties
regarding repayment during the deceased’s lifetime will be a relevant factor. A loan made
without any expectation of repayment may be regarded as a donation in disguise.

6.2.5.15 Amount owed by dormant company
The position before 22 December 2003

It frequently happens, for example, that a holding company wishes to deregister a dormant
subsidiary. The subsidiary owes the holding company an amount on loan account and has
no assets with which to settle the debt. Before a company can be deregistered, it must have
no assets or liabilities. Prior to the advent of CGT the holding company would simply have
waived the indebtedness and proceeded with the deregistration. The question has been
asked how the subsidiary can be deregistered without triggering a capital gain in its hands.
The short answer is that there is no obvious solution to this problem. Repaying the debt by
issuing additional shares to the holding company cannot be justified unless the shares are
issued at market value. And donating cash to the subsidiary will simply be a disguised
waiver of debt. Both these ploys are likely to fall foul of s 103 or be regarded as sham
transactions.

There is, however, some consolation for the holding company, in that it may be able to claim
a capital loss. The loss will not be clogged since para 56(2) permits the loss despite the
clogged loss rule in para 39. The extent of the loss may be limited if the loan was incurred
prior to valuation date. In that case the holding company would have to determine the
valuation date value of the loan using TAB or market value.

Example 11 — Dormant company owing an amount to its shareholder prior to
deregistration

Facts: Burnout (Pty) Ltd is a dormant company wholly owned by Marisa. Marisa wishes to
deregister Burnout. The company’s balance sheet reads as follows:

Capital employed R

Share capital 100

Amount owed to Marisa 100 000
100 100

Employment of capital
Accumulated loss 100100

Prior to deregistration Marisa waived the debt owed to her by Burnout. In terms of para 12(5)
the waiver of the loan triggered CGT in Burnout of R100 000 x 15% = R15 000 in terms of
para 12(5). Marisa agreed to donate an amount of R15 000 to Burnout in order that it could
settle the CGT debt of R15 000.

Draft for Comment 72




Chapter 6 - Disposal and acquisition of assets 73

Result: The view is held that the donation of the R15 000 to settle the CGT liability will not
give rise to a further CGT liability since Burnout would not be indebted to Marisa in respect
of the donation received.

Assuming that the debt due by Burnout arose after valuation date, Marisa will claim a capital
loss of R100 000 which she can set off against other capital gains arising from transactions
with third parties.

If Marisa were to sell the company for R100 (its market value) to a third party, there would be
no CGT consequences for Burnout under para 12(5), since from its perspective it still owes
R100 000, only now to the third party acquirer of its shares and loan instead of Marisa.
There are, however, commercial risks for the third party in purchasing a dormant company
as it may contain hidden liabilities. There will also be CGT consequences for the purchaser
when the loan acquired at a discount is repaid.

6.2.5.16 The issue of overvalued shares scheme

Some advisors have suggested that the problems outlined in the above example could be
overcome if Burnout were to issue 100 000 shares of R1 each to Marisa at par. They
contend that once Burnout has been deregistered, Marisa could claim the cost of the shares
as a capital loss. Such a scheme is open to attack as a sham transaction because Marisa
would be paying R100 000 for shares that were worthless. Such a transaction is no more
than a thinly disguised attempt at recharacterising the loss of the loan as a loss of a share
investment. The scheme would in any event not work in the above example because the
consideration given in discharge of the loan (the market value of the shares) is less than the
face value of the loan.

6.2.5.17  Amounts owing between group companies

As a result of the problems described above, para 12(5) was amended with effect from 22
December 2003 to provide relief to companies that are members of the same group of
companies.®’ This amendment does not, however, address the situation where an individual
or a trust holds the shares and loan account of a dormant company.

Reason for the amendment

Paragraph 12(5) has resulted in companies that owe money to other group companies not
being deregistered or liquidated because of the potential tax consequence and this results in
additional cost to groups of companies. It also unnecessarily increases the number of
companies on register.

The relief for group companies

To alleviate the problem described above the provisions of para 12(5) do not apply where
the debtor and creditor are part of the same ‘group of companies’. The term ‘group of
companies’ is defined in s 1 and essentially refers to a group where the controlling company
directly or indirectly holds at least 75% of the equity share capital of a controlled group
company.

%7 This amendment came into operation on 22 December 2003 and applies in respect of any reduction
or discharge on or after that date.
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The impact on the creditor

In terms of para 56(1) the creditor company will not be able to claim a capital loss in respect
of the cancellation or discharge of the debt owed to it (unless para 56(2)(b) or (c) applies).
Had para 12(5) resulted in a capital gain in the hands of the debtor, the creditor would have
been entitled to a capital loss in terms of para 56(2)(a). However, since the capital gain will
not arise, para 56(2)(a) does not apply and para 56(1) results in the loss being denied. This
provides a symmetrical treatment of both debtor and creditor.

Exceptions to the exclusion of group companies rule

There are two exceptions to the general rule that para 12(5) does not apply to groups of
companies. These exceptions only apply when the transactions are part of a scheme to
avoid any tax that would otherwise have arisen under para 12(5).

The two circumstances are as follows:

Debt acquired from non-member of group

The provisions of para 12(5) will apply where the debt (or any substituted debt) was acquired
directly or indirectly from a person who is not a member of the group of companies.

Example 12 — Debt acquired from non-member of group of companies

Facts: Holdco owns all the shares in Subco. In 2003 Subco owed R100 000 to Propco.
Propco is not a member of the Holdco group of companies. As part of a tax avoidance
scheme Holdco purchased Subco’s debt from Propco for R60 000 and thereafter waived its
right to claim the debt from Subco.

Result: Holdco will have a capital loss of R60 000 in terms of para 56 while Subco will have
a capital gain of R100 000 in terms of para 12(5).

The company becomes a member of the group of companies after the debt arose.

The provisions of para 12(5) will apply where that person or another person became
members of that group of companies after that debt (or any substituted debt) arose.

Example 13 — Debtor and creditor subsequently become part of the group

Facts: Alpha lent Beta R100 000 at a time when the two companies were unrelated. A year
later, as part of a tax avoidance scheme, Alpha purchased all the shares in Beta and
subsequently waived its right to claim the debt.

Result: In this case para 12(5) will apply, and Beta will be subject to CGT on the debt waived
of R100 000.

Example 14 — Unrelated creditor of group company joins group of companies

Facts: Holdco owns all the shares in Subco. In 2003 Subco owed R100 000 to Propco.
Propco is not a member of the Holdco group of companies. It subsequently emerged that
Subco was in financial difficulties and was unable to repay Propco. Propco was considering
writing off the loan, but could not make use of the resulting capital loss as it had no other
capital gains, and did not foresee having any for some years. The write off would have had
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adverse CGT consequences for Subco as it would have triggered a capital gain of R100 000
in its hands. In order to avoid the CGT in Subco’s hands, Holdco purchased the shares of
Propco after which Propco wrote off the debt of Subco.

Result: The relief from the operation of para 12(5) does not apply and Propco will have a
capital loss of R100 000 and Subco will have a capital gain of the same amount.

6.3 Time of disposal and acquisition
Paragraph 13
6.3.1 Introduction

The time of disposal is an important core rule as it dictates when a capital gain or capital loss
must be brought to account. It also provides the corresponding date of acquisition by the

acquirer of an asset.

Paragraph 13 contains three categories of timing rules covering

e disposals involving a change of ownership effected or to be effected because of an
event, act, forbearance or by operation of law (para 13(1)(a)(i) — (ix)),

e disposals arising from specific events (para 13(1)(b) — (g)), and

e acquisition of assets (para 13 (2)).

The first two are summarised in the table below:

Table 1 — Time of Disposal

Paragraph | Type of disposal Time of disposal
13(1)
(@) Disposal of an asset by means of a
change of ownership effected or to
be effected from one person to
another because of an event, act,
forbearance or by operation of law
0] Agreement subject to a suspensive Date on which condition satisfied
condition (see below for meaning of
‘suspensive condition’)
(ii) Agreement not subject to a Date of conclusion of agreement
suspensive condition
(i) Donation of an asset Date of compliance with all legal
requirements for a valid donation
(iv) Expropriation of an asset Date on which the person receives the
full compensation agreed to or finally
determined by a competent tribunal or
court
(V) Conversion of an asset Date on which that asset is converted
(vi) Granting, renewal or extension of an | Date on which the option is granted,
option renewed or extended
(vii) Exercise of an option Date on which the option is exercised
(viii) Termination of an option granted by | Date on which that option terminates
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a company to a person to acquire a
share, participatory interest®® or
debenture of that company

(ix) Any other case Date of change of ownership
(b) Extinction of an asset including by Date of the extinction of the asset
way of forfeiture, termination,
redemption, cancellation, surrender,
discharge, relinquishment, release,
waiver, renunciation, expiry or
abandonment
(© Scrapping, loss or destruction of an Date
asset (i) when the full compensation in
respect of that scrapping, loss or
destruction is received; or
(i)  if no compensation is payable,
the later of the date when the
scrapping, loss or destruction is
discovered or the date on which it is
established that no compensation will
be payable
(d) Vesting of an interest in an asset of Date on which that interest vests
a trust in a beneficiary
(e) Distribution of an asset by a Date on which that asset is so
company to a shareholder distributed as contemplated in para 75
() Decrease of a person's interestina | Date on which the value of that
company, trust or partnership as a person's interest decreases
result of a value shifting
arrangement,
(9)() The following events referred to in Date immediately before the day that
para 12: the event occurs
(2)(a) person ceasing to be a
resident
(b) asset of a non-resident becoming
or ceasing to become part of a
permanent establishment
(c) asset becoming trading stock
(d) asset ceasing to be a personal
use asset
(e) asset becoming a personal use
asset
12(3) asset ceasing to be trading
stock
12(4) asset of a person becoming a
resident
(9)(ii) Paragraph Date that that event occurs

12(2)(f) transfer of assets between
funds of an insurer

12(5) reduction or discharge of debt
without full consideration

% The previous reference to a unit was substituted by a reference to a participatory interest by Act 32
of 2004, effective as from the date that the Collective Investment Schemes Control Act 45 of 2002,
came into operation, namely, 3 March 2003.
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Although not specifically stated, the time of disposal and acquisition rules in para 13 also
apply to assets acquired prior to the valuation date. This is necessary to identify what
constitutes a pre-valuation date asset and to fix the time of acquisition of such assets.

6.3.2 Dates of disposal not covered by para 13

While para 13 sets out time of disposal rules for many of the disposal events contained in
para 11, it is not an exhaustive provision. For example, the creation of an asset is a disposal
event in para 11(1), but para 13 does not specify a time of disposal for the creation of an
asset. Where para 13 is silent, the time of disposal (and the corresponding time of
acquisition) must be deduced from the disposal event itself. Thus, the time of disposal for the
creation of an asset is the date when the asset is created.

This is best illustrated by the disposal of certain personal rights. Paragraph 13(1)(a) provides
times of disposal where a change of ownership has been effected or is to be effected. Whilst
a person can own a personal right and in certain circumstances transfer such a right to
another person (for example, by cession), many personal rights do not involve a transfer of
ownership from one person to another. Personal rights are frequently ‘created’ rather than
transferred.

Example — Personal right created through obligation

Facts: Beverley agreed not to trade within a 5 km radius of Agatha’s business for 2 years in
exchange for a payment of R100 000,

Result: When Beverley signed the restraint of trade agreement, she partially sterilised her
asset, being her right to trade, and created a right in favour of Agatha (the disposal event).
The time of disposal of Beverley’s right to trade and the time of acquisition of Agatha’'s
contractual right is not determined by para 13, but is derived from the disposal event, being
the creation of Agatha’s asset. The time of disposal will therefore be the date on which
Agatha’s contractual right was created.

Agatha simultaneously acquired a personal right against Beverley (being the undertaking not
to trade), and that right will be disposed of when the restraint agreement ends. The time of
disposal of Agatha’s right will be the date of extinction of her asset (para 13(1)(b))

6.3.3 Suspensive v resolutive conditions

A suspensive condition suspends the full operation of the obligation under a contract and
renders it dependent on an uncertain future event. ®® A clause stating that the sale will only
be confirmed if a mortgage bond is granted is a typical suspensive condition.

A suspensive condition must be distinguished from a term of a contract. In Design and
Planning Service v Kruger™ Botha J distinguished a suspensive condition from a term of a
contract as follows:

‘In the case of a suspensive condition, the operation of the obligations flowing from the contract
is suspended, in whole or in part, pending the occurrence or non-occurrence of a particular
specified event (cf Thiart v Kraukamp, 1967 (3) SA 219 (T) at p 225). A term of the contract, on
the other hand, imposes a contractual obligation on a party to act, or to refrain from acting, in a
particular manner. A contractual obligation flowing from a term of the contract can be enforced,

% L AWSA vol 5(1) iin 191.
91974 (1) SA 689 (T) at 695.
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but no action will lie to compel the performance of a condition (Scott and Another v Poupard
and Another, 1971 (2) SA 373 (A) at p 378 in fin).’

Example 1 — Disposal subject to a suspensive condition

Facts: Lindsay disposed of his luxury townhouse at Ballito to Kevin on 29 February 2004,
subject to Kevin being able to obtain a bond. On 30 June 2004 Kevin obtained the bond, and
on 15 August 2004 the property was transferred into his name.

Result: The date of disposal is 30 June 2004 when the suspensive condition is fulfilled.

A resolutive condition on the other hand is one where the continuance of the operation of the
agreement is made to depend upon the happening of an uncertain future event. In the case
of a resolutive condition there is no postponement of the disposal.

Example 2 — Disposal subject to resolutive condition

Facts: On 15 January 2004 the Acorn Trust disposed of its investment in Oak Tree (Pty) Ltd
to an empowerment consortium. The sale agreement provided that the sale would be
cancelled and any monies paid by the purchasers would be forfeited to the seller if the
company did not produce a turnover of R100 million by 30 June 2006.

Result: The date of disposal is 15 January 2004.

6.3.4 Time of conclusion of contract

The time of disposal in the case of an unconditional agreement is the date on which the

agreement is concluded (para 13(1)(a)(ii)). The date of conclusion of an agreement is a

matter to be determined in accordance with the law of contract, and will depend on the facts

of the particular case. It is beyond the scope of this Guide to provide a full exposition of the

law in this regard. Suffice to say, the courts have laid down some general rules for

determining the date of conclusion of a contract, and these are as follows:"

e A contract will be concluded when agreement is reached between the parties.

e Agreement is reached when the parties are aware that they are in agreement with each
other.

e They will be aware that they are in agreement when the offeror receives communication
of the offeree’s acceptance.

There are exceptions to these rules. For example:

e A contract negotiated through the post is concluded by the posting of the letter of
acceptance, and not when the letter is received by the offeror.”

e The general rule can be varied by the offeror stipulating the method of acceptance.”

6.3.5 Time of accrual or incurral
The time of disposal and acquisition rules merely determine the time of disposal or

acquisition. They do not determine the time of accrual of proceeds or incurral of expenditure.
These times must be determined independently in terms of s24M in the case of

" R H Christie The Law of Contract in South Africa 4 ed (CD ROM version: August 2004) Butterworth
Publishers (Pty) Ltd, Durban at 32.

"2 Dunlop v Higgins (1848) 9 ER 805; Cape Explosives Works Ltd v SA Oil and Fat Industries Ltd (1)
1921 CPD 244; Kergeulen Sealing and Whaling Co Ltd v CIR 1939 AD 487, 10 SATC 363.

"8 Driftwood Properties (Pty) Ltd v McLean 1971 (3) SA 591 (A); Laws v Rutherfurd 1924 AD 261.
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ungquantifiable amounts, or in other cases, in accordance with common law principles, based
on the actual facts. Where proceeds accrue in a later year they are treated as a capital gain
in that year in terms of para 3(b). Where expenditure is incurred in a later year it is treated as
a capital loss in that year in terms of para 4(b).

Nevertheless, as will be seen below in the context of deferred delivery arrangements, the
time of disposal rules do play a part in valuing a personal right that is acquired or disposed of
in exchange for a right of ownership. In other words, para 13 can establish the quantum of
an amount accrued or incurred.

6.3.6 Deferred delivery arrangements
6.3.6.1 Introduction

In the classic deferred delivery arrangement, one person (A) sells an asset to another
person (B) at a fixed price today, delivery to take place at a specified future date. The asset
may or may not’* be in the possession of the seller at the time of entering into the contract.
Examples of the sale of assets not in existence at the time of sale include the sale by a

o farmer of future crops or fruit to a canning factory or to an exporter,

e employer of shares to an employee, where the shares have yet to be issued, and

¢ manufacturer of plant and machinery that is still to be manufactured.

This does not invalidate the sale, since the seller can purchase, produce or manufacture the
asset prior to the date of delivery. The fact that delivery is deferred and requires
performance on the part of the seller does not make delivery a suspensive condition.
Delivery is merely a term of the contract. A breach of the contract by failing to deliver gives
rise to ordinary contractual remedies of a compensatory nature, that is, (depending on the
circumgtances) specific performance, damages, cancellation or certain combinations of
these.

6.3.6.2 Time of disposal

In the case of an unconditional agreement involving the disposal of an asset by means of a
change of ownership effected or to be effected, the time of disposal occurs when the
agreement is concluded (para 13(1)(a)(ii)).

Under a deferred delivery arrangement an agreement of sale may be unconditionally entered
into today, but delivery and hence the change of ownership will only take place at a later
date. The words ‘to be effected’ that are used in para 13(1)(a) make it clear that the disposal
must be recognised on the date of conclusion of the contract even if the change of
ownership is to be effected at a later date.

The paragraph does not deem the transfer of ownership to have taken place but when it
does take place, the time of disposal is deemed, for example, in the case of an unconditional
contract to be when the contract is concluded. The time of accrual of proceeds and the
incurral of expenditure is determined independently of the time of disposal.

6.3.6.3 The creation and disposal of personal rights
Upon entering into a deferred delivery contract, a number of personal rights are brought into

existence. For example, the seller acquires a personal right to claim payment at a future
date, while the buyer acquires a right to claim delivery at a future date.

" Known as emptio rei sperata. ‘Sperare’ means to hope, look for, expect.
® R v Katz 1959 (3) SA 408 (C) at 417.
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The effect of para 13(1)(a) is that while disposal results in the creation of a number of
personal rights, they are all deemed to have been exchanged, terminated or expired on the
date of the conclusion of the contract. If for some reason there is no transfer of ownership
then there is no disposal for the timing rule to apply to.

There are situations where a capital gain or loss on the disposal of a right created out of the
transaction may be subject to CGT. If, for example, A sells an asset to B, delivery to be
effected in 5 years’ time, and B disposes of the right to claim delivery to C for proceeds, a
capital gain could arise assuming that the transaction is on capital account.

Some commentators have expressed concern that the exchange of personal for real rights
could in itself give rise to gains and losses where delivery of an asset is deferred. The
problem is illustrated in the example below.

Example — Exchange of personal and real rights upon delivery of an asset

Facts: Bryan sells an asset to Shanitha for R100 in 2005, delivery to take place in 2006.
When the asset is delivered, it has increased in value to R110. The purchase price is due
and payable on delivery.

Result:
The acquisition of the personal right to claim delivery

In 2005 Shanitha acquired an asset in the form of a personal right to claim delivery from
Bryan in 2006. In terms of ITC 1444 and ITC 1725 she has incurred no expenditure in
respect of that asset at the time of entering into the contract since the contract requires
reciprocal performance. The base cost of Shanitha’s personal right to claim delivery, being
R100, will only be incurred when the time for delivery arrives in 2006.

The disposal of the personal right in exchange for the real right

The exchange of Shanitha’s personal right for a real right actually takes place in 2006 but in
terms of para 13(2) read with para 13(1) is brought back to 2005 and is deemed to occur on
the date on which the contract was entered into.

In this barter and exchange transaction the proceeds derived in exchange for the extinction
of the personal right are equal to the ‘amount’ received or accrued in terms of para 35. That
amount is the value of the thing received. In this case the real right, being the actual asset,
was worth R100 on the date the contract was entered into and this value constitutes the
proceeds derived from disposal of the personal right.

The disposal of the personal right which is deemed to take place in 2005 gives rise to no
gain or loss in that year because no proceeds have accrued and no expenditure has been
incurred at that point. When the base cost of the personal right is incurred in 2006 it is
accounted for as a capital loss in that year in terms of para 4(b)(ii)(aa). Proceeds accrue on
the extinction of the personal right in 2006 and are accounted for as a capital gain in terms of
para 3(b)(i).

The base cost of the real right
Upon taking delivery of the asset Shanitha incurs expenditure in respect of the actual asset

(real right). The amount of that expenditure is determined in terms of a barter or exchange
transaction, since her personal right to claim delivery has been extinguished in exchange for

Draft for Comment 80




Chapter 6 - Disposal and acquisition of assets 81

a real right. Under such a transaction the expenditure in respect of the asset acquired is
equal to the amount by which she has been impoverished, namely, the market value of the
personal right that has been extinguished. The exchange of rights is deemed to take place in
2005 in terms of para 13(2) read with para 13(1). This second incurral provides Shanitha
with the base cost of the actual asset. The date of acquisition remains 2005, but the date of
incurral of the base cost is 2006. In summary:

2005

R
Proceeds from extinction of personal right (para 35) Nil
Base cost of personal right (para 20) Nil
Capital gain or loss (para 3(a) or 4(a)) Nil
Base cost of real right (acquired, not yet incurred) Nl
2006

R
Capital gain from proceeds accrued 100

In respect of extinction of personal right (para 3(b)(i))

Capital loss from incurral of base cost of personal right (100)
(para 4(b)(ii)(aa))

Sum of gains and losses Nil

Base cost of real right (para 20) (100)
(date of acquisition = 2005, date of incurral = 2006)

6.3.6.4 Time of accrual and incurral

As noted under 6.3.5, the time of accrual of proceeds and incurral of expenditure is
determined independently of the time of disposal rules.

In the context of deferred delivery arrangements, our courts have held that there is no
accrual or incurral until date of delivery.

Time of accrual of proceeds

Our courts have held that there can be no accrual until delivery. In ITC 424’® a lessee
disposed of his rights under a lease agreement, payment of the purchase price to be made
in cash upon delivery of possession by the seller. The court held that the seller was not
entitled to payment of the purchase price, or any part thereof, until such delivery of
possession. In the Lategan case it had been held that the word ‘accrued’ meant ‘entitled to’
claim payment of the debt in future. Regarding these words the court stated the following:"’

‘That seems to us to refer to a definite right in praesenti’® to claim payment in future, but where
there is as yet no delivery the right to claim the payment does not arise until the delivery is
made.’

It is unlikely that s 24(1) overrides the common law position for CGT purposes. Section 24
must be read in context, and the fact that s 24(2) grants an allowance against ‘income’ is a

76 (1938) 10 SATC 338 (U). See also Silke on South African Income Tax in § 2.8, and ITC 316 (1934)
8 SATC 166 (U).

" At 339.

"8 ‘At the present time’.
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strong indication that s 24 was not intended to apply to the Eighth Schedule. In terms of para
35(3)(a) proceeds exclude any amount included in income.

The parties to an agreement could, of course, vary the common law position, but for the
purpose of the discussion that follows it is assumed that the common law position prevails,
and that there is no accrual until delivery occurs.

Time of incurral of expenditure

In ITC 1444” a company sought to claim a deduction in respect of the purchase of
production materials at a fixed or determinable price for delivery at a future date. The
purchase price was payable against receipt of the bills of lading and invoices. McCreath J
held that the liability to pay was conditional upon the performance by the seller, and until the
bills of lading and invoices were delivered there was no absolute and unqualified legal
liability to pay.

The decision in ITC 1444 was applied with approval by Davis J in ITC 1725.% In that case a
farmer who had placed a verbal standing order for cattle feed to be delivered at a future date
sought to claim a deduction in respect of his obligation under the contract. Payment was only
effected after delivery and receipt of the invoice. Davis J held that the taxpayer could have
cancelled prior to delivery, and that an unconditional liability only arose upon delivery.

The principle of reciprocity and the exceptio non adimpleti contractus®* recognises that in
many contracts there is a need for reciprocal performance.

Prior to its deletion para 20(3)(c) excluded from base cost any amount that has not been
paid and is not due and payable.®

6.3.6.5 Treatment of capital loss in year of disposal by seller

Where the seller has acquired the asset to be disposed of at the time of disposal, a capital
loss will invariably result, since there will be a base cost but no proceeds. In terms of para
39A% the capital loss will be suspended until all the proceeds have accrued. The proceeds
must be accounted for as a capital gain when they accrue upon delivery in terms of para

3(b)(i).

Example — Deferred delivery, asset in seller’s possession at date of sale

Facts: Bryan sells a share with a base cost of R40 to Wayne on 28 February 2006 for R100,
delivery and payment to take place on 28 February 2008. The contract is unconditional.
When must the disposal by Bryan be recognised? What is the capital gain or loss?

Result: In terms of para 13(1)(a) the disposal must be recognised in Bryan's 2006 return of
income, because the change of ownership is ‘to be effected’ in 2008 and the sale is
unconditional. However, the proceeds of R100 have not accrued to Bryan on 28 February
2006 and so will be nil at that point. The base cost is R40, and Bryan will have a capital loss
of R40 which will be suspended in terms of para 39A until the proceeds accrue in 2008. In

79 (1987) 51 SATC 35 (T).

8 (2000) 64 SATC 223 (C).

8 procedural defence relating to the non-fulfilment of reciprocal obligations.

8 paragraph 20(3)(c) was deleted by the Revenue Laws Amendment Act 32 of 2004, and applies to
any disposal during any year of assessment commencing on or after 24 January 2005.

8 paragraph 39A was inserted by s 64 of Revenue Laws Amendment Act 32 of 2004 and applies to
any disposal during any year of assessment commencing on or after 24 January 2005.
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his 2008 return of income Bryan will reflect a capital gain of R100, being the proceeds
received in respect of a disposal in an earlier year (para 3(b)(i)). The sum of the gain and
suspended loss will give an aggregate capital gain of R60 (ignoring the annual exclusion).
Note: Had Bryan disposed of the share prior to 1 March 2005 para 39A would not have
applied and he would have had a capital loss of R40 in 2005 and a capital gain of R100 in
2008.

6.3.6.6 Asset not in existence at time of disposal

The question arises as to how the time of disposal rules deal with the disposal of an asset
before it is acquired. At the outset it must be stressed that a short sale (or bear sale as it is
sometimes referred to) of this nature tends to be highly speculative, and in most instances
will be taxed as ordinary income.

It is a pre-requisite for the imposition of CGT that a person must have an asset. Paragraph
2(a) provides that the Eighth Schedule applies to the disposal on or after valuation date of

‘any asset of a resident’.

It follows that until the asset is acquired there can be no disposal. However, once it is
acquired it is deemed in terms of para 13(1)(a)(ii) to have been disposed of at the time of
conclusion of the contract. Although the effect of para 13(1)(a)(ii) is to backdate the disposal
to an earlier year, this will in practice not necessitate a reopening of the assessment in
respect of the year of disposal since no expenditure was incurred in that year, nor did any
proceeds accrue in that year. Incurral takes place in the year of acquisition of the asset, and
accrual takes place upon delivery. But what if an amount was paid by the buyer at the time
of conclusion of the contract? How is such a receipt recognised? In this situation it is
necessary to identify the asset that is being disposed of. At the time of concluding the
agreement, an asset is created in the seller's hands, being the right to claim payment at a
future date. When payment is made, that right is discharged (disposal — para 11(1)(b)), and
would give rise to a capital gain in the year of receipt.

The expenditure on acquisition of the asset will be accounted for as a capital loss in the year
of incurral in terms of para 4(b)(ii) and the proceeds as a capital gain in terms of para 3(b)(ii).

Example — Deferred delivery, asset not in seller’s possession at date of sale

Facts: Alton sold a share to Nico on 28 February 2003 for R100, delivery to take place on
28 February 2005. The contract is unconditional. On 28 February 2003 Alton does not have
the share in his possession — he intends to purchase it before delivery date. On 31 January
2005 Alton manages to purchase the share for R80 and delivers it to Nico on due date.
When and how must the disposal by Alton be recognised?

Result: Alton is deemed to have effected transfer of ownership of the asset, and the sale
must be recognised on 28 February 2003. However, he has incurred no expenditure in
respect of the asset disposed of, nor has any part of the proceeds accrued to him on that
date. His 2003 return of income will therefore reflect no gain no loss. In 2005 Alton will have
incurred expenditure of R80 and this must be accounted for as a capital loss in his 2005
return in terms of para 4(b)(ii). In the same year the proceeds will accrue to him and he must
account for them as a capital gain of R100 in terms of para 3(b)(i). The sum of the gain and
loss will give an aggregate capital gain of R20 (ignoring the annual exclusion).
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6.3.6.7 Cancellation of contract before delivery

The consequences of the cancellation of a contract prior to delivery taking place are
considered in the example below.

Example — Cancellation of a contract involving deferred delivery

Facts: On 29 February 2004 Albert sold an asset to Brenda for R100, delivery to take place
in 5 years’ time. Albert’s base cost at time of signing the agreement is R20. On 28 February
2005 the parties agree to cancel the agreement, each walking away and no money changing
hands. The asset is worth R80 at the date of cancellation. The sale agreement is not subject
to any suspensive conditions.

Result:
At the time of acquisition
Albert (seller)

On 29 February 2004 Albert has unconditionally disposed of an asset (sale — para 11(1)(a)).
Time of disposal = date of agreement (‘change of ownership . . . to be effected’ — para
13(1)(a)). No proceeds have accrued, since Albert does not have a definite right in praesenti
— ITC 424% and Silke in §2.8). Therefore Albert has a capital loss of R20. Had he sold the
asset on or after 1 March 2005 the loss would have been suspended in terms of para 39A. It
is assumed that s 24(1) is not applicable.

Brenda (buyer)
In terms of para 13(2) Brenda is deemed to have acquired the asset on the same date that
Albert disposed of it. Brenda has, however, incurred no expenditure in respect of the
acquisition (ITC 1444/ITC 1725).
At the time of cancellation
Brenda (buyer)
The cancellation of the sale triggers a disposal of the asset (para 11(1)(b) — cancellation).
The time of disposal is the date on which the parties agree to cancel the contract (para
13(1)(b) — date of extinction of the asset).
Brenda has given up the asset in exchange for being relieved of the obligation of having to
pay the purchase price. However, being relieved of the obligation to pay does not amount to
proceeds in terms of para 35(1)(a) which only includes

‘the amount by which any debt owed by that person has been reduced or discharged'.
No debt was owed by Brenda at the date of cancellation because she had not yet taken
delivery of the asset (ITC 424. Silke § 2.8). Since there was no pre-existing debt to be
reduced or discharged there can be no proceeds.

Therefore since Brenda has incurred no expenditure nor derived any proceeds the disposal
by cancellation does not give rise to a capital gain or loss in her hands.

8 (1938) 10 SATC 338 (U).
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Albert (seller)

In terms of para 13(1)(a(ii)), Albert disposed of the asset to Brenda on 29 February 2004.
When Brenda cancels the contract, Albert must logically reacquire the asset from her on the
date of cancellation, since her date of disposal is his date of acquisition. Albert has been
relieved of the obligation of having to deliver the asset, but the obligation never arose
because the time for delivery never arrived. Albert therefore acquires the asset for no
consideration on the date of cancellation. Paragraph 3(b)(ii) provides that a person will have
a capital gain when

e any part of the base cost of an asset is recovered or recouped, and

e that part of the base cost was taken into account in a prior year disposal.

The reacquisition of the asset by Albert represents a recoupment of the base cost of the
asset that was previously accounted for. He will therefore have a capital gain of R20. What is
the base cost of the asset in Albert’s hands? It is submitted that it will be the expenditure
originally incurred in acquiring the asset in terms of para 20, that is, R20. In other words,
Albert’'s base cost is restored to the pre-sale position as a result of the cancellation.

6.3.7 Donations

The time of disposal in the case of a donation is the date on which all the legal requirements
for a valid donation have been complied with. Section 55(3) of the Act contains a similar
provision in respect of donations tax.

Section 5 of the General Law Amendment Act 50 of 1956 provides as follows:

‘No donation concluded after the commencement of this Act shall be invalid merely by reason
of the fact that it is not registered or notarially executed: Provided that no executory contract of
donation entered into after the commencement of this Act shall be valid unless the terms
thereof are embodied in a written document signed by the donor or by a person acting on his
written authority granted by him in the presence of two witnesses.’

An executory contract of donation (a promise to make a donation) is one where delivery has
not yet taken place. The time of disposal of an asset by donation may therefore be
summarised as follows:

Table 1 — Time of disposal of asset by donation

Type of donation Date legal formalities complied with

Donation subject to a Not valid until condition fulfilled, even if condition

suspensive condition accepted by donee

Donation subject to resolutive | Effective immediately

condition

Illegal donation Not valid even if property transferred to donee

Oral donation without delivery Not valid

Oral donation with delivery Date delivery of asset accepted by donee

Executory contract of donation | Date of acceptance of the offer by the donee, the terms

(no delivery) of which are contained in a deed of donation signed by
the donor

In The Law of Contract in South Africa the following is stated regarding the need for
acceptance:®®

8 R H Christie The Law of Contract in South Africa 4 ed at 63.
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‘An unaccepted offer obviously cannot create a contract, since it emanates from the offeror
alone and the necessary agreement cannot be held to exist without some evidence of the state
of mind of the offeree. Hence the general rule that no contract can come into existence unless
the offer is accepted.®®

The general rule applies to donations in the same way as to other contracts.®’ If this were not
so there would be a legal obligation to receive even such unwanted and burdensome donations
as the white elephants which the King of Siam is said to have donated to courtiers who
offended him.®® This has never been our law, as is made clear by Paul D 50 17 69: “Invito

beneficium non datur”.’®®

6.3.8 Time of disposal = day before the specified event

In terms of para 13(1)(g)(i) the time of disposal is the day immediately before the specified
event concerned, for example, upon a person becoming or ceasing to be a resident. The
purpose of this provision is to either include or exclude all the gains and losses that accrued
up to midnight of the day before the event. So for example, when a person becomes a
resident, that person would start to accrue capital gains and losses from the commencement
of the day of arrival in the Republic. The pre-entry gains and losses are thereby excluded.

6.3.9 When does a person become a resident?

The word ‘resident’ is defined in s 1. An individual will become a resident when he or she
becomes ‘ordinarily resident’ or satisfies the physical presence test. The latter test is
satisfied when the individual has been physically present in SA for more than

e 91 days in the current year of assessment,

e 91 days in each of the immediately preceding three years of assessment, and

e 549 days in total during the immediately preceding three years of assessment.

A company or trust will become resident when it has its place of effective management in
SA. Companies or trusts that are incorporated, established or formed in SA are automatically
regarded as resident in SA regardless of where they are effectively managed. For more
information on the meaning of ‘resident’ see Interpretation Notes 3 (ordinary residence test),
4 (physical presence test) and 6 (place of effective management).

6.3.10 Time of disposal = time of acquisition (para 13(2))

Subparagraph (2) provides that where an asset is disposed of to a person, the person to
whom the asset is disposed of is treated as having acquired that asset at the time of
disposal of that asset as contemplated in para 13(1). This time of acquisition rule only
applies where an asset has been disposed of. In terms of para 11(2) certain events are
deemed to be non-disposals, such as the issue of a share or debenture. In such cases para
13(2) will not operate and reliance will have to be placed on common law principles for
determining the date of acquisition. Section 41(1) contains a definition of ‘date of acquisition’
that applies to the corporate rules in ss 41 — 47, and this overrides the core rule in para
13(2).

% Christian v Ries (1898) 13 EDC 8 15; Dietrichsen v Dietrichsen 1911 TPD 486 494-495; Whittle v
Henley 1924 AD 138 148; Rudolph v Lyons 1930 TPD 85 91; Tel Peda Investigation Bureau (Pty) Ltd
v Van Zyl 1965 (4) SA 475 (E) 478G.

8 De Kock v Executors of Van de Wall (1899) 16 SC 463; Birrell v Weddell 1926 WLD 69; Union Free
State Mining and Finance Corpn Ltd v Union Free State Gold and Diamond Corpn Ltd 1960 (4) SA
547 (W).

% Since a white elephant was regarded as a sacred animal it could not be put to work and the
unfortunate recipient would derive no benefit from it but would have the burden of feeding it.

8 A benefit is not conferred on anyone against his will. Cf Pothier s 578.
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6.4 Disposal by spouses married in community of property
Paragraph 14

This paragraph deals with the disposal of an asset by a spouse married in community of
property. The applicable rules are set out in the table below.

Table 1 — Disposal of asset by spouse married in community of property

Does asset fall within the joint estate? Disposal

Yes Treated as having been made in equal
shares by each spouse

No Treated as having been made solely by
disposing spouse

In the absence of proof to the contrary, a religious marriage or a permanent same-sex or
heterosexual union are regarded as being without community of property (definition of
spouse in s 1).
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Chapter 7 - Limitation of losses

PART IV: LIMITATION OF LOSSES

7.1 Personal use aircraft, boats and certain rights and interests
Paragraph 15

The vast majority of personal use assets are excluded from capital gains tax in terms of para

53. However, certain personal use assets that are likely to generate substantial capital gains

as a result of market forces are included. These personal use assets may be subdivided into

e assets whose reduction in value is most likely attributable to the personal use and
consumption of the asset, and

e assets whose reduction in value is most likely as a result of the influence of market
forces.

This paragraph deals with the first category of assets. It would be theoretically correct to
determine capital gains or losses on the disposal of assets in this category by reference to a
base cost that has been reduced by applying a notional wear and tear allowance to reflect
personal use and consumption. This would be complex for both taxpayers and SARS to
administer and, in common with other jurisdictions, losses on disposal are disregarded and
only gains in excess of the unadjusted base cost are taxed.

The following assets used for purposes other than the carrying on of a trade fall under this

paragraph:

e an aircraft with an empty mass exceeding 450kg. This would exclude for example, a
hang glider or micro light aircraft. It is understood that aircraft with an unladen mass in
excess of 450kg have to be licensed as aircraft. The word ‘aircraft’ is not defined and
hence will bear its ordinary meaning.

e a boat exceeding 10 metres in length. See in this regard the wide definition of ‘boat’ in
para 1. The purpose of the 10 metre cut off is simply to exclude small pleasure craft such
as rowing boats, ski boats, small yachts, rubber dinghies and the like which are unlikely
to yield capital gains on disposal.

e usufructs, fideicommissums and similar interests whose value decreases over time. For
example, a husband dies and leaves the bare dominium in his holiday home to his son
and the right of use to his wife for the rest of her life.

e alease of immovable property. For example, a holiday home acquired in terms of a 99-
year lease.

e Time-share and share block interests with a fixed life whose value decreases over time.

e rights or interests in the above assets

Where an asset of this nature is used for both trade and private purposes an apportionment
on a fair and reasonable basis will be necessary, with the trade portion of any loss being
allowable.

Example 1 — Capital loss disregarded on disposal of aircraft not used for trade

Facts: Tielman purchased a light aircraft for R1 000 000, which he used for visits to his
private game farm. He disposed of the aircraft for R900 000 six months later when he
disposed of the game farm.
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Result:

R
Proceeds 900 000
Base cost 1 000 000

Loss (100 000)
Disregarded capital loss -

The existing provisions in respect of capital allowances will apply where the assets are used
both for trade and for personal use.

Example 2 — Disregarding of capital losses where business and private use

Facts: Duncan paid R1 000 000 for his aircraft which he used 50% of the time in his air
charter business, and 50% for private purposes. Two years after acquiring the aircraft he
crashed it during a night flight and thankfully escaped unscathed. He was uninsured and
sold the wreck as spares for R100 000.

Result:

\Capital allowances Total Allowed
R R

Cost 1 000 000

Section 12C allowances (400 000) 200 000

Tax value 600 000

Proceeds 100 000

Scrapping allowance (500 000) (250 000)

Note: The scrapping allowance is determined with reference to the original cost and total
wear and tear ignoring any private element. Once the scrapping allowance has been
established, it is apportioned to disallow the portion relating to private use.”

Base cost Total Business Private
R R R
Expenditure 1 000 000 500 000 500 000
Less: Section 12C (200 000) (200 000) -
Section 11(0) (250 000) (250 000) -
Base cost 550 000 50 000 500 000

Capital gain or loss

Proceeds 100 000 50 000 50 000
Base cost (550 000) (50 000) (500 000)
Loss (450 000) - (450 000)

Disregarded capital loss - - - - -

7.2 Intangible assets acquired prior to valuation date
Paragraph 16

Substantial abuses of the valuation of intangible assets have been encountered in the past
and continue to be encountered, albeit on a lesser scale, on the acquisition of businesses.

% See Silke on South African Income Tax in § 8.106; Income Tax Practice Manual at A - 676; ITC 322
(1935) 8 SATC 243 (U).
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These abuses were the genesis of the amendments to s 11(gA) of the Act in 1999 and the
review of the taxation of intangible property announced in the Budget Review 2001.

Where an intangible asset is acquired before valuation date from a connected person or as
part of a business, either directly or indirectly, any capital loss on disposal of that intangible
asset must be disregarded. This restriction does not affect self-developed intellectual
property or intellectual property acquired on or after valuation date.

Example — Pre-1.10.2001 intangible asset acquired from connected person

Facts: On 1 August 2001, Vee Ltd acquires the business of Ewe (Pty) Ltd for the written
down tax value of its assets of R10 million, while Vee Ltd’s subsidiary Double Ewe (Pty) Ltd
acquires the intellectual property of Ewe (Pty) Ltd for R100 million. Double Ewe (Pty) Ltd
values the intellectual property at R100 million on valuation date and later disposes of it for
R10 million.

Result: As Double Ewe (Pty) Ltd is a connected person in relation to Vee Ltd and the
intellectual property acquired is associated with a business taken over by Vee Ltd, the
capital loss of R90 million on disposal of the intellectual property is disregarded.

7.3 Forfeited deposits
Paragraph 17

Losses as a result of the forfeiting of deposits in respect of assets that are not intended for
use wholly and exclusively for business purposes are disregarded.

Losses arising from forfeited deposits in respect of the following personal use assets will,

however, not be disregarded as the changes in value of these types of personal use assets

are more likely attributable to market forces:

e gold or platinum coins, of which the market value is mainly attributable to the material
from which they are minted (e.g. Kruger Rands);

e immovable property, excluding a primary residence (e.g. a holiday home);

e financial instruments® (e.g. a share and a participatory interest in a portfolio of a
collective investment scheme);

e any right or interest in these assets.

7.4 Disposal of options

Paragraph 18

This paragraph imposes a restriction on the capital losses determined in respect of the
abandonment, expiry or disposal of options on most personal-use assets. These assets are
not subject to CGT as the reduction in their value can be mainly attributed to personal use.

If a person entitled to exercise an option abandons it, allows it to expire or disposes of it in
any other manner (other than by way of exercising it), any resulting capital loss must only be

brought into account in the following circumstances:

The option was to
e acquire an asset intended for use wholly and exclusively for business purposes,

1 As defined in s 1.
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dispose of an asset used wholly and exclusively for business purposes,

acquire or dispose of a coin made of gold or platinum of which the market value is mainly
attributable to the metal from which it is minted,

acquire immovable property other than immovable property intended to be a primary
residence of the person entitled to exercise the option,

dispose of immovable property other than immovable property that is the primary
residence of the person entitled to exercise the option,

acquire or dispose of a financial instrument, or

acquire or dispose of a right or interest in the above assets.

7.5 Losses on the disposal of certain shares

Paragraph 19

See Chapter 21: Anti-avoidance measures where these dividend stripping provisions are
dealt with.
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Chapter 8 - Base cost
PART V: BASE COST
Paragraph 20, s 23C

This paragraph sets out what may and may not form part of the base cost of an asset. The

determination of qualifying expenditure in terms of para 20 is relevant, inter alia, for

¢ the determination of the base cost of assets acquired on or after the valuation date,

e the determination of the base cost of assets acquired before the valuation date where
the time-apportionment base cost method is adopted, and

e the application of the kink tests in paras 26 and 27.

8.1 Domestic and unproductive expenditure

Although domestic or private expenses and amounts incurred in the production of exempt
income are not allowable as deductions in terms of s 23(b) and (f), these sections are
overridden and expenditure of this nature may qualify to be added to the base cost of an
asset under appropriate circumstances.

8.2 Direct costs of acquisition and disposal

Iltems 20(1)(a) - (c)

The following amounts actually incurred form part of base cost. The expenditure must,
however, all be directly related to the cost of acquisition, creation or disposal of the asset.
Value-added tax not allowed as an input credit for VAT purposes will form an integral part of

the cost of these items.

Table 1 — Direct costs of acquisition and disposal

Paragraph | Qualifying expenditure
20(1)

€) Cost of acquisition or creation of an asset. Note in this regard that the cost of
an option acquired under s 8A or 8C will be excluded from this item in terms of
para 20(3)(a) since the cost would already have been allowed as a deduction
in determining taxable income. The base cost of such options is determined
under para 20(1)(h).

(b) Expenditure actually incurred in respect of the valuation of the asset for the
purpose of determining a capital gain or capital loss in respect of the asset. It is
not a qualifying requirement that the market value of the asset that has been
valued be adopted as the valuation date value of that asset. The result is that
valuation costs will constitute post-valuation date expenditure for the purposes
of determining TAB under para 30. This will necessitate the use of the
proceeds formula in para 30(2).

(©)

0] Remuneration of a surveyor, valuer, auctioneer, accountant, broker, agent,
consultant or legal advisor, for services rendered. Liquidator's remuneration or
Master’s fees incurred by an insolvent estate or company in liquidation are not
provided for.

(i) Transfer costs

(iii) Stamp duty, transfer duty or similar duty

(iv) Advertising costs to find a seller or to find a buyer

(V) Cost of moving the asset from one location to another. Note that the allowable
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costs relate only to those incurred in acquiring or disposing of an asset. This
would, for example, exclude the costs incurred by a company of moving assets
to a new branch, even though those costs may qualify for capital allowances in
terms of s 11(e)(v), 12C(6) or 12E(3). Where a seller bears the cost of moving
an asset, any moving costs would form part of the seller’s base cost. This
would not apply where the asset constitutes trading stock in the seller’s hands,
since the moving costs would be claimed under s 11(a) and would thus be
excluded from base cost by virtue of para 20(3)(a).

(vi) Cost of installation of the asset, including the cost of foundations and
supporting structures. Again, this would not apply to the cost of installing an
asset when the asset is not being acquired or disposed of — such as when it is
relocated from one branch to another. Where installation costs are borne by
the seller and the sale is not on revenue account, the relevant costs will form
part of the seller's base cost.

(vii) A portion of the donations tax payable by a donor of an asset as determined in
terms of para 22 (see example 1 below). The donations tax may be added to

base cost despite s 23(d).*

(viii) A portion of the donations tax payable by a donee of an asset (see example 2
below). The donations tax may be added to base cost despite s 23(d).

(ix) If the asset was acquired or disposed of by the exercise of an option (other

than the exercise of an option after valuation date which was acquired before
valuation date), the expenditure actually incurred in respect of the acquisition
of the option. This subitem merges the cost of the option with the cost of the
asset acquired or disposed of. Note that in terms of para 58 a person must
disregard any gain or loss on the exercise of an option.

8.2.1 Composite acquisitions

Where the asset disposed of was obtained with other assets as part of a composite
acquisition (for example, a single contract of purchase at an inclusive price embracing more
than one asset), the purchase price would have to be apportioned to the respective assets
broadly by reference to their market values at the date of acquisition.”® The onus rests on the
taxpayer in terms of s 82 to justify any allocation. The court will not accept a fictitious
allocation of the purchase price. In ITC 1235% the parties allocated R1 to a plantation. The
court held that the agreement was fictitious and not a real agreement and accepted the
Commissioner’s valuation.

8.2.2 Assets acquired by barter or exchange
Paragraph 20(1)(a) refers to
‘the expenditure actually incurred in respect of the cost of acquisition or creation of that asset'.

The word ‘expenditure’ includes expenditure in cash or in kind. In ITC 1783% Goldblatt J
stated the following regarding the meaning of the word ‘expenditure’:

%2 Section 23(d) prohibits the deduction of any tax, duty, levy, interest or penalty imposed under the
rincipal Act.

E?’ See ITC 108 (1928) 3 SATC 343 (U) where the court made an allocation of the purchase price, and

ITC 429 (1939) 10 SATC 355 (SR) where the appellants were entitled to apportion the purchase
rice.

* (1975) 37 SATC 233 (T) at 236.

% (2004) 66 SATC 373 (G) at 376.
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“Expenditure” in its ordinary dictionary meaning is the spending of money or its equivalent e.g.
time or labour and a resultant diminution of the assets of the person incurring such
expenditure.’

The learned judge cited the following extract from Silke®® with approval:

‘It is submitted that the word ‘expenditure’ is not restricted to an outlay of cash but includes
outlays of amounts in a form other than cash.”” For example, if a merchant were required to pay
for his goods by tendering land or shares in a company, the value of the land or shares would
constitute expenditure in terms of s 11(a) and would be deductible.’

Silke continues:®®

‘In accordance with the principle of the decision in Caltex Oil (SA) Ltd v SIR* a case dealing
with expenditure incurred in a foreign currency, it would appear that in a transaction of barter
the commodity promised in satisfaction of the obligation incurred would have to be valued in
rands, and its value would constitute the amount of the expenditure incurred.’

Where asset A plus an amount of cash is given in exchange for asset B, the expenditure in
respect of asset B is the market value of asset A plus the cash consideration. For an
example showing the determination of both proceeds and base cost in an asset exchange,
see 6.1.

8.2.3 Assets acquired through deferred delivery

It sometimes happens that a person enters into an unconditional contract for the acquisition
of an asset but delivery and payment are deferred to a future date. This is particularly
prevalent in ‘deferred delivery’ employee share purchase schemes.

When do the buyer and the seller incur expenditure? This is a complex issue requiring an
analysis of

e personal and real rights under the contract,

the common law position and relevant case law,

the time of disposal rule in para 13(1), and

the time of acquisition rule in para 13(2).

For an in depth discussion on the time of incurral under deferred delivery schemes see 6.3.
8.2.4 Donations tax paid by donor (para 20(1)(c)(vii))

A donor who disposes of an asset by way of donation is entitled to add a portion of the
donations tax payable to the base cost of the asset disposed of. This is permitted despite the
general prohibition against the claiming of a deduction in respect of taxes contained in s
23(d). The proportion of the donations tax that may be added to base cost is determined in
accordance with a formula set out in para 22, namely:

Allowable addition to base cost = Capital gain X Donations tax
Market value of asset

In this formula:

% Silke on South African Income Tax in § 7.4.

%7 Caltex Oil (SA) Ltd v SIR 1975 (1) SA 665 (A), 37 SATC 1. See also C Divaris ‘The Caltex Case’
51975) 14 Income Tax Reporter 1 at 11-12; § 7.24.

®Ing§7.24.

%1975 (1) SA 665 (A), 37 SATC 1.
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e The market value is the amount on which the donations tax is payable.

e The capital gain is determined by subtracting all amounts allowable in determining the
base cost of the asset, excluding any amount of donations tax qualifying under para
20(21)(c)(vii). Where the expenditure exceeds the market value the amount of donations
tax to be added to base cost is nil.

The formula has the effect that no amount of any donations tax paid will qualify for inclusion
in base cost where an asset is disposed of at a capital loss. The type of donation envisaged
by para 20(1)(c)(vii) is one ‘contemplated in para 38'. Paragraph 38 does not define the word
‘donation’ and the word must therefore be given its common law meaning. This means that
unlike a donation for donations tax purposes, if the donee gives any consideration the
disposal will not be a donation (The Master v Thompson’s Estate'®).

Example — Donations tax paid by donor of asset

Facts: Gerrie donates a yacht to his son at a time when its market value is R1 250 000. The
base cost of the yacht before taking into account any donations tax paid is R750 000.

Gerrie paid donations tax of R244 000, calculated as follows.

R
Market value of asset donated 1 250 000
Section 56(2)(b) abatement (30 000)
1 220 000
Donations tax @ 20% 244 000
Result:
Allowable addition to base cost = (Market value of asset — base cost) x Donations tax

Market value of asset

R1 250 000 - R750 000 X 244 000
R1 250 000

R500 000/R1 250 000 x R244 000
R97 600

R750 000 + R97 600
R847 600

Base cost of yacht

The purpose of this provision is to achieve parity with the estate duty that would have
become payable on the gain had the donor died on the date of donation. The formula
ignores the effect of the R30 000 donations tax abatement, the R1,5 million estate duty
abatement and the time value of money.

The effect is illustrated as follows. Assume that the donor of the yacht in the above example
died on the date of donation and that the R1,5 million estate duty abatement has been
utilised against other assets.

1901961 (2) SA 20 (FC) at 24F - 26C, 48F- 49C.
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R
Value of yacht (includes gain of R500 000) 1 250 000
CGT paid (R500 000 x 10%) (50 000)
1 200 000
Estate duty @20% R240 000

Estate duty levied on gain (R500 000 — R50 000) X 20%
R450 000 x 20%

R90 000

Total tax collected on gain = R50 000 + R90 000 = R140 000
Comparing this with the donation of the yacht, and assuming that the R30 000 abatement
has been utilised against other donations, the tax collected will be as follows:

R1 250 000 x 20%
R250 000
(Includes donations tax on gain of R500 000 x 20% = R100 000)

Donations tax

Capital gain = R1 250 000 — (R750 000 + R100 000)
= R400 000

Capital gains tax = R400 000 x 10%
= R40 000

Total tax collected on gain = R100 000 + R40 000 = R140 000

8.2.7 Donations tax paid by donee (para 20(1)(c)(viii))

Where a donor fails to pay donations tax within the prescribed period, s 59 provides that the
donor and donee shall be jointly and severally liable for the donations tax. A donee who has
paid the donations tax is entitled in terms of para 20(1)(c)(viii) to include a portion of the
donations tax in the base cost of the asset acquired. The portion that may be claimed is
determined in accordance with the following formula:

Allowable addition to base cost = Capital gain of donor x Donations tax
Market value of asset

As with para 20(1)(c)(vii), the word ‘donation’ is not defined for the purposes of para 20, and
it must therefore be given its ordinary meaning. This means that unlike a donation for
donations tax purposes, if the donee gives any consideration the disposal will not be a
donation (The Master v Thompson’s Estate'®). Donations tax may also not be added to the
base cost of the donee’s asset where the donor disposed of the asset at a capital loss.

Example — Donations tax paid by donee acquiring asset

Facts: Hannelie acquires a yacht by donation from her father at a time when its market value
is R1 250 000. The donations tax due by her father was R244 000, calculated as follows:

1911961 (2) SA 20 (FC) at 24F - 26C, 48F- 49C.
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R
Market value of asset donated 1 250 000
Section 56(2)(b) abatement (30 000)
1220 000
Donations tax @ 20% 244 000

As her father failed to pay the donations tax to SARS within the prescribed period, Hannelie
was held liable for the sum of R244 000 in terms of s 59 of the Income Tax Act.

Result: Assuming that her father was liable for CGT on a gain of R500 000 as a result of the
donation, she may add the following amount to the base cost of her yacht.

Allowable addition to base cost = Capital gain of donor X Donations tax
Market value of asset

R500 000 x R244 000
R1 250 000

R97 600

8.3 Costs of establishing, maintaining or defending a legal title or right in an asset
Item (1)(d)

Expenditure actually incurred in establishing, maintaining or defending a legal title to or right

in that asset is allowed as part of base cost. See for example the following cases where legal

expenses of this nature have been held to be of a capital nature:

e ITC 1677'% - legal expenses incurred in resisting competing publisher's claim for an
interdict against a new work on the ground of an infringement of its copyright.

e ITC 1648 — legal costs incurred by a farmer in opposing an application to force him to
eliminate certain boreholes on his farm.

The expenditure will qualify even if the person is unsuccessful in defending his or her right or

title in the asset.

Example — Costs incurred in defending legal title

Facts: Ignatius operates a night club in an up market area. The city council wishes to
expropriate the night club’s premises.

Result: The cost of legal fees in resisting the expropriation may be added to the base cost of
the premises.

102 (1999) 62 SATC 276 (N)
103 (1998) 61 SATC 58 (C)
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8.4 Cost of improvements or enhancements to value of asset
Item (1)(e)

The cost of improving or enhancing an asset may also be added to base cost, provided that
the improvement or enhancement is reflected in the state or nature of the asset at the time of
disposal.

Owners of sectional title units have an undivided share in the common property. Sometimes
they are required to pay a special levy for the purpose of effecting improvements to the
common property, such as the installation of a swimming pool or the erection of a security
fence. Expenditure of this nature will normally be of a capital nature as it provides an
enduring benefit. Since it enhances the owner’s right of use it may be added to the base cost
of the sectional title unit. The same principle applies to owners of share block units who
enjoy a right of use of the common property.

Example — Improvements reflected in state or nature of asset at date of disposal

Facts: Jeannee acquires a second property at a cost of R300 000 in November 2001 from
which she derives rental income. Jeannee replaced the kitchen, which was in disrepair, at a
cost of R30 000 and installed a security system costing R10 000. In 2004 she installed a
jacuzzi in one of the bedrooms at a cost of R25 000. In 2008 the jacuzzi cracked and all the
water leaked out. It was not worth repairing, so she had it removed.

Result: Jeannee’s base cost will be R300 000 + R10 000 = R310 000. The replacement of
the kitchen is not added to the base cost as it considered to be a repair and the jacuzzi is not
added to base cost as it no longer exists as part of the property. Note that Jeannee would
have had a part-disposal when she scrapped the jacuzzi and any loss should have been
determined at that point.

8.5 Option acquired before, asset acquired or disposed of after 1 October 2001
Item (1)(f)

As noted above, the cost of an option that is exercised will form part of the base cost of the
underlying asset (para 20(1)(c)(ix)). An exception to this rule applies where the asset is
acquired on or after 1 October 2001 as a result of the exercise of an option acquired before
that date. In such a case the valuation date value of the option must be included in base
cost. This treatment applies to options to acquire or dispose of assets.

In terms of para 20(2)(c) the base cost of an asset excludes the valuation date value of an
option or right to acquire any marketable security contemplated in s 8A(1). It follows that
para 20(1)(f) does not bring the value of such options or rights into base cost. This task is left
to para 20(1)(h)(i).

The valuation date value of options falling outside s 8A will be determined in the usual way
by using market value, TAB or 20% of proceeds. The gain and loss limitation rules in paras
26 and 27 will also apply.

What are the proceeds on disposal of the option for the purpose of determining TAB and
20% of proceeds, and in applying the kink tests? The view is held that the proceeds will be
the difference between the strike price (cost) and the market value of the share on the date
of acquisition or disposal. For example, if on the date of exercise of the option, the share has
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a market value of R120 and the price paid for the share is R100, the proceeds on disposal of
the option will be R20. The option holder is disposing of the option in exchange for the value
received in the share. The value for this purpose is the price the option holder would have
received for the option had it been disposed of on the open market at the time of exercise. In
the example, a potential purchaser would be prepared to pay R20 for the option, since that
amount together with the cost of the share (R80) would equal the market value of the share
(R100).

Example 1 — Option acquired before valuation date; asset acquired or disposed of
thereafter

Facts: On 1 July 2001 Kosie paid R10 000 for a six-month option to acquire a beach cottage
at a price of R300 000. On 1 October 2001 the market value of the option was R5 000. He
exercised the option on 1 December 2001 and paid R300 000 for the cottage.

Result: The base cost of Kosie's cottage will therefore be R300 000 + R5 000 = R305 000.

Example 2 — Option acquired before valuation date; asset acquired or disposed of
thereafter: illustration of use of various valuation date value methods

Facts: On 1 July 2001 Bryan paid R10 000 for a six-month option to acquire 100 shares in
Kim Ltd at a price of R300 000. Bryan does not work for Kim Ltd and purchased the option
from an unconnected third party. On 1 October 2001 the market value of the 100 shares was
R340 000. He exercised the option on 1 December 2001 and paid R300 000 for the shares.
At that time their market value was R380 000.

Result: The valuation date value of Bryan’s option is determined as follows:
TAB

Cost of option  R10 000

Proceeds on disposal of option R380 000 — 300 000 = R80 000
Y =B + [(P — B)/N/T+N]

Y = R10 000 + [R80 000 — R10 000) x ¥4]

Y = R10 000 + R35 000

Y = R45 000

Market value

On 1 October 2001 the shares had a market value of R340 000. The market value of the
option is therefore R340 000 — R300 000 = R40 000.

20% of proceeds

Proceeds on disposal of option = R80 000
20% x R80 000 = R16 000.

Since TAB produced the highest base cost, Bryan should adopt that method for determining
the valuation date value of his option.
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Example 3 — Option acquired before valuation date; asset acquired or disposed of
thereafter: application of the kink tests

Facts: The facts are the same as in Example 2, except that the market value of the shares
on the date of exercise of the option is R330 000.

Result: Paragraph 26(3) applies and the valuation date value of the option will be R30 000
(proceeds less post-CGT expenditure).

8.6 Current costs incurred wholly and exclusively for business

Item (1)(9)

Admissible holding costs

This item, subject to certain limitations, allows the following holding costs to be added to
base cost:

The cost of maintaining, repairing, protecting or insuring the asset.

Rates and taxes on immovable property.

Interest as defined in s 24J on loans used to directly finance the cost of acquiring an
asset and any improvements thereto. Raising fees are not regarded as interest and are
excluded by para 20(2)(a).

Interest as defined in s 24J on amounts used to repay existing loans.

These costs must

be actually incurred, and
must relate directly to the cost of ownership of the relevant assets.

Qualifying assets

The above costs may be added to the base cost of the following types of assets:

Assets that are used wholly and exclusively for business purposes. The word ‘used’ must
be distinguished from the word ‘held’. For example, an unlisted share may be held but
cannot be ‘used’. The word ‘business’ is not defined, but has a more restrictive meaning
than the word ‘trade’ which is defined in s 1. As a general rule, in the case of an
individual, one or two isolated transactions cannot be described as the carrying on of a
business. There must be some proof of continuity.'® Isolated transactions can, however,
in exceptional cases constitute a business in the hands of an individual, as in Stephan’s
case.'® Where a company is formed for certain purposes the frequency of transactions
is not of the same importance as for an individual in deciding whether it is carrying on
business.'® Persons carrying on business would normally claim the relevant expenditure
under the principal Act against ordinary income. This provision therefore has a fairly
narrow scope, and would typically apply to pre-production expenditure not qualifying
under s 11(bA) or s 11A.

Shares listed on a recognised stock exchange. It follows that interest on borrowings used
to acquire unlisted shares will not qualify.

A participatory interest in a portfolio of a collective investment scheme.

These costs must not have been deducted from income — see para 20(3)(a).

194 CIR v Stott 1928 AD 252, 3 SATC 253 at 260. See S Wilson ‘Carrying on Business’ (2000) 14 Tax
Planning 1 at 6.

19 stephan v CIR 1919 WLD 1, 32 SATC 54.

1% platt v CIR 1922 AD 42, 32 SATC 142 at 148.
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A monthly management fee paid to a portfolio manager will not qualify under this item, since
a listed share or interest in a collective investment scheme cannot be ‘maintained’ or
‘protected’.

Limitation in respect of listed shares and participatory interests in collective investment
schemes

In the case of listed shares and participatory interests in a portfolio of a collective investment
scheme, only one-third of the expenditure is allowable. This reflects the fact that where such
assets are held on capital account the bulk of such expenditure is incurred in order to earn
dividend income. Since the income generated by a portfolio of a collective investment
scheme in property is fully taxable, the holding costs associated with an investment of this
nature would be deductible in terms of s 11(a) and hence excluded from base cost by para
20(3)(a).

Example 1 - Non-qualifying interest — private purpose

Facts: Lucy obtains a bond that she uses to purchase a holiday home, which she lets out
from time to time.

Result: The interest may not be added to the base cost of the holiday home.
Reason: The house is not used wholly and exclusively for business purposes.

Example 2 - Non-qualifying interest — indirectly incurred

Facts: Mark purchased a piece of vacant land on which he intends to build a factory. He
financed the acquisition by means of a bank overdraft. The next day he won the Lotto and
repaid the overdraft. Shortly thereafter, after squandering his winnings at a casino he had to
resort to the overdraft to purchase a private motor vehicle.

Result: The interest on the overdraft may not be added to the base cost of the vacant land.
Reason: There is no longer a direct relationship between the overdraft and the land.

Example 3 - Non-qualifying interest — not incurred in acquiring or improving an asset

Facts: Nico incurs interest in financing the cost of repairs, maintenance and insurance of a
building to be used for business purposes.

Result: The interest may not be added to the base cost of the asset.
Reason: The interest is not related to the cost of acquiring or improving an asset.

Example 4 - Qualifying interest - Vacant land acquired for business purposes

Facts: Obert incurs interest directly in financing the purchase of vacant land wholly and
exclusively for the purpose of erecting a factory building.

Result: The interest may be added to the base cost of the land.

Reason: The interest is directly related to the cost of acquisition of the land. Note that such
pre-production interest would not qualify in terms of the Income Tax Act under s 11(bA)
since that section does not include land - ITC 1619 (1995) 59 SATC 309 (C).
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Example 5 - Substitution of a loan used to acquire or improve an asset

Facts: Penelope purchased a piece of vacant land on which she intends to build a factory to
be used wholly and exclusively for business purposes. She financed the acquisition by
means of a R100 000 17% loan from the Thrifty Bank. After six months the Friendly Bank
offered her the same loan at 14%. She repaid the Thrifty Bank loan with the proceeds from
the Friendly Bank loan.

Result: Penelope is entitled to claim the interest on the second loan. (See ITC 1020 (1962)
25 SATC 414 (T).)

Example 6 - Interest incurred in financing the cost of shares
Facts: Quintin acquires 2000 shares in Ess Limited, a company listed on the JSE, at a cost

of R100 000 which he finances by means of a bank loan. During the year ended 28 February
2003 he incurs interest on the loan of R15 000.

Result: R

Interest incurred 15 000
Non-allowable portion (2/3 x R15 000) (10 000)
Interest that may be added to base cost 5000

8.7 Amounts included in gross income as a result of the acquisition of an asset

ltem (1)(h)(i) — (i)

The acquisition of certain assets results in an inclusion in gross income. This item clarifies
how the base cost of these assets is to be treated.

Table 2 — Base cost of assets where acquisition resulted in amount being included in
income

Paragraph | Type of asset Amount included in base cost

20(1)(h)

0] A marketable security or The market value of the marketable security
equity instrument the or equity instrument that was taken into

acquisition or vesting of which | account in determining the amount of the gain
resulted in the determination | or loss (including where the gain and loss so
of any gain or loss to be determined was nil).*’

included in or deducted from
any person’s income in terms
of s 8A or 8C.

(iiy(aa) Assets acquired by a lessee Amount included in lessee’s income in terms
from a lessor where there has | of s 8 (5), which reduced the purchase price
been a recoupment in terms of the asset (see note 2 below).

of s 8(5)
(ii)(bb) Assets the acquisition of The value placed on the asset under the
which results in a taxable Seventh Schedule for purposes of

fringe benefit under para (i) of | determining the amount included in the
the definition of ‘gross income | person’s gross income.

97 The reference to s 8C was inserted by Act 32 of 2004 and applies in respect of any disposal of an

equity instrument acquired on or after 26 October 2004.
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(ii)(cc) Obligatory improvements Amount included in gross income
effected by a lessee interms | Less:
of a lease which constitute Amount of any allowance granted in terms of

gross income in the lessor’s s 11(h).
hands in terms of para (h) of
the definition of gross income

(iii) Share in a controlled foreign In the case of a share in a CFC (controlled

company (CFC) foreign company) the proportional amount of:

e netincome taxed in terms of s 9D

e less: taxable capital gain included in net
income

e add: Net capital gain

e less: foreign dividends distributed that
are exempt in terms of
s 10(1)(K)(ii)(cc)).*®

(See note 3 below.)

Notes
1. The actual cost incurred in acquiring the asset is disregarded.

2. Where a lessee acquires an asset from a lessor at less than market value, the
difference between the market value and the amount paid for the asset will be
included in the lessee’s gross income in terms of s 8(5). This recoupment of lease
rentals previously ‘overpaid’ is treated as part of the base cost of the asset.

3. The purpose of these adjustments is to fully reflect capital gains and losses arising
in the CFC in the base cost of the interest of a resident in a CFC and to avoid
double taxation.

Example 1 — Base cost of shares acquired in terms of s 8A

Facts: On 1 October 2001 Trevor is granted an option to acquire 1000 shares in his
employer, ComWorld Ltd at a price of R1,00 per share when the market price is R1,50 per
share. He pays 10 cents per share for the options. On 28 February 2003 he exercises the
options when the market price is R5,00 per share, and on 30 June 2006 he sells his shares
at R8,00 per share.

Result: Trevor's s 8A gain (taxed as ordinary income) and capital gain (subject to CGT)
during the year ending 28 February 2007 will be determined as follows:

Section 8A gain

R
Market value of shares at date option exercised (1000 x R5) 5000
Less: cost of options 1000 x 10 cents (100)
Less: cost of shares 1000 x R1,00 (1.000)
Section 8A gain included in income 3900

198 The reference to s 10(1)(k)(ii)(cc) was inserted by Act 45 of 2003 with effect from 22 December
2003. Previously the provision referred to s 9E(7)(e)(i).
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Capital gain

R
Proceeds 1000 x R8,00 8 000
Base cost 1 000 x R5,00 5000
Capital gain 3000

Note that the actual cost of the shares, which is made up of the option cost of R100 and the
purchase price of the shares of R1 000, is disregarded in determining the base cost of the
shares. It is simply the market price of the shares that was taken into account in determining
the s 8A gain that constitutes the base cost. The actual costs are excluded in terms of para
20(3)(a) since they would have been allowed as a deduction in determining the s 8A gain.
The market value taken into account is the same as the actual cost R1 100 plus the s 8A
gain (R3 900) = R5 000.

Example 2 — Base cost of restricted shares acquired by employee under s 8C

Facts: Trevor is employed by Xenon Ltd and is not a share dealer. In 2005, he acquires a
restricted Xenon Ltd share from the company in exchange for a R100 loan when that
restricted share has a value of R100. In 2007 the restrictions on the share are lifted when the
share has a R250 value. Trevor eventually sells the share for R400.

Result: The share vests in 2007 when the all restrictions are lifted. Trevor must include R150
of ordinary income in that year (R250 less the R100 cost of the share). Trevor obtains a
R250 market value base cost in that share on that date. He has R150 of capital gain on the
sale (R400 proceeds less R250 base cost).

Example 3 — Base cost of restricted s 8C shares transferred to connected person prior
to lifting of restriction

Facts: In 2005, Jeremy acquires a restricted share of Zenon Ltd while employed by that
company. The share is provided at no cost to him.

Under the restriction, Jeremy must surrender the share to Zenon Ltd at no cost if he leaves
before 2008. In 2006, he sells the share to his wife, Anne, for R55. In 2007, Anne transfers
the share to the Jeremy Family Trust in exchange for a R110 loan with the Trust being a
connected person to Jeremy. In 2008 the restriction lifts when the share has a R100 value.
Trust subsequently sells the share for R150 with all parties paying off their related loans.

Result: The share vests in 2008 when the restriction lifts, triggering R100 of ordinary income
for Jeremy. Trust obtains a R100 base cost in the shares because a vesting occurred (with
respect to ‘any person’s income in terms of s 8C’). The Trust has a capital gain of R50 on
the sale (R150 proceeds less the R100 base cost).

Example 4 — Base cost of asset acquired from lessor at less than market value

Facts: Andrew leased land and buildings from Franz at a rental of R10 000 per annum. The
rent paid, which Andrew claimed as a deduction under s 11(a) was as follows:
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R
2001 10 000
2002 10 000
2003 10 000
2004 10 000
5005 10 000
50 000

At the end of the 2005 tax year, Andrew acquired the property from Franz at a price of
R2 000 even though its market value was R50 000. This was in recognition of the fact that
most of the rentals paid by Andrew were excessive and really in part payment of the
purchase price. In terms of s 8(5) an amount of R48 000 (R50 000 — R2 000) was included in
Andrew’s income for the 2005 tax year. In 2010 Andrew sold the property for R65 000.

Result: The base cost of Andrew’s property is as follows:

R
Amount paid 2000 (para20(1)(a)))
Amount included in income in terms of s 8(5) 48 000 (para 20(1)(h)(ii))
Base cost 50 000

Andrew’s capital gain is therefore R65 000 — 50 000 = R15 000
Example 5 — Determination of base cost of CFC
Facts: A South African resident individual owns all the shares in a foreign company, which

qualifies as a CFC. The shares were acquired for R200 on 19 December 2001. The receipts
and accruals of the foreign company consist of the following:

R
Foreign dividends 200
Capital gain on disposal of shares 400
Capital loss on disposal of shares 100
Net capital gain 300
Taxable capital gain (25% x 300) 75

The net income of the CFC as contemplated in s 9D is R275

Result: The base cost of the shares is determined as follows:

R
Expenditure incurred to acquire the shares 200
Add: Net income 275
Less: Taxable capital gain (75)
Add: Net capital gain 300
Calculated base cost 700

8.8 Assets acquired as a result of a value shifting arrangement
Item (1)(h)(iv)
Where a person acquires or disposes of an asset as a result of a value shifting arrangement,

certain adjustments must be made to the base cost of the asset. These adjustments are
contained in para 23 (see 8.16).
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Amounts excluded from base cost
Subparagraphs (2) and (3)

8.9 Exclusions - certain current costs
Subparagraph (2)

Except to the extent referred to above, the following expenses do not form part of base cost:

e borrowing costs, including interest or raising fees;

e repairs, maintenance, protection, insurance, rates and taxes, or similar expenditure

e the valuation date value of any option or right to acquire any marketable security
contemplated in s 8A(1). The purpose of this exclusion is to prevent an employee
claiming the valuation date value of the option as well as pre-1 October 2001
expenditure in terms of para 20(1)(f).

Example — Interest not forming part of base cost

Facts: Petro purchased her primary residence on 1 October 2001 with the assistance of a
mortgage bond of R1.5 million. She disposed of the residence five years later at a profit of
R2 million, R1 million of which is subject to CGT.

Result: She may not claim the interest on the bond as part of the base cost of the residence.
Other exclusions from base cost
Subparagraph (3)

The expenditure included in base cost in terms of para 20(1)(a) to (g) must be reduced by
the following amounts:

8.10 Exclusions - expenditure already allowed (para 20(3)(a))

Excluded is any expenditure allowable in determining taxable income otherwise than in
terms of the Eighth Schedule. This provision prevents the double deduction of expenditure.

8.11 Exclusions - expenditure recovered or recouped (para 20(3)(b))
This item mirrors the recoupment provisions of s 8(4)(a) and (m) of the Act.

A reduction in expenditure must take place where an expense has been

e reduced

e recovered or become recoverable or

e paid by any other person

It does not matter whether the recovery took place before or after the expense was incurred.

No reduction in expenditure need be made to the extent that the amount was taken into

account in terms of

e section 8(4)(a)

e para (j) of the definition of gross income (which deals with the recoupment of certain
mining capital expenditure) or

¢ where the expense was not allowed in terms of para 20(3)(c) because it was not paid nor
was it due and payable (para 20(3)(c) was deleted with effect from 24 January 2005).
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This prevents base cost being reduced by amounts that were never included therein in the
first place and hence prevents double taxation.

Example — Reduction in expenditure

Facts: Uriah buys an asset from Vlok for R50 000 in 5 equal annual instalments of R10 000.
After 7 years Uriah has still not paid the last instalment. Vlok agrees to accept R5 000 in full
and final settlement.

Result: The base cost of the asset will be R50 000 - R5 000 = R45 000.

8.12 Exclusions - expenditure unpaid and not due and payable (para 20(3)(c))

Paragraph 20(3)(c) was deleted by the Revenue Laws Amendment Act 32 of 2004. The
deletion came into operation on 24 January 2005 and applies in respect of any disposal
during a year of assessment commencing on or after that date.

Prior to the deletion of para 20(3)(c)

Prior to the deletion of para 20(3)(c), any expenditure that has not been paid and is not due
and payable in a year of assessment must be excluded from base cost. This was essentially
an anti-avoidance measure. To apply, both requirements must be met. It is therefore
important to determine when a debt has been paid and when it is due and payable.

Paid

When a debt is paid by cash or cheque it will be regarded as paid.'® The more difficult
question arises when the amount owed is replaced by a new loan. It is not possible to lay
down hard and fast rules in this regard as the answer will depend on the facts of the
particular case. In many cases the issue will be irrelevant for the purposes of para 20(3)(c)
because the debt may well be due and payable at the time it is replaced by the new loan.
Novation occurs when an existing obligation is discharged and replaced by a new one, but it
has been held that novation is not a form of payment. **°

Due and payable

An amount may be due under a contract (dies cedit) but not payable (dies venit). The
amount will only be due and payable when the time for payment arrives. For example, A
sells goods to B on credit on 1 March 2003 payment to be made by no later than 31 March
2003. The amount will become due and payable on 31 March 2003.

Example — Expenditure unpaid, not due and payable

Facts: On 1 October 2002 Roger bought an asset from Sebueng for R50 000. The purchase
price is payable in annual instalments of R10 000 over five years, with each instalment
falling due on 30 September. On 1 October 2004 after two instalments had been paid, Roger
sold the asset to Tolstoy for R25 000, and continued to pay off the loan to Sebueng over the
next 3 years.

19917C 1688 (1999) 62 SATC 478 (N).
10 Market Furnishers v Reddy 1966 (3) SA 550 (N) at 553D.
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Result: The base cost of Roger's asset in the year of disposal will be R10000 x 2 =
R20 000. The outstanding payments will be treated as capital losses in the years in which
they are paid.

After the deletion of para 20(3)(c)

Following the deletion of para 20(3)(c) expenditure no longer has to be paid or due and
payable to qualify as a deduction.

Example — Expenditure unpaid, not due and payable

Facts: The facts are the same as in Example 1 but this time Roger disposed of the asset to
Tolstoy on 2 March 2005.

Result: The base cost of Roger’s asset is R50 000 as para 20(3)(c) no longer applies.

Despite the deletion of para 20(3)(c), the pay-as-you-go principle is retained in s 24B(3) for
the cross-issue of debt and debt issued for shares. The principle is extended to indirect and
connected person transactions reaching the same result. See 8.31.5.

8.13 Exclusions - value—added tax allowed as input tax credit

Section 23C ensures that value-added tax cannot be claimed as a deduction in terms of the
Income Tax Act when it has been allowed as an input tax deduction in terms of s 16(3) of the
Value-Added Tax Act 89 of 1991. See also the remarks regarding VAT in the determination
of market value in terms of para 31.

8.14 Provisions relating to farming development expenditure
Paragraph 20A

This paragraph was inserted by Act 45 of 2003 and applies to any disposal on or after 22
December 2003.

8.14.1 The position prior to 22 December 2003

Farmers are entitled to claim certain capital development expenditure (CDE) in the year of
incurral in terms of para 12(1)(a)- (i) of the First Schedule. These deductions are allowed in
full but are in effect limited to the taxable income derived from farming operations (para
12(3)), with the exception of the amounts referred to in para 12(1)(a) and (b). These two
exceptions relate to the eradication of noxious plants and the prevention of soil erosion.

The limitation of the deduction is effected by deeming the amount by which the expenditure
exceeds the taxable income from farming operations to be income in the current year of
assessment. This excess is then deemed to be a para 12(1) deduction in the following year
of assessment.

Furthermore, the recoupment provisions of s 8(4)(a) do not apply to the deductions under
para 12. Paragraph 12, however, contains its own special recoupment provisions in respect
of the following assets:

e Housing used for domestic purposes by a person who is not an employee (para 12(6)):.

e Movable assets (para 12(1B) and (1C)).
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Thus, for example, expenditure in respect of the building of a dam will never be subject to
recoupment, whilst expenditure on a movable dipping tank can be recouped in the special
manner discussed below.

Whilst recoupments of CDE in respect of movable assets may not be included in taxable
income in terms of s 8(4)(a), they are dealt with by first reducing any qualifying balance of
CDE brought forward from the previous year in terms of para 12(3B). Where the qualifying
balance is insufficient, the excess is included in farming income.

8.14.2 The CGT implications

An asset arising from CDE is also an asset for CGT purposes. The CGT implications largely
revolve around what has been allowed or recouped for normal tax purposes in terms of the
First Schedule.

Where a farmer has had a deduction against farming income in respect of CDE in terms of
para 12(1) of the First Schedule, the base cost of the asset must be reduced by the amount
of that deduction in terms of para 20(3)(a). The fact that there may have been insufficient
farming income to absorb the deduction, which resulted in the excess being deemed to be
income in the relevant year, is irrelevant. The unutilised portion of CDE is allowed as a
deduction in the following year and will be carried forward until there is sufficient farming
income.

The amount received or accrued on disposal of the asset will constitute proceeds on
disposal in terms of para 35, except to the extent it has been recouped in terms of para 12 of
the First Schedule.

In terms of para 35(3)(a) the proceeds from the disposal of an asset by a person, as
contemplated in para 35(1) must be reduced by

‘any amount of the proceeds that must be or was included in the gross income of that person or
that must be or was taken into account when determining the taxable income of that person
before the inclusion of any taxable capital gain’.

Must proceeds be reduced by an amount that was included in income as a result of farming
income being insufficient to absorb CDE? Subparagraph (3) refers to proceeds ‘from the
disposal of an asset'. It follows that proceeds should not be reduced as the amount has
nothing to do with the disposal of the asset.

The result is that when a farmer disposes of a CDE asset it will more than likely have a zero
base cost with the consideration received or accrued comprising the capital gain (except to
the extent it represents a recoupment). Where a farmer discontinues farming operations
during a year of assessment and does not recommence those operations during the
following year of assessment, the unutilised balance of CDE is forfeited.™* Prior to the
introduction of para 20A the Act did not allow for any portion of this forfeited balance to be
claimed as a capital loss.

1 This follows from s 26 of the Act. See Income Tax Practice Manual at A - 290.
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Example 1 — Capital development expenditure and CDE assets that become movable

Facts:
Year 1 R
Expenditure on movables 20 000
Farming income 12 000
Qualifying balance c/f to year 2 8 000
Year 2 R
Farming income 30 000
Amount received on disposal of movables 12 000
Cost of movables disposed of 10 000
Capital development expenditure 15 000
Result: Farming income for year 2 will be calculated as follows:
Qualifying balance b/f (8 000)
Recoupment (restricted to qualifying balance) 8 000
Qualifying balance Nil
Farming income before any development expenditure 30 000
Add: Balance of recoupment (R10 000 — R8 000) 2 000
32 000
Less: Current expenditure on items (c) to (j) (15 000)
Taxable income before taxable capital gains 17 000
R
Consideration received on disposal of movables 12 000
Less: recoupment (para 35(3)(a)) (10 000)
Proceeds 2000

Note: For the purposes of para 35(3)(a) R10 000 was ‘taken into account when determining
the taxable income’ of the farmer: R8 000 was accounted for by reducing the qualifying
balance b/f from year 1, and R2 000 was included in income.

R
Cost of movables 10 000
Less: Amount allowed as CDE ito para 12(1) (10 000)
Base cost (para 20) Nil

Capital gain = R2 000 — RO = R2 000
Example 2 — Capital development expenditure and immovable assets

Facts: In year 1 Mr Brown purchased some farm land adjacent to his existing farm at a cost
of R500 000. In year 5 he built a dam on this land at a cost of R100 000. The dam qualified
as a deduction in terms of para 12(1)(d) of the First Schedule. In year 10 he disposed of the
land on which the dam was built to a neighbouring farmer for R800 000.

Mr Brown has had farming losses in years 5 - 10.

Result: Mr Brown'’s capital gain on disposal of the land will be as follows:

R
Proceeds 800 000
Base cost 500 000
Capital gain 300 000
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Note that in this case the base cost comprises only the cost of the land as the cost of the
dam had been allowed against taxable income and hence must be excluded from base cost
in terms of para 20(3)(a). The unutilised CDE of R100 000 will be carried forward to the
following year and will be available for set off against future farming taxable income.

8.14.3 The position on or after 22 December 2003

Paragraph 20A was inserted by s 96 of Revenue Laws Amendment Act 45 of 2003, came
into operation on 22 December 2003 and applies to any disposal on or after that date.

8.14.3.1 To whom does para 20A apply?

It applies to persons carrying on pastoral, agricultural or other farming operations as
contemplated in s 26 who have an unutilised balance of capital development expenditure.

8.14.3.2 What is CDE?
For the purpose of para 20A capital development expenditure (‘CDE’) refers to the
expenditure in para 12(1)(c) to (i) of the First Schedule. This comprises the expenditure set

out in the table below.

Table 1 —CDE in respect of which an election can be made

Paragraph Description of expenditure

12(1) of First

Schedule

(c) Dipping tanks.

(d) Dams, irrigation schemes, boreholes and pumping plants.

(e) Fences.

) The erection of, or extensions, additions or improvements (other than

repairs) to, buildings used in connection with farming operations, other than
those used for the domestic purposes of persons who are not employees of
such farmer.

(9) The planting of trees, shrubs or perennial plants for the production of grapes
or other fruit, nuts, tea, coffee, hops, sugar, vegetable oils or fibres, and the
establishment of any area used for the planting of such trees, shrubs or

plants.

(h) The building of roads and bridges used in connection with farming
operations.

0] The carrying of electric power from the main transmission lines to the farm

apparatus or under an agreement concluded with ESKOM in terms of which
the farmer has undertaken to bear a portion of the cost incurred by ESKOM
in connection with the supply of electric power consumed by the farmer
wholly or mainly for farming purposes.

8.14.3.3  Purpose

The purpose of para 20A is to allow a person to add the cost of unutilised CDE to the base
cost of a farm property where farming operations have ceased. This could happen upon the
death of a farmer or where the farmer simply decides to discontinue farming operations.
Without para 20A any unutilised CDE will be forfeited unless farming operations are
recommenced in the next year of assessment.
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8.14.3.4  The problem created by the wording of the First Schedule

Normally capital expenditure that has not been allowed against ordinary income can be
added to the base cost of the relevant asset in terms of para 20. CDE qualifying in terms of
para 12(1)(c) to (i) of the First Schedule is limited to income from farming operations. The
result is that where the farming income is insufficient to absorb the CDE, the unutilised
balance is carried forward to the next succeeding year. One might expect that the unutilised
CDE could be added to base cost under the core rules. However, because of the structure of
para 12 of the First Schedule this is not so. In terms of that provision, if the CDE exceeds the
income from farming, the full CDE is allowed as a deduction and an amount equal to the
excess expenditure is added to the income so that they cancel each other out. The excess
expenditure is carried forward to the next year of assessment and deemed to be expenditure
incurred in that next year. The result is that para 20(3)(a) prevents the addition of unutilised
CDE to the base cost of the farm property, even though the farmer has for all intents and
purposes not enjoyed the benefit of a deduction of the CDE.

8.14.3.5 Why is CDE forfeited on cessation of farming operations?

As a general rule, the First Schedule only applies to a person who carries on farming
operations. This follows from the wording of s 26(1) which provides that the taxable income
of farmers must be determined in accordance with the First Schedule. Where a person
ceases to carry on farming operations during a year of assessment, any unutilised CDE may
not be carried forward to the next succeeding year of assessment if the person does not
carry on farming operations in that succeeding year.''? A fatal interruption occurs because
the First Schedule ceases to be applicable and there is no other mechanism in the Act in
terms of which the CDE can be carried forward. In short, the unutilised CDE is forfeited.
Even if the person recommences farming operations after such a fatal interruption, that
person will not be entitled to the unutilised CDE forfeited in a previous year.'*® Instead of
consigning such expenditure to a black hole, para 20A allows it to be added to the base cost
of the farm property. This is a logical approach because such expenditure would in all
likelihood have contributed to the value of the farm property and the amount realised on its
disposal.

8.14.3.6  Key requirements for CDE to be added to base cost

The person must have

e unutilised CDE,

e ceased farming operations during the current or a previous year of assessment,

e disposed of the farm property in the current year of assessment, and

¢ made an election as to how much of the CDE is to be added to the base cost of the ex-
farm property disposed of.

8.14.3.7 The election

The election may be made in respect of the whole or a part of the CDE. There is no
requirement that the elected CDE actually relate to the ex-farm property disposed of as the
provision contains no cost identification rules. For example, if a farmer has ceased farming
and has two farms, and sells one of them, he can elect that all or part of the CDE (including
CDE relating to the second farm) be allocated to the base cost of the first farm. The
provision is not specific as to when the election must be made and in what form it must be
made. However, the view is held that the election must be made in the return of income
covering the earlier of

112
113

Income Tax Practice Manual at A — 290.
See Silke on South African Income Tax in §15.30.
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¢ the year of assessment in which the farm property is sold, and

e where farming operations have recommenced in the same or the immediately
succeeding year of assessment, in that year.

In the first case, the election needs to be made in order that the capital gain on disposal of

the farm can be computed. In the second case, the election needs to be made in order that

the taxable income from farming can be computed — in other words the farmer must choose

between adding the CDE to base cost and utilising it against farming income.

The amount of CDE in respect of which an election can be made is subject to two limitation
rules that are discussed below.

Why is the amount of CDE that can be added to base cost subject to an election? It is
possible that a person may cease farming operations in one year of assessment, dispose of
the farm property and then commence farming operations in the current or immediately
succeeding year of assessment. In these circumstances a farmer may wish to utilise the
remaining CDE against any taxable capital gain arising on the disposal of the farm property
rather than carry it forward for utilisation against any farming income that may be generated
in future years. In making the election the farmer must consider
e whether he or she will in fact recommence farming operations before the end of the
succeeding year of assessment, and
¢ in the event that the person should recommence farming operations, whether sufficient
farming income will be generated in the foreseeable future to absorb the CDE.
Should the farmer fail to recommence farming operations in the succeeding year any
unutilised CDE will be lost forever. Even if farming operations are recommenced in the next
year, it may be many years before the farmer will have sufficient farming income against
which the CDE can be utilised. Another factor to bear in mind is that a farmer is likely to incur
further CDE in starting up a new farming operation. From a cash flow point of view a farmer
may wish to save CGT now rather than normal tax at a much later date.

Another reason for the election relates to the loss limitation rule in para 20A(2). The election
would, for example, be required where a person dies holding two farm properties. If the
executor allocated all the CDE to the first farm, this may result in a loss which would trigger
para 20A(2) thereby resulting in a limitation on the amount of the CDE that can be allocated
to that farm. The executor may wish to ensure that the CDE is allocated in a manner that will
not result in a capital gain on one property and a capital loss on the other.

8.14.3.8 The selection of a cost identification method

For the purpose of the loss limitation rules in para 20A(2) and (3) it is necessary for a farmer
to maintain a separate record of pre- and post-valuation date unutilised CDE. Where a
portion of CDE has been utilised against farming income on or after 1 October 2001, the
guestion arises as to what identification method must be used to determine whether the
unutilised CDE on the date of cessation of farming operations relates to pre- or post-
valuation date expenditure.

Paragraph 20A does not contain any cost identification rules for determining what constitutes
pre- and post-valuation date expenditure. In the absence of a specific rule, the contra fiscum
rule must be applied, and a person is free to choose the method that will yield the best
result.

8.14.3.9  The loss limitation rule (para 20A(2))

The amount of CDE in respect of which an election can be made is limited to the amounts
reflected in the table below.
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Table 2 — Limitation of CDE iro which election can be made

When immovable property acquired CDE limited to

Before valuation date Proceeds reduced by any other amount

allowable ito para 25, namely, the

e valuation date value ito para 26 or 27,

e plus any para 20 expenditure incurred on
or after the valuation date.

On or after valuation date Proceeds reduced by allowable para 20
expenditure.

Example 1 — Limitation on CDE where market value adopted as valuation date value

Facts: Frikkie purchased a sugar cane farm in the Pongola area in 1995 at a cost of
R80 000. On 29 February 2004 he decided to discontinue farming operations and converted
his farm into a tourist resort. At the end of the 2004 tax year, Frikkie had unutilised CDE of
R200 000, all incurred after the valuation date. On 28 February 2005 he sold the property for
R1 000 000 after the resort had proved unsuccessful. The market value of the property on
valuation date was R800 000. Improvements to the property during the 2005 tax year
amounted to R30 000.

Result: The amount of CDE that can be added to the base cost of the property is limited to
the following:

R
Proceeds 1 000 000
Less: Valuation date value 800 000
Post-1.10.2001 improvements 30 000 (830 000)
170 000

Frikkie can therefore only elect to add R170 000 of the unutilised CDE of R200 000 to the
base cost of the property. This will result in no gain no loss on disposal of the property.
Frikkie must make the election in his 2005 return of income.

Example 2 — Limitation on CDE where TAB adopted as valuation date value
Facts: John paid R100 000 for his farm on 1 July 1997. He passed away on 30 June 2006 at

which stage the market value of the farm was R150 000. At the date of his death he had
unutilised CDE made up as follows:

Tax year CDE incurred Farming income Unutilised CDE clf
R R R

1999 50 000 20 000 30 000

2000 80 000 30 000 80 000

2003 50 000 50 000 80 000

2004 - 10 000 70 000

Result: Applying the FIFO principle, the unutilised CDE of R70 000 is made up as follows:
On or after valuation date R50 000
Before valuation date R20 000

TAB disregarding CDE (para 20A(2))
TAB =B + [(P-B) x N/N+T]
TAB = R100 000 + [(R150 000 — R100 000) x 5/10]
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TAB = R125 000

Limitation: R

Proceeds 150 000
Less: TAB 125 000
Maximum allowable CDE 25 000

Applying FIFO, the entire R25 000 relates to the post-valuation date period.

TAB including CDE
P = R100 000/R125 000 x R150 000
P =R120 000

TAB = R100 000 + [(R120 000 — R100 000) x 5/10]

TAB = R100 000 + R10 000

TAB = R110 000

Capital gain = R150 000 — (R110 000 + R25 000) = R15 000

What if John uses LIFO? In that case, the entire R25 000 would be regarded as having been
incurred in 1999. Therefore B = R100 000 + R25 000 = R125 000.

TAB = R125 000 + [(R150 000 — R125 000) x 5/10]
TAB = R125 000 + R12 500

TAB = R137 500

Capital gain = R150 000 — R137 500 = R12 500

John would therefore use LIFO.

8.14.3.10 Restriction where market value adopted as valuation date value (para 20A(3))

A further restriction on the range of expenditure in respect of which an election can be made
applies where a person adopts the market value as the valuation date value of the
immovable property. In this case, only CDE incurred on or after valuation date can be taken
into account. In these circumstances the FIFO method of cost identification will ensure that
the maximum amount of CDE is treated as post-valuation date expenditure.

Example — inadmissibility of pre-valuation date CDE where market value adopted as
valuation date value

Facts: Diana passed away on 30 June 2004 leaving,behind a wine farm in Paarl.

She had incurred CDE in terms of para 12(1)(c) — (i) of the First Schedule as follows:

Tax year CDE incurred Farming income Unutilised CDE c/f
R R R

1999 50 000 20 000 30 000

2000 80 000 30 000 80 000

2003 50 000 50 000 80 000

2004 - 10 000 70 000

The market value of the farm was as follows:
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R
On 1 October 2001 1 000 000
On 30 June 2004 1 500 000

Result: In this instance it is assumed that the unutilised CDE of R70 000 was incurred as
follows using the FIFO basis:

R
After valuation date 50 000
Prior to valuation date 20 000

The base cost of the property is R1 000 000 + R50 000 = R1 050 000, resulting in a capital
gain of R450 000. No election may be made in respect of the CDE incurred prior to the
valuation date as the market value basis has been adopted.

8.15 Prevention of double deductions
Paragraph 21

This paragraph embodies more or less the same principles as are contained in s 23B of the
Act (prohibition of double deductions). Its purpose is twofold.

First, where an amount qualifies as allowable expenditure in determining a capital gain or a
capital loss under more than one provision of the Eighth Schedule, the amount or portion
thereof, shall not be taken into account more than once in determining that capital gain or
loss. (An anti ‘double-count’ provision.)

Secondly, no expenditure shall be allowed in terms of para 20(1)(a) or (e) where it has in fact
qualified under any other provision of the Eighth Schedule but has been limited in terms of
that other provision. (An anti-‘carry forward’ provision.) As an example, in the case of a
disposal of an asset by way of donation, where the donor pays donations tax, in terms of
para 20(1)(c)(vii), the donations tax allowable as expenditure for purposes of determining
base cost is calculated in terms of para 22. Any balance that is not allowable as expenditure
in terms of this paragraph may not then qualify as ‘expenditure actually incurred’ in terms of
para 20(1)(a).

8.16 Amount of donations tax to be included in base cost

Paragraph 22

Paragraph 20(1)(c)(vii) entitles a donor to add a portion of the donations tax paid to the base
cost of a donated asset. This paragraph contains the formula to be used in calculating the
allowable portion of such tax. See para 20 for an example and explanation of the formula.
8.17 Base cost in respect of value shifting arrangement

Paragraph 23

This paragraph sets out the formulae to be applied to the parties to a value shifting

arrangement. For a full explanation of value shifting, the formulae and illustrative examples,
see Chapter 21 — Anti-avoidance measures.
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8.18 Base cost of asset of a person who becomes a resident
Paragraph 24

The term ‘resident’ is defined in s 1 and includes not only persons who are ordinarily resident
but also persons who are physically present in South Africa for the periods specified in the
definition.

This paragraph prescribes the treatment of persons who become residents disposing of
assets after they have become South African residents. It does not apply to

e immovable property in the Republic (para 2(1)(b)(i)) and

e assets of a permanent establishment situated in the Republic (para 2(1)(b)(i)).

Gains and losses on these two classes of assets are taxed on a source basis and are not
influenced by the residence status of the owner.

This paragraph also does not apply to persons who became residents prior to the valuation
date. Such residents will be subject to the normal rules and would have to determine the
valuation date value of their assets in terms of paras 25, 26, 27 and 28.

In terms of paras 12(4) and 13(1)(g) where non-residents become residents, their assets,
other than those contemplated in para 2(1)(b)(i) and (ii), are treated as having been
disposed of on the day before they become resident in the Republic and then reacquired at
market value on the same day.

The first subparagraph makes it possible for a person who becomes a resident to add any
expenditure allowable in terms of para 20 incurred on or after the date of becoming resident
to the value of the asset as determined in subparas (2) and (3) at the date of becoming
resident.

In terms of para 12(4) read with para 13(1)(g) persons becoming resident in SA are deemed

to have disposed of and re-acquired their assets (other than the SA source assets listed

below) at market value on the date immediately before the day on which residence is taken

up. The SA source assets that need not be valued at the time of taking up residence are

e any immovable property or an interest or right in immovable property situated in the
Republic, and

e an asset of a permanent establishment through which that person carries on a trade in
the Republic during the year of assessment.

In determining the base cost of their non-SA source assets held at the time of taking up

residence these persons will, therefore, not be able to rely upon the time-apportionment

base cost method or the ‘20% of proceeds rule’ outlined in para 26. They are restricted to

using either the market value where permissible or the historic/original cost of the asset.

There is no time limit for the determination of the market value — see notes at the end of this

section.

This paragraph envisages two distinct cases. The first is where both the proceeds and the

allowable expenditure, as contemplated in para 20, incurred prior to becoming a resident are

less than the market value determined at the date of becoming a resident. In this case the

person who becomes a resident is treated as having acquired that asset at a cost equal to

the higher of:

e the expenditure allowable in terms of para 20 incurred in respect of that asset prior to the
date of becoming a resident; or

e those proceeds less the expenditure allowable in terms of para 20 incurred on or after
that date in respect of that asset.
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Two permutations are possible in the first case. Proceeds may be higher than expenditure
before residence but lower than market value or expenditure before residence may be higher
than proceeds but lower than market value.

Example 1 - Proceeds and cost less than market value

150 Market value

\ 120 Proceeds (1)

Cost
100 !
Date of Date of disposal
acquisition
Date became 80 Proceeds (2)
SA resident

In case (1) proceeds must be used thereby eliminating the loss of 30 (150 — 120).
In case (2) historical cost must be used resulting in a loss of 20 rather than 70 had the
market value been allowed as the base cost.

Example 2 — Proceeds and cost less than market value

Permutation 1 Permutation 2
R R

Proceeds 100 000 75 000
Market value 200 000 200 000
Expenditure before residence 50 000 100 000
Expenditure after residence 25000 25000
Deemed acquisition cost is the higher of:

Expenditure before residence; or 50 000 100 000
Proceeds less Expenditure after residence 75 000 50 000
Therefore, deemed acquisition cost equals 75 000 100 000
Proceeds 100 000 75 000
Base cost 100 000 (75 +25) 125000 (100 + 25)
Capital gain / (loss) Nil (50 000)

In both permutations, the market value is not considered and the actual capital gain or loss
allowable is determined in relation to historic cost.

The second case is where both the proceeds and the market value at the date of becoming

a resident are less than the allowable expenditure, as contemplated in para 20, incurred

prior to becoming a resident. In this case the person who becomes a resident is treated as

having acquired that asset at a cost equal to the higher of:

e the market value; or

e those proceeds less the expenditure allowable in terms of para 20 incurred on or after
that date in respect of that asset.

Again, two permutations are possible in the second case. Proceeds may be higher than

market value but both lower than expenditure before residence or market value may be
higher than proceeds but both lower than expenditure before residence.
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Example 3 - Proceeds and market value less than cost

Date became

SA resident
Date of
acquisition Pate of disposal
100

|
/ 80 Proceeds (1)
MV 70 \

In case (1), proceeds must be used thereby resulting in no gain, no loss compared to the
gain of 10 that would have arisen had market value been used.

In case (2), market value must be used resulting in a loss of 20 (50 — 70) compared to the
loss of 50 that would have resulted had historical cost been used.

50 Proceeds (2)

Example 4 — Proceeds and market value less than cost

erutation 1 Permutation 2
R R

Proceeds 100 000 75 000
Market value 50 000 100 000
Expenditure before residence 200 000 200 000
Expenditure after residence 25 000 25 000
Deemed acquisition cost is the higher of:

Market value; or 50 000 100 000
Proceeds less expenditure after residence 75 000 50 000
Therefore, deemed acquisition cost equals 75 000 100 000
Proceeds 100 000 75 000
Base cost 100000 (75+25) 125000 (100 + 25)
Capital gain / (loss) Nil (50 000)

Since the expenditure in respect of the asset must be known in order to apply the above gain
and loss limitation rules, it follows that they cannot be applied where there is no record of
expenditure. Despite this, the Commissioner may apply the provisions of s 78 to estimate the
amount of the expenditure using available information.

Time period for performing valuations

In terms of para 12(4) persons who commence to be resident must be treated as having
disposed of their assets at market value and to have reacquired them at a cost equal to that
market value. The cost is treated as expenditure incurred and paid for the purposes of para
20(1)(a). These persons are responsible for valuing their assets. Where a person fails to
value an asset, the Commissioner can estimate the value in terms of s 78.

Unlike para 29(4) which requires that pre-valuation date assets be valued within three years

of valuation date, para 12(4) sets no time limit within which new residents must value their
assets after taking up residence. In theory these persons could value their assets at date of
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disposal, though this carries with it the problem of securing sufficient evidence to support the
valuation long after the event. The onus of proving the correctness of a valuation rests on
the resident in terms of s 82(b). Regardless of when the valuation is done, the fact remains
that a valuation is mandatory.

8.19 Determination of base cost of pre-valuation date assets
Paragraph 25
8.19.1 The general formula (para 25(1))

The base cost of a pre-valuation date asset is the sum of the valuation date value of that
asset, as determined in terms of para 26, 27 or 28, and the expenditure allowable in terms of
para 20 incurred on or after the valuation date in respect of that asset. This paragraph
enables expenditure incurred after the valuation date to be added to base cost. Expressed
as a formula the base cost of a pre-1 October 2001 asset is:

Base cost = valuation date value (VDV) + post-1 October 2001 expenditure

Identical assets to which the provisions of para 32(3A) are applicable are excluded from this
paragraph. The reason for this is that pre-valuation date assets cannot be separately
identified once they have been merged in a pool with post-valuation date assets.

As will be seen in paras 26, 27 and 28 the valuation date value of an asset can be various
things. For example it could be:
e Market value on 1 October 2001

e Time-apportionment base cost (TAB)

e 20% x (Proceeds — post-CGT expenditure)

e Proceeds — post-CGT expenditure

8.19.2 Redetermination of capital gains and losses on disposal of pre-valuation date

assets (para 25(2) and (3))
Effective date

This provision came into operation on the date of promulgation of the Revenue Laws
Amendment Act 32 of 2004, namely, 24 January 2005, and applies in respect of any
disposal during any year of assessment commencing on or after that date. This means, for
example, that in the case of natural persons it will apply to the 2006 and subsequent tax
years.

Paragraph 25(2) and (3) deal with the redetermination of capital gains and losses in respect
of pre-valuation date assets. Such redeterminations are required when any of the events in
the table below occur:.

Table 1 — Circumstances in which capital gains and losses must be redetermined

Paragraph Event during current year triggering redetermination
25(2)

(@) Additional proceeds received or accrued.

(b) Proceeds were previously taken into account, and

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

(c) Additional expenditure forming part of base cost is incurred.

(d) Expenditure previously taken into account as part of base cost has been
recovered or recouped.

When a redetermination is required, it simply means that the capital gain or loss on disposal
of the asset must be redetermined from scratch, taking into account all amounts of proceeds
and expenditure from the date on which the asset was first acquired. Redetermination is
necessary for the following reasons:

e Any capital gain or loss determined under the first disposal may have been eliminated by
the kink tests in paras 26 and 27. In the absence of redetermination this could cause
hardship or confer an undue benefit on a taxpayer.

o Where the TAB method was used with the first disposal, any subsequent capital gain or
loss would otherwise not be time-apportioned. For example, additional proceeds
received or accrued in a year subsequent to the year of disposal would comprise a full
capital gain in the year received or accrued. Note in this regard that the values of ‘N’ and
‘T' in the TAB formula (period before and after valuation date) remain unchanged. In
other words, these periods are determined by the date of disposal, and not by the date of
receipt or accrual of subsequent proceeds or the incurral of subsequent expenditure.

Adjustment of capital gain or loss (para 25(3))

The redetermined capital gain or loss must be taken into account in the current year in terms
of para 3(1)(b)(ii)(aa) (capital gain) or para 4(1)(b)(iii)(aa) (capital loss). There is no
requirement that a person must consistently apply the same valuation method. For example,
a person may have elected TAB for the first disposal and market value for the
redetermination. Redetermination is not required where the weighted average method is
adopted under para 32(3A).

Any capital gain or loss that was previously determined is reversed out as a capital loss or
gain as the case may be, in terms of para 3 (b)(iii)(bb) (previous capital loss treated as
capital gain) or para 4(b)(iii)(bb) (previous capital gain treated as capital loss).

Example 1 — Redetermination of capital gain or loss where the kink tests applied to
the initial disposal

Facts: In 1995 Ruzanne purchased land at a cost of R100 000. She determined a market
value in respect of the land on 1 October 2001 of R150 000. On 28 February 2005 she sold
the land for R120 000 plus a further sum of R35 000 to be paid on 28 February 2007 if the
purchaser was able to attain a required level of profitability from the use of the land. The
purchaser was able to attain the required level of profitability and Ruzanne duly received the
additional proceeds of R35 000 on 28 February 2007. In determining the valuation date
value of the land she adopted the market value method

Result:

2005 tax year
During the 2005 tax year Ruzanne’s capital loss of R30 000 was disregarded in terms of

para 26(3). In terms of that provision the valuation date value of the land was deemed to be
R120 000.
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2007 tax year

The receipt of the additional proceeds of R35 000 triggers a redetermination of the capital
gain or loss in respect of the disposal of the land in terms of para 25(2). The revised capital
gain is determined as follows:

R
Proceeds R120 000 + R35 000 155 000
Base cost 150 000
Capital gain 5 000

Example 2 — Redetermination of capital gain upon accrual of further proceeds where a
capital gain was determined in the year of disposal

Facts: Assume the same facts as Example 1, except that Ruzanne sold the land on 28
February 2005 for R155 000 plus contingent proceeds of R35 000.

Result:
2005 tax year

In 2005 Ruzanne had a capital gain of R5 000 (R155 000 proceeds less R150 000 base
cost).

2007 tax year

In 2007 Ruzanne will have a redetermined capital gain of R40 000.

R
Proceeds R155 000 + R35 000 190 000
Base cost 150 000
Capital gain 40 000

The redetermined capital gain of R40 000 is treated as a capital gain in the current year in
terms of para 3(b)(iii)(aa). The prior year capital gain of R5 000 is treated as a capital loss in
the current year in terms of para 4(b)(iii)(bb). The net effect in the current year is that an
amount of R35 000 will be subject to CGT.

Example 3 — Redetermination of capital gain where TAB adopted in respect of initial
disposal

Facts: Natasha acquired 100 Alpha Ltd shares on 1 June 1999 at a cost of R200 000. On 30
June 2004 she sold them for R500 000 plus a further amount of R100 000 payable on 28
February 2006 depending on whether the shares produced a dividend yield of at least 5%
during the 2005 and 2006 years of assessment. Natasha elected to use TAB to determine
the valuation date value of her shares.

Result:
2004 tax year

TAB =B + [(P — B) x N/N+T]

TAB = R200 000 + [(R500 000 — R200 000) x 3/6]
TAB = R200 000 + R150 000

TAB = R350 000

Capital gain = R500 000 — R350 000 = R150 000
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2006 tax year

P = R500 000 + R100 000 = R600 000

TAB =B + [(P — B) X N/N+T]

TAB = R200 000 + [(R600 000 — R200 000)] x 3/6
TAB = R200 000 + R200 000

TAB = R400 000

Capital gain = R600 000 — R400 000 = R200 000

The prior year capital gain of R150 000 is treated as a capital loss under para 4(b)(iii)(bb)
while the redetermined capital gain of R200 000 is treated as a capital gain in terms of para
3(b)(iii)(aa). The net result is that an amount of R50 000 will be subject to CGT in 2006. Note
that the number of years after valuation date (‘T’ in the TAB formula) remains unchanged at
3 years despite the fact that the additional proceeds were received 5 years after valuation
date.
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Overview of paras 26 and 27

124

Is this a s 24J instrument or has
weighted average been adopted?

-

No Yes
I I
| Are records available of e S 24J instrument —
No pre-CGT expenditure? apply para 28
o Weighted average
identical asset —
apply para 32(3A)
VDV = MV or 20% x [P — A] Yes
(taxpayer election)
Historical gain Historical loss/break even
Para26 P > (B+A) Para27 P < (B+A)
MV loss? Has a MV been determined by
[P < MV] taxpayer or published by SARS?
| |
Yes No Yes No
VDV = VDV = MV. TAB or Is MV less than B and VDV = TAB
P-A 20% X [P — Al is P less than or equal to
; B?
(taxpayer election)
Yes No
KEY:
A = Costs incurred on or after 1.10.2001
B = Costs incurred before 1.10.2001 VDV = Higher of: VDV = Lower of:
MV = Market value on 1.10.2001 MV and P - A MV and TAB
P = Proceeds

TAB = Time-apportionment base cost
VDV = Valuation date value
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8.20 Valuation date value where proceeds exceed expenditure or expenditure in respect of
an asset cannot be determined

Paragraph 26
8.20.1 Application (para 26(1))

This paragraph sets out the method for determining the valuation date value of an asset

disposed of on or after the valuation date where

e that asset was acquired before the valuation date;

e proceeds exceed expenditure, allowable in terms of para 20 incurred before, on and after
that date (an historical gain); and

o that asset is not an instrument as defined in s 24J of the Income Tax Act (these assets
are dealt with in terms of para 28).

e the asset is not part of a class of identical assets to which the provisions of para 32(3A)
apply, that is, whose base cost is determined using the weighted average method.

8.20.2 Valuation date value methods available (para 26(1))

Where all four criteria are met, a person is entitled to determine the valuation date value of

the asset as

¢ the market value of the asset on the valuation date as contemplated in para 29,

e 20% of the proceeds from disposal of the asset after deducting from the proceeds the
expenditure allowable in terms of para 20 incurred on or after the valuation date, or

¢ the time-apportionment base cost of the asset, as contemplated in para 30.

In essence, where a gain is anticipated with reference to expenditure incurred both before,
and on or after the valuation date, a person may elect any one of three alternative valuation
date values and may do so at the date of disposal of that asset.

8.20.3 Expenditure unknown (para 26(2))

Where neither the person who disposed of an asset nor the Commissioner can determine

the expenditure incurred before the valuation date, the person must determine the valuation

date value of the asset as

o the market value of the asset on the valuation date as contemplated in para 29, or

e 20% of the proceeds from disposal of that asset after deducting from the proceeds the
expenditure allowable in terms of para 20 incurred on or after the valuation date.

Taxpayers who do not have a record of expenditure will have to give serious consideration to
valuing their assets within the three-year period prescribed by para 29(4). Failure to do so
will result in such persons having to resort to the unpopular ‘20% of proceeds’ method, which
in essence means that they would be subject to CGT on an 80% gain.

The 20% of proceeds method was inserted as a last resort for those taxpayers who had no
record of expenditure or failed to obtain a market valuation. It is important to note that when
adopting this method one must deduct post-1.10.2001 expenditure from proceeds before
applying the 20%.

A person who does not have a record of pre-valuation date expenditure may not adopt TAB
by assuming that the pre-CGT expenditure was nil. Persons finding themselves in this
position are obliged to use the market value or 20% of proceeds methods unless the
Commissioner can determine the relevant expenditure.
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8.20.4 Self-generated goodwill and TAB

In many cases, goodwill is not purchased, but is self-generated by the business. The
guestion arises as to whether TAB can be used to determine a valuation date value for such
goodwill.

Identifying the expenditure giving rise to goodwill can be extremely problematic. In many
cases the expenditure will have been deducted on revenue account and the expenditure
incurred in establishing the goodwill will be regarded as nil by virtue of para 20(3)(a). In other
cases some of the contributing expenditure may well have not qualified as a deduction or
allowance against ordinary income (for example, expenditure on land and non-qualifying
buildings). If such expenditure exists it will fall within para 20 and one cannot simply assume
that it is nil. If expenditure was incurred on or after the valuation date the proceeds formula in
para 30 would be applicable, but the problem of identification arises once more.

It is also not possible to determine the value of ‘N’ in the TAB formula as it would be unclear
when the goodwill arose. The problem is exacerbated by the fact that goodwill fluctuates
from year to year with the result that earlier goodwill may often be diminished or
extinguished and later replenished.

Given that the expenditure incurred with respect to the goodwill will generally not be
determinable, para 26(2) permits the use of the market value and 20% of proceeds methods.

8.20.5 Proof of expenditure

The question arises as to the level of proof of expenditure that will be required in respect of
pre-valuation date assets. The records that are required to be kept are set out in s 73B and
these requirements must be adhered to in respect of post-valuation date acquisitions or
improvements.

It is accepted that persons may no longer have copies of original purchase invoices and paid
cheques in respect of pre-valuation date expenditure, particularly where the expenditure in
guestion was incurred many years prior to the introduction of CGT. In such cases alternative
forms of proof can be considered. It is not possible to lay down hard and fast rules as to the
type of proof that will be acceptable and each case will have to be judged on its own merits.
Where, for example, a company has submitted annual financial statements with its tax
returns and the cost of assets can be tied up to a fixed assets register that contains sufficient
detail (e.g. date of acquisition, description and cost) that should suffice as proof of
expenditure.

Example 1 — 20% of proceeds method

Facts: Waheeda acquired an asset many years prior to the valuation date and neither her
nor the Commissioner could establish the original cost of the asset. She effected
improvements to the asset after valuation date at a cost of R15 000 for which she has
purchase invoices. The asset was sold in 2005 for R115 000. Determine the capital gain
using the 20% of proceeds method.

Result:
R
Proceeds 115 000
Post-1.10.2001 expenditure (15 000)
100 000
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R
VDV = 20% x R100 000 20 000
Post-1.10.2001 expenditure 15 000
Base cost 35 000
Capital gain = R115 000 — R35 000 = 80 000

What about assets acquired for no consideration prior to 1 October 2001, for example,
assets acquired by donation or inheritance? In these cases the original cost would be nil,***
and the time-apportionment base cost (TAB) method would still be open to a taxpayer. This
might yield a result more or less favourable than if a market value had been determined.

8.20.6 Limitation on ‘phantom’ losses (para 26(3))

Apart from setting out the methods available to a person for valuing their pre-CGT assets
para 26 also contains a loss limitation rule.

Where

e a person adopts the market value as the valuation date value of the asset disposed of,
and

e the proceeds from the disposal of that asset do not exceed the market value (that is,
there is a market value loss),

the valuation date value of the asset will equal those proceeds less the expenditure

allowable in terms of para 20 incurred on or after the valuation date in respect of that asset.

Since the expenditure in respect of the asset must be known in order to apply this rule it
follows that the rule cannot be applied where there is no record of expenditure.

Example 2 — Paragraph 26 — Historical cost gain and market value loss

Facts: Werner disposed of a pre-valuation date asset after the valuation date. Market value
had been adopted at valuation date and proceeds do not exceed that market value. The
relevant information is as follows:

R

Expenditure before valuation date 100 000

Expenditure after valuation date 25 000

Market value at valuation date 200 000

Proceeds upon disposal 150 000

Result: The valuation date value of the asset is determined as the proceeds less expenditure
after valuation date 125 000

Base cost of the asset disposed of equals 150 000 (R125 000 + R25 000)
Proceeds 150 000

Base cost 150 000

Capital gain / (loss) Nil

14 paragraphs 38 and 40 which deem disposals by way of donation and death to be at market value

only apply to disposals on or after the valuation date in accordance with para 2.
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This loss limitation rule eliminates ‘phantom’ capital losses where the market value has been
adopted at valuation date but proceeds exceed actual or historic cost. Any capital gain with
reference to the actual or historic cost, however, is also disregarded.

The rule, also known as a ‘kink’ test — a term borrowed from the United Kingdom - can be
graphically illustrated as follows:

Example 3
Paragraph 26 - Historical cost gain, market value loss (‘kink test’)

R150 Market value

120 Proceeds
I

Date of Valuation date Date of disposal
acquisition 1 October 2001

Cost
R100

Step 1: Is there an historical cost gain? Yes, R120 — R100 = R20 and para 26 applies.
Step 2: Is there a market value loss? Yes, R120 — 1R50 = -R30

Since both conditions are satisfied, the loss limitation rule applies. Therefore

VDV = Proceeds (120) — post-1.10.2001 expenditure (nil) = R120.

Capital gain / loss = Proceeds — base cost

Capital gain / loss = Proceeds — [VDV + post-1.10.2001 expenditure]

Capital gain / loss = R120 — [R120 + R0] = RO

8.20.7 What range of proceeds fall within para 26?

It is important to realise that para 26 contains two broad requirements. The first — whether
there is a gain based on historical cost — determines whether the paragraph is applicable
(the entry requirement). Once that test is satisfied the next step is to determine whether the
loss limitation rule applies (MV loss).

In Example 3 the loss limitation rule will apply where proceeds fall within the range 101 —
149. Proceeds falling within this range will always give rise to an historical cost gain and a
market value loss.

What if proceeds were, say R160? The loss-limiting rule would not apply because there
would be a market value gain. In fact any proceeds of R150 or more will give rise to a market
value gain, or a break-even situation where proceeds = R150. In this situation the taxpayer
would still fall within para 26, having a gain based on historical cost, and would have the
freedom to choose the higher of market value, TAB or 20% of [proceeds less post-1.10.2001
expenditure] as the valuation date value.

What if proceeds were R80? The paragraph would not apply in its entirety because the
taxpayer would have failed to pass the entry requirement, having an historical loss of R20 —
remember, one of the key requirements for entry into para 26 is an historical gain. In this
case the matter would be dealt with in terms of para 27, which deals with historical losses
and break-even situations.
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8.20.8 Understanding ‘proceeds less post-1.10.2001 expenditure’

The loss-limiting formula ‘proceeds less post-1.10.2001 expenditure’ will always result in a
no gain, no loss situation. This formula is applied elsewhere in the Eighth Schedule (for
example, in paras 24 and 27). To understand this formula it is necessary to go back to the
core base cost formula in para 25:
Base cost = valuation date value (VDV) + post-1.10.2001 expenditure
A no gain no loss situation arises where:

Base cost = proceeds.
This can be restated as:

VDV + post-1.10.2001 expenditure = proceeds
And then rearranged as:

VDV = Proceeds — post-CGT expenditure.
Essentially one works backwards to arrive at a VDV that will yield neither a gain nor a loss
after the post-1.10.2001 expenditure is added thereto.

8.21 Valuation date value where proceeds do not exceed expenditure
Paragraph 27
8.21.1 Application (para 27(1) and (2))

This paragraph sets out a method to determine the valuation date value of an asset

disposed of on or after the valuation date where

e that asset was acquired before the valuation date,

e proceeds do not exceed expenditure, allowable in terms of para 20, incurred before, on
and after that date (an historical cost loss or break-even situation),

o that asset is not an instrument as defined in s 24J of the Income Tax Act (these assets
are dealt with in terms of para 28), and

e the asset is not part of a pool of identical assets to which the provisions of para 32(3A)
apply, that is, whose base cost is determined using the weighted average method.

Where a taxpayer does not have a record of expenditure the paragraph will also not apply.
The valuation date value of such an asset will have to be determined in terms of para 26(2).

Paragraph 27 deals with three separate scenarios. These rules — also known as ‘kink
tests’™™” - are designed to protect the fiscus from ‘phantom’ losses that would otherwise arise
if taxpayers were given free reign to adopt either the time-apportionment base cost (TAB) or
market value methods.

8.21.2 Assets where market value determined or published (para 27(3))

The first two scenarios are contained in subpara (3) and apply where

e a person has determined the market value of an asset on the valuation date, as
contemplated in para 29, or

e the market value of an asset has been published in terms of that paragraph.

Assets whose value has been determined in terms of para 31 must also be included since

para 29(1)(c) includes such assets.

8.21.2.1  Assets in respect of which a market value has been determined

There has been much confusion amongst taxpayers as to when they will be regarded as

5 A term borrowed from the United Kingdom. The kink refers to the shape of the graph that results

when plotting the cost, market value and proceeds.
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having ‘determined’ a market value and hence subject to the kink tests in para 27. The word
‘determined’ must be distinguished from the word ‘adopted’. ‘Adopted’ implies an election (in
other words a freedom of choice) whilst ‘determined’ refers to a factual situation where there
is no right of election.

A person will have ‘determined’ a value if that person has performed/obtained a valuation as
at 1 October 2001 during the three years ending 30 September 2004, regardless of whether
that person intends using that valuation.

SARS takes the view that just as para 26 allows the taxpayer to select the method that gives
the smallest gain so it is appropriate that para 27 requires that the taxpayer select the
method that gives the smallest loss.

Prior to the amendment of para 27 by the Second Revenue Laws Amendment Act 60 of
2001, there was some uncertainty regarding the treatment of listed shares and participatory
interests in portfolios of collective investment schemes. It could have been argued that it was
not the taxpayer who ‘determined’ the market value, but rather SARS. As a result para 27
was rewritten to make it quite clear that a taxpayer did not have freedom of choice between
TAB and market value when that taxpayer had determined a market value or it was a
published instrument and the taxpayer was in the situation where there was

e an historical loss / break-even situation, and

e market value was less than pre-valuation date expenditure.

In these circumstances the choice is simply the higher of market value or proceeds less
post-valuation date costs, and TAB is NOT an option.

The position regarding local listed shares and participatory interests in portfolios of collective
investment schemes is now quite unambiguous.

But how are other assets to be treated? Taxpayers will be bound by this test if they have
‘determined’ a market value. The intention of this expression was that if taxpayers had
performed or obtained a valuation date valuation (either personally or by making use of a
valuer) then they would be brought within the confines of the provision.

How would SARS know if the taxpayer had ‘determined’ a market value? In the case of the
high value items referred to in para 29(5) SARS will have the prescribed form in its
possession. With other assets SARS could request a taxpayer to confirm whether a
valuation had been done or may discover evidence of such valuation during an audit.

A taxpayer's submission of a valuation to SARS does not commit the taxpayer to using the
valuation where para 26 applies.

8.21.2.2  Assets with published values

The assets in respect of which the value has been published is a reference to those assets
whose prices have been published by the Commissioner in the Government Gazette. See
para 29(4) in 8.23.8.

8.21.2.3  The first scenario (para 27(3)(a))

The first scenario arises where

e proceeds are less than or equal to pre-1 October 2001 expenditure (in other words a loss
or break-even situation), and

¢ market value is less than pre-1 October 2001 expenditure.

Where this happens, the valuation date value is the higher of
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e market value, and
e proceeds less expenditure incurred on or after 1 October 2001 (as discussed under para
26 this will result in no gain, no loss).

This can be graphically illustrated as follows:

Example 1 - Scenario1: MV<B2P

Date of Date of
acquisition Valuation date disposal
Cost R100 R100 Proceeds (1)

R80 Proceeds (2)

R50 Proceeds (3)
MV R50

R20 Proceeds (4)
P = proceeds, B = pre-1.10.2001costs, MV = market value on valuation date

Within these parameters there are only four possible permutations:

1. Proceeds = cost
2. Proceeds < cost
3. Proceeds = MV
4 Proceeds < MV

The rule states that one must use the higher of
e proceeds less post-1 October 2001 expenditure, and
e market value.

Applying the rule the valuation date value (VDV) in the four permutations shown in the graph
will be as follows (the higher option is highlighted):

1. Proceeds = R100, MV = R50, VDV = R100, no gain, no loss
2. Proceeds = R80, MV = R50, VDV = R80, no gain, no loss
3. Proceeds = R50, MV = R50, VDV = R50, no gain no loss (interestingly, the

legislation does not make provision for this possibility, but logic dictates that either
proceeds or market value could be used since they are identical)
4. Proceeds = R20, MV = R50, VDV = R50, loss = R20 — R50 = -R30

The use of TAB in these circumstances is not permitted. Had TAB been permitted, it would
have resulted in pre-CGT losses being spread into the post-CGT period when it is known for
a fact that those losses are wholly attributable to the pre-CGT period. This is the case in
situations 1, 2 and 3.

What is the effect of the rule? Whilst the use of TAB is denied the taxpayer is not subjected
to CGT on the actual market value gain, and is treated as making no gain, no loss (situations
1 - 3). This prevents hardship to taxpayers. In situation 4 the taxpayer is allowed the actual
market value loss. Whether or not this market value loss would be higher or lower than a
TAB-computed loss will depend on the facts of each case. The question is, however,
academic since TAB is not an option.
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8.21.2.4 The second scenario (para 27(3)(b))

The second scenario also applies where a market value has been determined or published
and deals with any situation not covered by the first scenario.

The valuation date value of an asset in these circumstances must be determined as the
lower of

e market value

e TAB (time-apportionment base cost in terms of para 30)

The interrelationship between the four variables: market value, pre- and post-CGT
expenditure, and proceeds gives rise to many complex permutations under this scenario,
and it is not intended to explore all of them. It suffices to say that the intention of these rules
is to protect the fiscus against phantom losses and this is achieved by compelling the
adoption of the lower of market value and TAB.

Two of the many possibilities are graphically illustrated below.

Example 2 - Scenario2: P<B <MV

MV R150
Date of
Acquisition Valuatipn date
R10
TAB R75 A
R50 Proceeds

P = proceeds, B = pre-1.10.2001 costs, MV = market value on valuation date

Assume that the asset in this case was purchased 5 years prior to valuation date and sold 5
years after.

TAB =B + ([P — B] x N/(T+N) (see para 30(1) for details of the TAB formula)

TAB = R100 + (R[50 — R100] x 5/10) = R75

Since TAB is lower than market value, TAB must be used. The taxpayer would be entitled to
claim the lower TAB-based capital loss of R25 (R50 — R75). As can be seen, this is a great
deal less than the ‘phantom’ market value loss of R50 — R150 = R100 against which the
fiscus is protected.

Example 3 - Scenario2 : P<[A + B] <MV

MV R150

Post-1.10.2001 costs

R110 Proceeds

R10
Date of acquisition Valuation date

P = proceeds, A = post-1.10.2001 costs, B = pre-1.10.2001costs, MV = market value on
valuation date
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Assuming an equal 5-year period before and after 1.10.2001, TAB would be calculated as
follows:

P = R100/R120 x R110 = R92

TAB = R100 + ([R92 — R100] x 5/10) = R96

In this case TAB is lower than market value so TAB will prevail thereby shielding the fiscus
from the higher market value loss of R110 — [R150 + R20] = -R60. The allowable TAB based
capital loss is

R110 - [R96 + R20] = -R6

Example 4 - Scenario 2 : MV <P < [A + B]

Total costs = R110

Post-1.10.2001 costs = R10 105 Proceeds

R10
Date of acquisiti

Valuatipn date
TAB R98

MV R90

P = proceeds, A = post-1.10.2001 costs, B = pre-1.10.2001costs, MV = market value on
valuation date

TAB:

Assume asset acquired 2 years before and disposed of 2 years after valuation date.
P = R100/R110 x R105 = R95.45

TAB=B+[(P—-B)xN/N+T]

TAB = R100 + [(R95.45 — R100) x 2/4]

TAB = R100 — [R4.55 x 2/4]

TAB = R100 — R2.28

TAB =R97.72

MV = R90

Lower of MV and TAB = R90

Capital gain = R105 — R90 — R10 = R5

(Had TAB been permitted a capital loss of R105 — R97.72 - R10 = - R2.72 would have been
allowed).

8.21.3 The third scenario (para 27(4))

Where the taxpayer has not determined a market value or the price of the asset is not one
published in the Gazette, subpara (4) provides that the valuation date value of the asset is its
time-apportionment base cost.

Some further examples of the application of para 27 are set out below.
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Example 5 — Historical loss and market value loss where MV > pre-1.10.2001 costs

Facts: Xerxes acquired an asset 10 years before the valuation date for R100 000 and
disposed of it 5 years after the valuation date for R80 000. Market value of R120 000 had
been adopted at valuation date.

Result:

R
Expenditure before valuation date 100 000
Market value at valuation date 120 000
Proceeds upon disposal 80 000

As market value has been adopted, the valuation date value of the asset must be
determined as the lower of
e market value, or
e the time-apportionment base cost (TAB),
of that asset.
Therefore, the lower of
e R120 000, or
e TAB cost = R100 000 + [(R80 000 — R100 000) x (10/(5+10))]
= R100 000 + (-R20 000 x 2/3)
= R100 000 — R13 333

= R86 667
equals R86 667
R
Proceeds 80 000
Base cost 86 667
Capital loss (6 667)

In this example para 27 is applicable, as proceeds do not exceed expenditure allowable in
terms of para 20 incurred both before and after the valuation date. As the market value has
been determined and it exceeds expenditure allowable in terms of para 20 (para 27(3)(a) is
therefore not applicable) the lower of market value or TAB is the valuation date value to be
utilised — per para 27(3)(b). The effect is to limit the capital loss to the loss that would be
allowable on a time-apportionment basis.

Example 6 — Historical loss and MV loss where MV < pre-1.10.2001 expenditure
Facts: The facts are the same as in Example 1 but the expenditure allowable in terms of

para 20 incurred before the valuation also exceeds the market value (para 27(3)(a) is
applicable). Market value of R90 000 had been determined at valuation date.

R
Expenditure before valuation date 100 000
Market value at valuation date 90 000
Proceeds upon disposal 80 000

The valuation date value of the asset must be determined as the higher of

e market value, or

e those proceeds less the expenditure allowable in terms of para 20 incurred after the
valuation date.
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Therefore, the higher of

e R90 000, or

e R80 000 (R80 000 — RNil),
equals R90 000.

R
Proceeds 80 000
Base cost 90 000
Capital loss (10 000)

In this example para 27 is applicable, as proceeds do not exceed expenditure allowable in
terms of para 20 incurred both before and after the valuation date. As the market value has
been determined and it does not exceed expenditure allowable in terms of para 20 incurred
before the valuation date, the higher of market value or proceeds less expenditure after
valuation date is the valuation date value to be utilised.

8.22 Valuation date value of an instrument

Paragraph 28

8.22.1 Some common bond terms

Bond — A bond is debt issued for a period of more than one year. Typically bonds are sold by
governments, local governments, electricity and water authorities (e.g. ESKOM) and
companies. A person who buys a bond is lending money. From a CGT perspective the
lender acquires an asset, being the right to claim the amount lent from the borrower at a
future specified date. Interest-bearing bonds usually pay interest twice per year. The market
price of bonds fluctuates with prevailing interest rates. When prevailing interest rates fall, the
price of bonds rises, and when interest rates rise, the price of bonds falls. For example, if a
bond yielding10% p.a. is bought for R100, and a year later the prevailing interest rate falls to
5%, a prospective purchaser of the bond would be prepared to pay R200 for it because the
interest produced by the bond (R10) would produce a yield of 5% on a sum of R200.

Clean price — Bond price excluding accrued interest.

Coupon — the periodic interest paid to bondholders during the period of the bond.

Coupon rate — The stated percentage rate of interest, usually paid twice a year.

Mark-to-market — Adjustment of the book or collateral value of a bond to reflect its market
value.

‘T + 3’ — This means that settlement must take place within 3 days of the trade date.

8.22.2 The purpose of para 28

Paragraph 28 provides the rules for determining the valuation date value of a s 24J
‘instrument’. It does not deal with instruments acquired on or after valuation date — these are
dealt with under the core rules (more on this below).

8.22.3 What is an ‘instrument’?

An ‘instrument’ as defined in s 24J means
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‘any form of interest-bearing arrangement, whether in writing or not, including—

(@) any stock, bond, debenture, bill, promissory note, certificate or similar arrangement;

(b)  any deposit with a bank or other financial institution;

(c) any secured or unsecured loan, advance or debt;

(d) any acquisition or disposal of any right to receive interest or the obligation to pay any
interest, as the case may be, in terms of any other interest-bearing arrangement; or

(e) any repurchase agreement or resale agreement,

which was—

0] issued or deemed to have been issued after 15 March 1995;

(i)  issued on or before 15 March 1995 and transferred on or after 19 July 1995; or

(i) in so far as it relates to the holder thereof, issued on or before 15 March 1995 and was
unredeemed on 14 March 1996 (excluding any arrangement contemplated in
subparagraphs (i) and (ii)),

but excluding any lease agreement (other than a sale and leaseback arrangement as

contemplated in section 23G)’.

8.22.4 Methods for determining the valuation date value of an instrument
The two alternative methods that may be used to determine the valuation date value of an
instrument are set out in the table below. Unlisted instruments are in addition subject to a

loss limitation rule (‘kink test’).

Table 1 — Methods for determining the valuation date value of an instrument

Method How determined

‘Adjusted initial | The ‘adjusted initial amount’ is a term defined in s 24J. In essence it is
amount’ on the initial amount paid for the instrument, plus the cumulative amount of
1.10.2001 all interest accrued and amounts paid less all amounts received from

date of acquisition to 1 October 2001.

Market value on | The price that could have been obtained upon a sale of the instrument

1.10.2001 between a willing buyer and a willing seller dealing at arm's length in an
open market.
Type of instrument Date market value determined

e Listed on a recognised | Lasttrading day before
exchange 1.10.2001

e Other instruments Valuation date

The word ‘instrument’ as defined in s 24J and used in para 28 must be distinguished from a
‘financial instrument’, a much wider term defined in s 1. A financial instrument includes not
only an instrument, but also other securities such as shares and participatory interests in
collective investment schemes. The distinction is important because para 28 overrides the
general rules contained in para 29 for determining the market value on valuation date of
financial instruments.

Just like para 29, para 28 also uses different dates for determining the price of listed and
unlisted instruments (see Table 1 above). As far as the listed instruments are concerned it
was not necessary to use a five-day average. The prices of these instruments are
determined by prevailing interest rates and it would not have been possible for a single
player to manipulate the entire interest rate market in SA prior to valuation date. The market
value of listed instruments must be determined on the last trading day before Monday,
1 October 2001. In the case of instruments listed in SA, the last trading day before that date
was Friday 28 September 2001. The prices of bonds listed on the Bond Exchange of South
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Africa (BESA) were not published in the Gazette. However, these prices are available on the
BESA website.*® SARS accepts BESA’s T + 3 mark-to-market valuation on 28 September
2001 as the valuation date value of these instruments.

8.22.5 Accrued interest included in the valuation date value of an instrument

The adjusted initial amount or market value of an instrument will usually include accrued
interest up to the valuation date. The subsequent receipt of that interest on or after valuation
date will constitute a disposal of part of the base cost of that instrument in terms of para 33.
Interest received on or after the valuation date that was included in the valuation date value
of the instrument will only constitute proceeds where it has not previously been included in
gross income (para 35(3)(a)). This would have occurred where the instrument was acquired
with accrued interest that was only paid on or after the valuation date.

For the treatment of interest received in respect of instruments acquired on or after the
valuation date, see the comments below.

8.22.6 Accrued interest included in proceeds

When an instrument is disposed of, the consideration received will frequently include
accrued interest up to the date of disposal. Since that accrued interest would be accounted
for as part of gross income, it follows that in terms of para 35(3)(a) the proceeds must
exclude that accrued interest.

8.22.7 Instruments acquired on or after valuation date

The base cost of instruments acquired on or after valuation date falls completely outside
para 28 and must be determined in accordance with para 20 or 31. The amount paid for the
instrument (including any accrued interest at the date of acquisition) will constitute the
expenditure actually incurred for the purposes of para 20. In cases such as death (para 40)
or donation (para 38), the market value of the instrument acquired must be determined in
terms of para 31.

The purchase price of a post-valuation date instrument may frequently include accrued
interest. When that interest is received it will constitute proceeds and para 35(3)(a) will not
apply. The reason for this is that the pre-acquisition interest would not have been included in
the acquiror’s gross income. Thus the amount included in base cost is matched by the
amount included in proceeds and no gain or loss will result.

8.22.8 Identification methods

A person will be entitled to use specific identification or FIFO for the purpose of identifying s
24J instruments that have been disposed of. The weighted average method may also be
used but only for listed s 24J instruments. These listed instruments are treated as a separate
class of asset under para 32(3A)(d). Once weighted average has been adopted, it will have
to be applied to all the person’s listed instruments.

8.22.9 The unlisted instrument kink test (para 28(2))

Paragraph 28(2) contains its own ‘kink’ test similar to that contained in para 27 designed to
protect the fiscus against ‘phantom’ losses. This loss limitation provision is, however, only

1% see <http://besa_archive.vddi.co.za/statistics/2001/200109/20010928/mtm.html> (accessed 22
March 2005).
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applicable to instruments that are not listed on a recognised exchange. It is considered that
the potential for abuse exists mainly with unlisted instruments.

Where a person has adopted the adjusted initial amount of such an instrument as the
valuation date value and the proceeds from the disposal of that instrument are less than that
amount, the valuation date value of that instrument is the time-apportionment base cost of
that instrument. The effect of this rule is to prevent the full amount of a loss incurred before
valuation date from being claimed after that date.

Without this provision a person would effectively be entitled to a deduction against income
as well as the expenditure being included in base cost in the determination of a capital gain
or capital loss. For example, a person could claim the interest portion as a bad debt under
s 11(i) and the same amount would be included in base cost. Alternatively, a person would
be allowed a deduction for expenditure that has been recovered. This would apply, for
example, to interest that had accrued prior to valuation date that is received on or after
valuation date.

Example 1 — Determination of adjusted initial amount

Facts: On 31 December 2000 Argh (Pty) Ltd, a company with a financial year end of 30
June, acquired a financial instrument listed on the Bond Exchange of SA with a term of two
years at a discount of R1 200 000 to the face value of R10 000 000. Interest is receivable 6-
monthly, calculated at 3% of the face value of the instrument. At maturity date, 31 December
2002, the instrument will be redeemed at par.

Result:

Step 1 — Calculation of the yield to maturity

The cash flows may be summarised as follows:

R
31 December 2000 (8 800 000)
30 June 2001 300 000
31 December 2001 300 000
30 June 2002 300 000
31 December 2002 10 300 000
2 400 000

The accrual period is six months, and the resultant yield to maturity is therefore 6.50308%
per accrual period.

Step 2 — Calculation of interest accrued for the year ending 30 June 2001
Interest accrued calculated as follows:
R8 800 000 x 6.50308% = Rb572271

Step 3 — Calculation of interest accrued up to valuation date

Interest accrued calculated as follows:
(R8 800 000 + R572 271 — R300 000) x 6.50308% x 3/6 = R294 988

Step 4 — Calculation of ‘adjusted initial amount’ on valuation date
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R
Initial amount paid 8 800 000
Total cash inflows resulting from transactions (300 000)
Total interest adcfued to 30 September 2001 867 259
Adjusted initial amount 9 367 259

Example 2 — Application of the ‘kink’ test to unlisted instruments

Facts: The facts are the same as in Example 1, except that the financial instrument is an
unsecured debenture in Shady Dealings (Pty) Ltd. On 12 September 2001 Shady Dealings
informed Argh that it had lost a major customer as a result of the World Trade Centre
tragedy and will be suspending all interest and capital repayments until further notice. On 30
April 2002 Shady Dealings is placed in compulsory liquidation, and Argh is informed that
concurrent creditors will not receive a dividend.

Result:

Date of investment 31 December 2000
Date of disposal 30 April 2002
Expenditure before valuation date R8 800 000

No of years (including part years) before valuation date: 1

No of years (including part years) after valuation date: 1
Proceeds = RNiIl

TAB = R8 800 000 + ([RO — R8 800 000] x 1/(1 + 1))

TAB = R8 800 000 — R4 400 000

TAB = R4 400 000

Capital loss = RO (proceeds) — R4 400 000 (TAB) = R4 400 000

8.23 Market value on valuation date
Paragraph 29
8.23.1 Introduction

This is a transitional measure and deals with the requirements regarding the valuation of
assets on valuation date. (Paragraph 31 contains the permanent market value rules.)

8.23.2 Market value of financial instruments listed in the Republic — para 29(1)(a)(i)

Shares and other financial instruments listed on a recognised exchange in the Republic must
be valued on the basis of the volume weighted average price (VWAP). This is achieved by
dividing

e the aggregate transaction value (i.e. total selling price) of each financial instrument for

the last five business days preceding valuation date, by

¢ the total quantity of instruments traded during the same period.

Since Monday 24 September was a public holiday and 29 and 30 September 2001 fell on a
weekend, the instruments traded from Friday 21 September 2001 to Friday 28 September
2001 were used. The averaging of prices in this way was necessary to ensure that shares
were fairly valued on 1 October 2001. This averaging method was adopted to prevent the
upward manipulation of share prices (known as ‘ramping’) by substantial players in the
market for the purpose of inflating the base cost of their shares. Share prices can also be
distorted, upwards or downwards, at a single moment in time as a result of a thinly traded
market.
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The necessary calculations were performed and the prices are available to taxpayers in
Government Gazette 23037 dated 25 January 2002 and on the CGT page of SARS Online
(CGT / Information). These values must be used to determine the market value of these
instruments.

In certain circumstances the Commissioner, after consultation with the recognised exchange
in the Republic and the Financial Services Board, must determine the market value of a
financial instrument.

Where

e an instrument was not traded during the last five business days preceding valuation date;

e aninstrument is suspended for any period during September 2001; or

e the market value of the instrument for the five days preceding valuation date as
determined using the method described in the previous paragraph, exceeds the average
of the ruling price of that instrument determined for the first fourteen business days of
September 2001 by 5% or more,

the Commissioner must determine the market value of that instrument. The Commissioner

must have regard to the actual value of the instrument, and if suspended, the reason for the

suspension. If there has been an increase in value above 5%, the Commissioner must

consider the reason for the increase. Any decision of the Commissioner in this regard is

subject to objection and appeal.

A committee consisting of officials from the JSE Securities Exchange SA, the FSB and
SARS reviewed the prices and only one adjustment was made before the final prices were
published in the Gazette on 25 January 2002 (‘Indeqty’ was decreased from 219 to 135).
Suspended listings are regarded as having a value of zero unless subsequently revised by
the Commissioner for SARS upon receipt of a properly motivated representation. Any
representation in respect of these instruments must be submitted to the Commissioner at
<cgt@sars.gov.za>.

A definition of ‘ruling price’ of a listed financial instrument is used in a number of
subparagraphs in the paragraph instead of the phrase ‘last price quoted’.

Kumba and Iscor

The price of Kumba shares is not reflected in the Gazette as it was only listed on 26
November 2001. Iscor distributed the Kumba shares to its shareholders as a dividend in
specie in terms of a pre-valuation date unbundling transaction. SARS and Iscor have agreed
on a price for Kumba at 1 October 2001 of R28,04,*" and it is suggested that taxpayers use
this figure. The price of Iscor is as per the Gazette, namely, R25,22. For the purposes of
para 76, the Kumba distribution constituted a dividend, and hence was not a capital
distribution as defined in para 74. If TAB is adopted in valuing the Iscor shares on valuation
date, there is no means by which the pre-CGT expenditure in respect of the Iscor shares can
be proportionately reduced to account for the Kumba unbundling. Although such a reduction
must be made in respect of post-valuation date unbundlings, no adjustment is required for
pre-CGT unbundlings as the law stands at present. See commentary in 18.3.

8.23.3 Financial instruments not listed in the Republic — para 29(1)(a)(ii)

Financial instruments listed on a recognised exchange outside the Republic must be valued
at the ‘ruling price’ on the last business day preceding 1 October 2001. In the case of a dual
listing, for example, a share listed on both the JSE and London Stock Exchanges, the price
as computed in (a) above must be used.

7 This agreement was advertised in Business Day of 29 January 2002.

Draft for Comment 140



Chapter 8 - Base cost 141

The term ‘ruling price’ is defined in para 1. In the case of financial instruments listed on a
recognised exchange outside the Republic it means the last sale price of that financial
instrument at close of business of the exchange, subject to the following:

e Where there is a higher bid or a lower offer on that day subsequent to the last sale, the
price of that higher bid or lower offer will prevail.

e If the ruling price is not determined in this manner by that exchange, the last price
quoted in respect of that financial instrument at close of business of that exchange. The
phrase ‘last price quoted’ for a specific day is defined in subparagraph (3)(a) as ‘the
average of the buying and selling prices quoted at close of business on that day’.

For the meaning of ‘bid’ and ‘offer’ see 4.1.

8.23.4 South African collective investment schemes in securities and property shares —
para 29(1)(b)(i)

These units must be valued according to the price published by the Commissioner in the

Government Gazette, which is:

e the average of the price at which a unit could be sold to the management company of the
scheme (usually the ‘sell’ price quoted in most newspapers);

o for the last five trading days before valuation date.

Units of South African property unit trusts are listed on the JSE and the value of their units

will be included with the financial instruments referred to in (a) above.

8.23.5 Foreign collective investment schemes — para 29(1)(b)(ii)

These units must be valued according to:

e the last price published before valuation date;

e at which a unit could be sold to the management company of the scheme; or

e where there is not a management company, the price which could have been obtained
upon a sale of the asset between a willing buyer and a willing seller dealing at arm's
length in an open market.

In essence the above requirements are the same as those for local unit trusts except that
there is no need to determine a five-day average. SARS for practical reasons cannot publish
such prices and taxpayers will have to obtain these themselves, and retain the necessary
supporting documents.

8.23.6 Other assets
All other assets must be valued at market value in terms of para 31.
8.23.7 Valuation of controlling interest in listed shares— para 29(2)

A controlling interest in a listed company usually gives the shareholder the right to appoint
the board of directors, pass resolutions and generally control the direction of the company. A
person acquiring such an interest will usually pay a premium for the privilege, though in
some cases it can happen that the shares will be disposed of at a discount. If such an
interest were to be valued according to the normal prices quoted on an exchange, the result
in most cases would be that the base cost of the shares would be understated. In order to
avoid the problems inherent in valuing such an interest on valuation date, the premium or
discount must be determined at date of disposal by comparing the actual selling price with
the price quoted the day before the announcement of the disposal. This premium or discount
would then be applied to the base cost of the shares disposed of.

For this subparagraph to apply, the controlling interest must:
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e be held in a listed company;

e exceed 35%;

e be disposed of in its entirety:

and the buyer and seller may not be connected persons.

The formula to be applied is set out in the example below:

Example 1 — Valuation of controlling interest in listed shares

Facts: Sweet Pea Ltd holds 51% of the issued share capital of Pea Ltd, a company listed on
the JSE for the past 6 years. Sweet Pea Ltd decides to dispose of its entire interest in Pea
Ltd to Oh (Pty) Ltd.

Date of sale 1 October 2002
Total number of Pea Ltd shares held by Sweet Pea Ltd 3 000 000
Last buying price per Pea Ltd share on 30 September 2002 (per JSE) R1.95
Last selling price per Pea Ltd share on 30 September 2002 (per JSE) R2.05

Price per share in terms of sale agreement R2.20
Average price per Pea Ltd share per para 29(1)(a)(i) R1.50
Result:

Step 1 - Calculate market value on valuation date

R
Valuation date market value (3 000 000 x R1.50) 4 500 000
Step 2 — Calculate control premium or discount
Average last price quoted = (R1.95 + R2.05)/2
= R2.00
Base cost adjustment = Price per sale agreement — Last price quoted
Last price quoted
= (R2.20-R2.00)
R2.00
= 10%
Step 3 — Determine base cost
Control premium R4 500 000 x 10% 450 000
Base cost 4 950 000
Step 4 — Determine capital gain
R
Proceeds R3 000 000 x R2.20 6 600 000
Base cost 4 950 000
Capital gain 1 650 000
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8.23.8 Time limit on obtaining valuations (para 29(4))

A person may only adopt or determine the market value basis for determining the base cost

of an asset if

e the person has valued that asset within two years of the ‘valuation date’ as defined in
para 1. For non-exempt persons holding assets on 1 October 2001 the two-year period
was extended to 30 September 2004."® But tax exempt bodies that lose their tax exempt
status must value their assets within two years of losing their exemption if they wish to
use the market value method;**°

e the price of the asset has been published by the Commissioner in terms of para 29 in the
Gazette;; or

e the person has acquired that asset from his or her spouse in terms of para 67 and the
transferor spouse had adopted or determined a market value in terms of para 29. For
this purpose the transferee spouse is treated as having adopted or determined the
market value adopted or determined by the transferor spouse.

The purpose of excluding assets whose prices were published in the Gazette is to relieve
taxpayers from the need to determine a market value in respect of those assets. The prices
of the following assets were published in the Gazette'® and on the SARS website under
CGT / Information:

e SAlisted shares

e SA unit trusts

e SA listed warrants

e SA listed agricultural and financial futures.

Although the price of Kruger Rands appears on the SARS website, these prices were not
published in the Gazette with the result that such assets must have been valued using the
prescribed CGT 2 form by a taxpayer wishing to adopt the market value method.

Since para 29(4) only requires valuations for the purposes of paras 26(1)(a) and 27(3), it
follows that there is no requirement to determine a market value in respect of s 24J interest
bearing instruments within the three-year limit. These assets are dealt with in terms of para
28, which contains no time limit. The prices of listed s 24J instruments are, however,
available from the SARS website via the link to the BESA website.

8.23.9 Early submission of valuation forms (para 29(5))

Persons wishing to retain the market value method as an option for determining the
valuation date value of their pre-valuation date assets are required to complete the
prescribed form (CGT 2) by 30 September 2004.

See the notes below under para 29(6) for more information on the CGT 2 form. The general
rule is that the form must be submitted with the tax return reflecting the disposal of the asset
(para 29(6)) However, where the value of the asset or assets exceeds the amounts set out in
the table below, the CGT 2 form must be submitted with the first tax return submitted after 30
September 2004. A non-resident who is not required to lodge a tax return because of an
absence of SA source income, and who holds SA immovable property will only be required
to submit a return (and the CGT 2 form) when the property is disposed of.

The earlier submission of a CGT 2 form in the case of these high value items will not
necessarily bind a person to using market value as a method in the year of disposal of an

18 The initial period of two years was extended to 30 September 2004 by the Minister in GN 207

which appeared in Government Gazette 26026 dated 20 February 2004.
19 See para (a) of the definition of valuation date in para 1.
120 Government Gazette 23037 dated 25 January 2002.
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asset. In other words, as a general rule, the TAB or 20% of proceeds methods remain as
alternatives for determining the valuation date value of an asset. However, the completion of
the form does mean that the person has ‘determined’ a market value for the purposes of the
kink tests in paras 26 and 27. More specifically, a person’s freedom to choose TAB may be
precluded where an historical loss has been incurred. For example, if the asset cost R100 m
in 1980, had a market value of R50 m on valuation date, and was sold for R70 m in 2005,
the valuation date value under para 27 would be R70m (proceeds less post-CGT
expenditure). The person would therefore not be permitted to use TAB to generate a time-
apportioned capital loss.

Table 1 — High value assets in respect of which proof of valuation must be submitted

Type of asset Applies Where market value exceeds
Intangible assets Per asset R 1 million
Unlisted shares All shares held by the shareholder in | R10 million
the company
All other assets Per asset R10 million

For the purpose of deciding whether the applicable R1million and R10 million limits have
been exceeded, it will be acceptable if the market value is translated into rand at the ruling
exchange rate on valuation date. The valuation form should be completed in the currency of
expenditure and this fact should be indicated on the form. When the asset is disposed of the
appropriate exchange rate in terms of para 43(6) should be used in the return of income
reflecting the disposal.

Example 2 — Submission date for valuation of high value items

Facts: Andrew owns 10 shares in Enne (Pty) Ltd, a company with a 31 August financial year-
end. His accountant carried out a valuation of his shares on 31 August 2003 and valued
them at R1.5 million each as at 1 October 2001. The accountant’s valuation of the assets in
the company was the following:

Fixtures and fittings R10 000 000
Goodwill R2 500 000
Trademarks R1 700 000
Liquor licence R800 000

The fixtures and fittings are made up of numerous small items, each valued at less than
R200 000.

Enne (Pty) Ltd submitted its return for the year ending 31 August 2003 on 31 August 2004
and obtained an extension to submit its 2004 return by 31 August 2005.

Andrew submitted his return for the year ending 29 February 2004 on 28 February 2005.
Result: Assuming that Andrew and Enne (Pty) Ltd wish to adopt the market value basis for

all their assets, proof of valuation must be submitted to SARS in respect of the following
assets:

Asset Reason Proof to be submitted with return
for year ending:

Shares in Enne (Pty) Ltd | MV > R10 million | 29 February 2004
Intangible assets

o Goodwill MV > R1 million | 31 August 2004

o Trademarks MV > R1 million | 31 August 2004
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8.23.10 Submission of proof of valuation upon disposal (para 29(6))
8.23.10.1 The general rule

As noted above, para 29(5) contains early valuation form submission requirements in
respect of three categories of high value assets. Paragraph 29(6) contains the submission
requirements for assets not covered by para 29(5) that have been

o disposed of prior to 30 September 2004, and

e any other asset that has been valued.

There has been some uncertainty as to whether the CGT 2(e) form or its predecessor
entitled ‘Annexure’ must have been signed by the taxpayer on or before 30 September 2004.
Paragraph 29(4) requires that the person must have valued the asset within the prescribed
period, but does not state that the CGT 2(e) form must be used for this purpose.

Where a person valued an asset on or before 30 September 2004, or obtained a valuation
from a third party and did not complete and sign the CGT 2(e) form by 30 September 2004,
that person must complete the CGT 2L form. The person must declare that the valuation
was performed by 30 September 2004, and where the person obtained a third party
valuation by this date, that person must declare that he or she accepted it by that date.

The completion of the CGT 2 form does not mean that a person has elected in advance to
adopt the market value method, although the person will be regarded as having ‘determined’
a market value for the purpose of para 27. In other words, except where para 27 applies, a
person will still have the choice of using the time-based apportionment or 20% of proceeds
methods.

Taxpayers who backdate or inflate valuations expose themselves to the imposition of
additional tax of up to 200% in terms of s 76, interest in terms of s 89quat and criminal
prosecution. SARS reserves the right to call for valuations prior to the disposal of the
relevant assets.

8.23.10.2 Valuer’s signature

The use of a valuer is optional and the lack of a valuer’s signature on the CGT 2(e) form will
not invalidate the valuation. Where the valuer has signed a separate report, it will be
acceptable if the taxpayer cross references the CGT 2(e) form to the relevant report. The
CGT 2L form makes provision for the insertion of the date of the valuer’s report.

Where a valuer refuses to sign either the CGT 2(e) form or his or her report, the credibility of
the valuation will be brought into question.

The CGT 2(e) form will also not be invalidated where a person has not inserted details of the
original cost of the asset by the deadline date.

8.23.10.3 Self-generated forms
Some persons have produced their own forms and captured the information electronically.
Such self-generated forms will also be regarded as being in the prescribed form provided

that they contain the same details as the CGT 2 form.

In other cases where the person has valued numerous assets, it will be acceptable if the
person signs a single covering form. The total of the market value of the relevant assets
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must be inserted on the form and this must agree to a schedule containing the details on the
CGT 2 form. The assets on the schedule should be described in sufficient detail to allow for
correct identification when individual assets on the list are disposed of.

8.23.10.4 Assets denominated in foreign currency

Where assets are denominated in foreign currency, the valuation must be done in the
currency of expenditure in terms of para 43(6). With the exception of para 43(4) assets, rand
figures cannot be determined until date of disposal when the currency of disposal is known.
For this reason the relevant foreign currency values must be reflected on the form. However,
in the case of para 43(4) assets the rand figures can be determined with certainty, and in
these cases it will be acceptable if the rand figures are entered on the form. The exchange
rate used should be disclosed. Once the asset has been disposed of, the foreign currency
values shown on the form must be translated into rand using the applicable exchange rate in
terms of para 43(6).

8.23.11 The impact of para 29 on the determination of STC on liquidation or
deregistration of a company

Where a company is liquidated or deregistered, s 64B(5)(c) provides that where an asset of
the company was acquired before valuation date and disposed of after valuation date, any
capital profit accruing in respect of the period after the valuation date will be subject to STC,
whilst the portion of the capital profit relating to the pre-valuation date period will be exempt
from STC. For the purpose of allocating the capital profit between the pre- and post-
valuation date periods, the company must determine the market value of the asset on
valuation date in terms of para 29. A company that fails to comply with para 29 will be
subject to STC on the entire capital profit. Such a company will not be able to adopt the TAB
or 20% of proceeds methods for the purpose of splitting the capital profit into exempt and
non-exempt portions.

8.23.12 Right of Commissioner to amend valuation or call for further particulars (para
29(7))

Where the Commissioner is not satisfied with a valuation, he may

o call for further particulars relating thereto, or

e adjust the valuation.

The right to adjust the valuation has been made subject to objection and appeal.

8.23.13 Period for performing valuations may be extended by Minister (para 29(8))

The Minister of Finance may extend the period within which all valuations must be performed
(that is, by 30 September 2003) by notice in the Government Gazette. The period was
extended to 30 September 2004.'#

8.24 Time-apportionment base cost

Paragraph 30

8.24.1 Introduction

Time-based apportionment is one of four methods that may be used for determining the

valuation date values of assets acquired prior to valuation date, the other three being the
market value method (paras 29 and 31), the weighted average method (para 32(3A)) and

2L GN 207 Government Gazette 26026 of 20 February 2004.

Draft for Comment 146



Chapter 8 - Base cost 147

the 20% of proceeds method (para 26). What the time- apportionment base cost method
seeks to achieve is a linear spread of the historical gain or loss between the pre- and post-
CGT periods. The growth or decline that occurred prior to 1 October 2001 is added to or
subtracted from the pre-CGT expenditure to arrive at the time-apportionment base cost
(TAB), which constitutes the valuation date value (VDV). To this TAB or VDV is added the
expenditure incurred after the valuation date to arrive at the base cost in terms of para 25.
The basic principle is illustrated in the simple example below.

Example 1 — Time-apportionment Base Cost (TAB)

R7 roceeds

TAB— 300

R100

Date of acquisition 10 years 20 years

In the above example the asset has been sold for a profit based on historical cost of R600
(R700 — R100). The period before 1 October 2001 is 10 years and the period after 20 years.
It follows that two-thirds of the profit relates to the post-CGT period, that is, R600 x 2/3 =
400. This is the short cut method of determining the gain. The other way is to determine the
valuation date value (TAB) and to subtract this from the proceeds. The valuation date value
is determined by adding the gain relating to the pre-CGT period to the original cost, that is,
R100 + (R600 x 1/3) = R300. The capital gain will then be:

R
Proceeds 700
Base cost (VDV) 300
Capital gain 400
8.24.2 How are expenditure and proceeds determined for the purposes of TAB?

In performing a TAB calculation, the general rule is that pre- and post-valuation date
expenditure and proceeds are determined in terms of the core rules in paras 20 and 35. In
the case of depreciable assets this means that the relevant costs must be reduced by capital
allowances (para 20(3)(a)), while the amount received or accrued on disposal of the asset
must be reduced by any recoupments of capital allowances (para 35(3)(a)). The general rule
regarding the exclusion of capital allowances and recoupments from expenditure and
proceeds respectively is, however, varied when the special depreciable assets TAB and
proceeds formulae (para 30(3) and (4)) are applicable.

8.24.3 Theoretical correctness v simplicity

It needs to be emphasised that the formulae used for determining TAB reflect a trade off
between theoretical correctness and administrative simplicity. In many ways the TAB method
is a departure from reality that lacks theoretical correctness and this can lead to some
distorted results, some in favour of the fiscus and others in favour of the taxpayer. The
reasons for this include the following:

e The formulae do not take account of the time value of money and compound growth.

e A part of a year is treated as a full year. One day could be treated as a year.
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e Improvements to an asset occurred before valuation date are assumed to have taken
place at the date of acquisition of the asset

e The date of acquisition is limited to a period 20 years prior to valuation date where
expenditure is incurred in more than one year prior to valuation date.

Earlier drafts of the legislation and the first Guide dated 23 February 2000 attempted to

address some of these issues by separating the original cost and improvements into

segments and applying an inflation factor to each segment. This was discarded after public

consultation for reasons of complexity.

It must also be borne in mind that TAB can only be determined once an asset has been
disposed of. The longer the asset is held the greater the proportion of the gain or loss that
will be spread into the post-CGT period. Similarly, the more improvements that take place to
an asset after valuation date, the greater the proportion of the proceeds and hence gain that
will be allocated to the post-CGT period. These factors can make it difficult to predict how
TAB will compare with the market value of an asset on 1 October 2001.

A taxpayer who has made a loss based on historical cost may either be prevented from or
obliged to use TAB depending on the circumstances. For example, a taxpayer falling within
the provisions of para 27(3)(a) who has made a gain on market value after 1 October 2001,
may not use TAB but at the same time will not be subject to CGT on the market value gain.
In other cases para 27(3)(b) compels a taxpayer to use TAB instead of market value. This
could typically occur where a market value loss is substantially greater than a TAB loss. For
more information on the operation of the gain and loss limitation rules see 8.19 and 8.20.

8.24.4 The formulae

Paragraph 30 contains two sets of formulae:

¢ the standard TAB and proceeds formulae — para 30(1) and (2), and

e the depreciable assets TAB and proceeds formulae — para 30(3) and (4).

The diagram below shows how the applicable formulae must be selected to fit the
appropriate circumstances.
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Selecting the appropriate formula
Have capital
allowances been
claimed?
Yes No
Have costs ito Have costs ito
para 20 been para 20 been
incurred on or incurred on or
after 1.10.017? after 1.10.017?
No Yes
Was the asset
disposed of at a
capital profit Ar;)pig/czgggal
(ignoring d formula
recoupments an
allowances)? (para 30(2))
Yes No
Apply depreciable Apply normal
assets proceeds TAB
and TAB formulae Formula
(para 30(4)) (para 30(1))

8.24.5 The standard TAB formula (para 30(1))

Y=B+[(P-B)xN]
T+N,
where

(@) 'Y'=time-apportionment base cost (TAB)

(b) 'B' = pre-1 October 2001 admissible expenditure in terms of para 20. Admissible
expenditure must be reduced by capital allowances claimed as a deduction for income

tax purposes (para 20(3)(a)).

(c) 'P'=proceeds on disposal of the asset as determined in para 35. Note that
¢ In the case of assets subject to capital allowances proceeds must be reduced by
any recoupments included in gross income (para 35(3)(a)).
e ‘P’ must be determined in accordance with the proceeds formula below where

improvements occur before and after valuation date

(d) 'N' = number of years determined from the date that the asset was acquired to the

day before valuation date. Note that

e ‘N’ is limited to a maximum of 20 where improvements have occurred prior to

valuation date
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o A part of a year is treated as a full year.
(e) T' = number of years determined from valuation date until the date the asset was
disposed of after valuation date. Again, a part of a year is treated as a full year.

8.24.5.1 The twenty year limit

Where improvements to an asset take place before valuation date, they are ‘thrown back’ to
the date of acquisition. This measure was introduced in preference to the slice method
discussed earlier in terms of which improvements would have been inflation-weighted. As a
result of this concession it was necessary to place a cap on how far back these
improvements could be taken. If this were not done, one could arrive at the situation where,
say, a piece of land was acquired 100 years prior to valuation date, a shopping centre was
erected thereon shortly before valuation date, and then sold say 5 years after valuation date
at a substantial gain. Without the 20 year limit only 5/105 of the gain would be subject to
CGT. With the limit 5/25 will be taxable — still a substantial benefit though not nearly as
generous. Where all pre-valuation date expenditure is incurred in a single year, there is no
limit. So if the 100-year-old land were sold 5 years after CGT was introduced without
improvement, only 5/105 of the gain would attract CGT. The 20-year limit will also not be
triggered where improvements take place after valuation date, though in this case a portion
of the proceeds will be allocated to the post-CGT period (see proceeds formula below).

8.245.2 Parts of a year

As noted above, parts of a year are treated as a full year. For example, if an asset was
acquired 3 years and 1 day prior to valuation date, ‘N’ will be treated as 4 years. Likewise if
the asset was disposed of three years and 1 day after valuation date, ‘T’ will be treated as 4
years. This treatment is intended to eliminate the need for complex fractions, and assists
where the exact day on which an asset was purchased is unknown.

8.24.6 The standard proceeds formula (para 30(2))

The symbol ‘P’ in the above TAB formula must be determined in accordance with the
following formula where expenditure is incurred both before and on or after valuation date.

The proceeds formula is based on the premise that

e post-valuation date expenditure generates post-valuation date gain or loss, while

e pre-valuation date expenditure generates gain or loss both before and on or after
valuation date.

The formula, set out below, is applicable more often than may at first sight be apparent. The
table below shows two examples of selling expenses that could trigger the proceeds formula.

Table 1 — Examples of post-valuation date expenditure that will trigger the proceeds
formula

Type of asset | Typical selling expense

Share Stamp duty, UST and broker’s fees

Residence Estate agent’'s commission

It is not permissible for these expenses to be set off against the gross proceeds and to work
with a net proceeds figure.
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8.24.6.1 No right of election to omit post-valuation date expenditure

The proceeds formula has the effect that the higher the post-valuation date expenditure in
relation to the pre-valuation date expenditure, the higher the capital gain or loss. Some have
suggested that a person can achieve a lower capital gain by simply omitting the post-
valuation date expenditure from the formula. The view is held that a person does not have
the right to omit post-valuation date expenditure from the proceeds formula in para 30(2), nor
from the general formula in para 25 for determining a capital gain or loss in respect of a pre-
valuation date asset. The reasons for this are as follows:

e The formulae and their variables are prescribed by statute. There is nothing in the Act
that confers a right of election upon a taxpayer to pick and choose what to include or
exclude from the variables. It would defeat the purpose of the legislature if SARS were to
allow cherry picking.

e The variable ‘A’ in the formula refers to expenditure ‘allowable’ in terms of paragraph 20
incurred on or after the valuation date. The word ‘allowable’ refers to qualifying
expenditure. If expenditure has been incurred and it qualifies then it must be brought to
account.

e Taxpayers are obliged to keep a record of post-valuation date expenditure in terms of
section 73B of the Act. A person who fails to comply with this provision may be liable to a
fine or imprisonment in terms of s 75(1)(f).

e Finally, a taxpayer who deliberately omits post-valuation date expenditure from the
formulae with the object of understating a capital gain will be open to a charge of tax
evasion and the imposition of additional tax and interest in terms of ss 76 and 89quat
respectively.

8.24.6.2 Payment of commission by buyer

It has been suggested that in the case of a sale of immovable property, the transaction
should be restructured so that the buyer pays the estate agent's commission. Such
arrangements may fall foul of s 103, particularly where the seller’s original mandate to the
agent was on the basis that the seller would pay the commission. Note that for transfer duty
purposes the commission must be added back to the consideration payable in determining
the amount of the duty.'??

8.24.6.3 The proceeds formula
The proceeds formula is as follows:

P=RxB
(A+B),

where

(&) 'P'=proceeds to be used in the TAB formula

(b) 'R'=proceeds as determined in terms of para 35

(c) 'A'=admissible expenditure incurred on or after 1 October 2001 in terms of para 20.
(d) 'B'=pre-1 October 2001 admissible expenditure in terms of para 20.

Note: ‘A’ and ‘B’ exclude any capital allowances and ‘P’ excludes any recoupments included
in gross income.

122 section 6(a) of the Transfer Duty Act 40 of 1949.
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8.24.7 When to apply the standard formulae

Table 1 - Summary of application of TAB formulae

How expenditure incurred Application

During a single year of assessment before Use TAB formula. No limit on period before

1.10.2001 1.10.2001

In more than one year of assessment before | Use TAB formula. Period before 1.10.2001

1.10.2001 limited to 20 years

Before, and on or after 1.10.2001 Use proceeds formula and thereafter TAB
formula

8.24.8 Counting of years

In determining whether expenditure has been incurred in more than one year, regard must
be had to years of assessment. However, in determining the number of years prior to and
after valuation date (N and T in the formula) the years are determined as follows:

e Pre-1 October 2001 — start at date of acquisition and count completed years up to and
including 30 September 2001. The final part year up to and including 30 September 2001
is counted as a full year;

e Post-1 October 2001 — start at 1 October 2001 and count number of completed years
ended 30 September up to and including the date of disposal. The final part year
immediately preceding the date of disposal is counted as a full year.

8.24.9 Calculations must be made per asset

The formulae must be applied to each asset separately. It is unacceptable to perform a
calculation lumping different assets together. For example, a factory may be disposed of for
a lump sum, but the proceeds will have to be allocated across the buildings, plant and
machinery etc and separate calculations will have to be determined for each of the assets
concerned.

Example 2 — TAB: No improvements made prior to valuation date

Facts: Barbara acquired a piece of land in Johannesburg 30 years prior to the valuation date
for R200 000 and disposed of that piece of land 10 years after the valuation date for
R2 000 000. Barbara incurred no other expenditure allowable in terms of para 20 during her
ownership of the land and as she had not valued the land at valuation date, she adopted the
time-apportionment basis in determining the valuation date value.

Result: The capital gain that arises in Barbara’s hands is determined as follows.
Applying para 30(1):

Y=B+[(P-B)x(N/(T+N))]
= R200 000 + [(R2 000 000 — R200 000) x (30 / (10 + 30))]
= R200 000 + (R1 800 000 x 30/40)
= R200 000 + R1 350 000
= R1 550 000
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Therefore, the time-apportionment base cost (TAB) equals R1 550 000.
R

Proceeds 2 000 000
TAB cost 1 550 000
Capital gain 450 000

Note that where expenditure was incurred in only one year of assessment prior to the
valuation date, ‘N’, in the above formula, is not limited to 20 years. Where Barbara had made
improvements after the valuation date, for instance by building a shopping centre, this would
not have affected the valuation date value in terms of the time-apportionment base cost.
Expenditure incurred after the valuation date would be added to the valuation date value in
terms of para 25 in order to determine the base cost of the asset.

Example 3 - TAB: Improvements made in > 1 year prior to 1.10.2001 plus after
1.10.2001

Facts: The facts are the same as in the example above, except that Barbara erected a
shopping centre upon her piece of land, 2 years before the valuation date for R5 000 000
and one year after the valuation date she effected improvements to the shopping complex
amounting to R1 000 000. She disposed of the shopping complex along with the land 10
years after the valuation date for R12 000 000.

Result: As a portion of the expenditure allowable in terms of para 20 was incurred both
before and on or after the valuation date, the proceeds to be used in determining the TAB
cost must be determined in accordance with the formula contained in para 30(2).

P=Rx(B/(A+B))
= R12 000 000 x [(R200 000 + R5 000 000) / (R1 000 000 + (R200 000 + R5 000 000))]
= R12 000 000 x (R5 200 000 / R6 200 000)
= R12 000 000 x 0.8387
= R10 064 516

The purpose of this formula is to allocate the percentage of proceeds attributable to the
period of ownership before valuation date.

Paragraph 30(1) is then applied as follows:

Y=B+[(P-B)x(N/(T+N))]
= (R200 000 + R5 000 000) + [(R10 064 516 — (R200 000 + R5 000 000)) x (20 / (10 +
20))]
= R5 200 000 + [(R10 064 516 — R5 200 000) x 20/30]
= R5 200 000 + R3 243 011

= R8 443011
Therefore, the time-apportionment valuation date value (VDV) equals R8 443 011.
R
Proceeds 12 000 000
Time-app. VDV + Post-expenditure 9443011 (R8443 011 + R1 000 000)
Capital gain 2 556 989

Note that where expenditure was incurred in more than one year of assessment prior to the
valuation date, ‘N’, in the above formula, is limited to 20 years. In this example, Barbara
loses 10 years in respect of her piece of land. However, this also means that although the
major portion of her allowable expenditure relates to a period shortly before the valuation
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date, this too is spread back to the date of the first allowable expense forming the base cost
of the asset. (In this case, it is spread back 18 years).
An alternative simpler explanation is set out below:

Facts

Pre — CGT costs R
Original cost 200 000
Shopping centre 5 000 000
Post-CGT costs

Improvements 1 000 000
Selling price 12 000 000

The figures in blocks have to be determined:

Before After Total
R R R
Proceeds 10 064 516 12 000 000
Expenditure 5200 000 1 000 000 6 200 000
Gain 5 800 000

}

Apportion by time

Step 1: Calculate portion of proceeds generated by pre-CGT expenditure

Proceeds x Expenditure before CGT
Total expenditure

= R12 000 000 x R5 200 000/R6 200 000

= R10 064 516

Step 2: Determine portion of gain generated by pre-CGT expenditure
R

Proceeds generated by pre-CGT expenditure 10 064 516

Pre-CGT expenditure 5 200 000

Gain generated by pre-CGT expenditure 4864 516

Step 3: Time-apportion gain before CGT

Gain before CGT x Period before CGT
Total period

R4 864 516 x 20/30 = R3 243 011
Step 4: Calculate valuation date value
VDV = Expenditure before CGT + Pre-CGT portion of gain

= R5 200 000 + R3 243 011
=R8 443 011
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Step 5: Calculate base cost
Base cost = R8 443 011 + R1 000 000 = R9 443 011
Step 6: Calculate capital gain

Capital Gain = R12 000 000 — R9 443 011 = R2 556 989

8.24.10  The depreciable assets TAB and proceeds formulae (para 30(3) and (4))

Where expenditure has been incurred both before, and on or after the valuation date, and
the asset qualifies for capital allowances, the portion of the capital gain to be allocated to the
post-valuation date period can be influenced by the speed with which the expenditure has
been written off against income. As a result, for example, where the entire amount of the
expenditure incurred before valuation date has been written off against income, the entire
gain will be thrown into the post-valuation date period. This results in an inequitable
apportionment of the gain. To rectify this problem an additional formula was introduced to
cater for such circumstances.’® In terms of this formula the apportionment of the gain is
determined by excluding recoupments and capital allowances from certain variables in the
TAB formula. Paragraph 30(3) sets out the conditions under which the ‘depreciable asset
formula’ is applicable.

8.24.10.1 Conditions under which the depreciable assets TAB and proceeds formulae will
apply (para 30(3))

Three conditions must be met:

e Ignoring capital allowances, expenditure must have been incurred on or after the
valuation date.

e The asset must be a depreciable asset in respect of which capital allowances were
claimed.

e The proceeds (not reduced by recoupments) must exceed the expenditure (not reduced
by capital allowances) — in other words the asset must have been disposed of at an
overall capital profit.

8.24.10.2 The formulae

The formulae, which appear in subpara (4), are as follows:

Y=B + [(Py=B;) x N]

T+N,
and
P1=R; X By
(A1 +By)

The gain applicable to the pre-CGT period is determined by means of a two-step process.
Step 1 — Apply the depreciable assets proceeds formula

First, the portion of the ‘receipts’ (proceeds not reduced by recoupments) generated by the
expenditure incurred before valuation date is determined. This is done by multiplying those

2% Introduced by the Revenue Laws Amendment Act 74 of 2002, effective as from 1 October 2001.

Draft for Comment 155




Chapter 8 - Base cost

156

‘receipts’ by the costs incurred before valuation date, divided by the total cost of the asset.

Note that the costs used in this calculation are not reduced by capital allowances.

Next, the gain generated by those pre-CGT expenses is apportioned between the pre- and
post-valuation date periods on a time basis. This gives the gain applicable to the pre-CGT
period, which is then added to ‘B’ in the formula (pre-valuation date expenditure reduced by

capital allowances) to give the time-apportionment base cost of the asset.

Finally, the provisions of para 25 are applied in the normal way in determining a capital gain,
taking recoupments and capital allowances into account. The example below illustrates the

application of the formula.

Example 4 — Determination of TAB using the depreciable assets TAB and proceeds

formulae

Facts: The following facts pertain to an asset subject to capital allowances:

Pre- Post- Total
1.10.01 1.10.01
R R R
Cost 100 200 300
Capital allowances 100 _20 120
Expenditure ito para 20 _ 0 180 180
Period (years) 10 5 15
Received on disposal 321
Recouped ito s 8(4)(a) 120
Proceeds ito para 35 201

Result: The capital gain will be determined as follows:

Step 1 — Determine whether the depreciable asset TAB and proceeds formulae are
applicable

The asset in the example meets all the necessary requirements:

e Expenditure before 1.10.01 = R100; and on or after 1.10.01 = R200;
e Capital allowances of R100 were claimed;

e There is an overall profit of R321 — R300 = R21

Step 2 — Determine the receipts generated by pre-CGT costs

Pl = R]_ X Bl—
(A1 + By)
= R321 x R100/(R100 + R200)
= R321 x R100/R300
= R107

Step 3 — Apply the depreciable assets TAB formula

Y:B+L(El—81!XN|
T+N,

= RO + [(R107 — R100) x 10/(10 + 5)]
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= RO + R7 x 10/15
= R4.6667

Step 4 — Determine the capital gain

Capital gain = Proceeds — [TAB + expenditure incurred on or after 1.10.01)
= R201 - (R4.6667 + R180)

= R201 - R184.6667

= R16.3333

Note that the normal rules are applied under step 3 so proceeds are reduced by
recoupments and expenditure on or after 1 October 2001 is reduced by capital allowances.

In summary, had the gain been worked out under the standard formulae, the entire gain
would have been allocated to the post-valuation date period and the person would have paid
CGT on a gain of R21. The depreciable assets TAB and proceeds formulae therefore
provide a far more equitable spread of the gain.

8.25 Market value
Paragraph 31, s 23C
8.25.1 Introduction

Paragraph 29 contains special rules for determining the market value of certain assets on
valuation date. These special rules do not cover all assets and are essentially an anti-
avoidance measure aimed at selected assets whose values are susceptible to manipulation.
Paragraph 31 provides the general rules on how ‘market value’ is to be determined in
respect of those assets not covered by para 29 as well as in other situations. The term
‘market value’ is used throughout the Eighth Schedule in a wide variety of circumstances,
such as on valuation date (base cost), death, donation, cessation or commencement of
residence and non—arms’ length transactions between connected persons. These general
rules are summarised in the table below. In determining market value, s 23C provides that
no account must be taken of value-added tax where the vendor was entitled to an input tax
credit in terms of s 16(3) of the Value-Added Tax Act, 1991. Where a vendor is not entitled to
claim an input credit or in the case of non-vendors, VAT may be included when determining
market value.

8.25.2 Prescribed valuation methods

Table 1 — Prescribed methods for determining market value (para 31)

Paragraph Type of asset Market value
31(1) item
@) Financial instrument listed on a | Ruling price’** at close of business on last

recognised exchange for which | business day before disposal
a price is quoted

(b) Long-term insurance policy Greater of:

with SA insurer e Surrender value

e Insurer's market value (assume policy
runs to maturity).

124 As defined in para 1 of the Eighth Schedule.
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(c)(i) Portfolio comprised in any Management company’s repurchase price.
collective investment scheme
In securities'® or property.*?®

(c)(ii) Foreign collective investment Management company’s repurchase price
scheme in shares, units or any | or if not available, selling price based on
other form of participatory willing buyer, willing seller acting at arm’s
interest."*’ length in open market.

(d) Fiduciary, usufructuary and Present value of future benefits discounted
other like interests at 12% p.a. over life expectancy of person

to whom interest granted or lesser period

of enjoyment. Commissioner may fix

another rate when satisfied that 12%

cannot be achieved. Life expectancy is

determined as follows:

e Individuals - in accordance with tables
used for estate duty purposes.'?®

e Other persons (e.g. companies or
trusts) - 50 years.

(e) Asset subject to fiduciary, Market value of full ownership, less value
usufructuary or other like of fideicommissum or usufruct etc as
interest determined above.

4) Immovable farming property e Land Bank value (defined in Estate

Duty Act) or

e Price based on willing buyer, willing
seller at arm’s length in open market.

On disposal by death, donation or non-

arm’s length transaction, the Land Bank
value may only be used if it is used in
determining the base cost of the disposer
on-

e Valuation date, or, where applicable,

e date acquired by inheritance, donation
or non-arm’s length transaction at Land
Bank value.

(9) Any other asset Price based on willing buyer, willing seller

at arm’s length in open market.

Unlisted shares

Price based on willing buyer, willing seller
at arm’s length in open market, ignoring
any:

e Restrictions on transferability

e Stipulated method of valuation.'*

If shareholder entitled to greater share of
assets on winding-up, the value must not
be less than the amount the shareholder
would have received had the company
been wound up.

125

As defined in para (e)(i) of the definition of ‘company’ in s 1, and as contemplated in Part IV of the

Collective Investment Schemes Control Act 45 of 2002.
126 A5 contemplated in Part V of the Collective Investment Schemes Control Act 45 of 2002.

127

As defined in para (e)(ii) of the definition of ‘company’ ins 1.

128 5ee regulations issued in terms of s 29 of the Estate Duty Act 45 of 1955.
129 This provision is similar to that found in s 5(1)(f)bis of the Estate Duty Act 45 of 1955.
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8.25.3 Determination of market value

The market value of an asset is the best price at which an interest in the asset would have

been sold unconditionally for a cash consideration on the date of valuation assuming

e awilling seller (under no duress at all)

o that, prior to the date of valuation, there had been a reasonable period (having regard to
the nature of the asset and the state of the market) for the proper marketing of the
interest and for the sale to be concluded;

e that no account is taken of any additional bid by a prospective purchaser with a special
interest;

e asale either
» of the asset as a whole for use in its working place; or
» of the asset as a whole for removal from the premises of the seller at the expense of

the purchaser; or
» of individual items for removal from the premises of the seller at the expense of the
purchaser; and

o that both parties to the transaction had acted knowledgeably, prudently and without
compulsion.

8.254 Valuation of foreign insurance policies

Paragraph 31(1)(b) deals with long-term policies issued by a South African insurer. See in
this regard the meaning of the word ‘insurer as defined in para 1 and the related
commentary on para 55 in 12.4. Foreign policies must therefore be valued in accordance
with the general rule in para 31(1)(g).

8.25.5 Valuation of shares held in co-operatives

The Co-operatives Act 91 of 1981 (the Co-op Act) governs the activities of co-operatives.
Should a member of a co-operative die, be sequestrated, resign, be expelled or cease to
qualify as a member that member will only be entitled to a return of the nominal value of the
shares.” This raises the question as to how the provisions of para 31(3)(a) are to be
applied, given that any provision relating to the restriction of transferability of shares and the
determination of value must be disregarded.

A member’s entitlement to the profits is not linked to the shares held but rather to the volume
of business done through or with the co-operative (referred to as the ‘patronage
proportion’*!). See In this regard s 84 (members’ entitlement to bonuses) and s 224(4)(a)
(members’ entittement to the free residue on liquidation). It is therefore considered
inappropriate to look at the underlying assets to determine the value of a member’s shares in
a co-operative, and they must be valued on the same basis used for estate duty purposes,
namely, at nominal value.

8.25.6 Life expectancy tables

GNR.1942 of 23 September 1977: Valuation of annuities or of fiduciary, usufructuary or
other limited interests in property in the estates of deceased persons (R)

NOTE: These regulations were published in Government Notice No. R1942 contained in
Regulation Gazette No. 2533 of 23 September, 1977.

130 section 81(1)(a) — (f)) of the Co-operatives Act 91 of 1981.
131 As defined in s 1 of the Co-operatives Act 91 of 1981.
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Calculations for the purposes of the valuation of annuities or of fiduciary, usufructuary or
other limited interests in property in the estate of any person who died or dies on or after 1

April 1977 shall be made in accordance with the Tables subjoined hereto:

(The regulations promulgated under Government Notice 641 of 13 April 1956 shall continue

to apply in relation to the estate of any person who died before 1 April 1977.)

Table A

The Expectation of Life and the Present Value of R1 per Annum for Life Capitalised at 12 per
cent over the Expectation of Life of Males and Females of Various Ages

Expectation of Life Present value of R1
Per Annum for Life
| Age Males Females Males Females Age
0 64,74 72,36 8,327 91 8,331 05 0
1 65,37 72,74 8,328 28 8,331 14 1
2 64,50 71,87 8,327 76 8,330 91 2
3 63,57 70,93 8,327 14 8,330 64 3
4 62,63 69,97 8,326 44 8,330 33 4
5 61,69 69,02 8,325 67 8,329 99 5
6 60,74 68,06 8,324 80 8,329 61 6
7 59,78 67,09 8,323 81 8,329 18 7
8 58,81 66,11 8,322 71 8,328 69 8
9 57,83 65,14 8,321 46 8,328 15 9
10 56,85 64,15 8,320 07 8,327 53 10
11 55,86 63,16 8,318 49 8,326 84 11
12 54,87 62,18 8,316 73 8,326 08 12
13 53,90 61,19 8,314 80 8,325 22 13
14 52,93 60,21 8,312 65 8,324 27 14
15 51,98 59,23 8,310 29 8,323 20 15
16 51,04 58,26 8,307 70 8,322 03 16
17 50,12 57,29 8,304 89 8,320 71 17
18 49,21 56,33 8,301 80 8,319 26 18
19 48,31 55,37 8,298 41 8,317 64 19
20 47,42 54,41 8,294 71 8,315 84 20
21 46,53 53,45 8,290 61 8,313 83 21
22 45,65 52,50 8,286 13 8,311 61 22
23 44,77 51,54 8,281 17 8,309 12 23
24 43,88 50,58 8,275 64 8,306 33 24
25 43,00 49,63 8,269 59 8,303 26 25
26 42,10 48,67 8,262 74 8,299 81 26
27 41,20 47,71 8,255 16 8,295 95 27
28 40,30 46,76 8,246 77 8,291 71 28
29 39,39 45,81 8,237 37 8,286 97 29
30 38,48 44,86 8,226 94 8,281 70 30
31 37,57 43,91 8,215 38 8,275 83 31
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32 36,66 42,96 8,202 57 8,269 30 32
33 35,75 42,02 8,188 36 8,262 10 33
34 34,84 41,07 8,172 62 8,254 00 34
35 33,94 40,13 8,155 36 8,245 09 35
36 33,05 39,19 8,136 47 8,235 17 36
37 32,16 38,26 8,115 58 8,224 26 37
38 31,28 37,32 8,092 74 8,211 99 38
39 30,41 36,40 8,067 81 8,198 66 39
40 29,54 35,48 8,040 30 8,183 86 40
41 28,69 34,57 8,010 67 8,167 62 41
42 27,85 33,67 7,978 44 8,149 83 42
43 27,02 32,77 7,943 44 8,130 12 43
44 26,20 31,89 7,905 47 8,108 81 44
45 25,38 31,01 7,863 80 8,085 27 45
46 24,58 30,14 7,819 24 8,059 56 46
47 23,79 29,27 7,771 09 8,031 19 47
48 23,00 28,41 7,718 43 8,000 26 48
49 22,23 27,55 7,662 36 7,966 17 49
50 21,47 26,71 7,602 01 7,929 50 50
51 20,72 25,88 7,537 13 7,889 67 51
52 19,98 25,06 7,467 48 7,846 46 52
53 19,26 24,25 7,393 87 7,799 65 53
54 18,56 23,44 7,316 31 7,748 34 54
55 17,86 22,65 7,232 34 7,693 55 55
56 17,18 21,86 7,144 14 7,633 63 56
57 16,52 21,08 7,051 78 7,568 96 57
58 15,86 20,31 6,952 25 7,499 27 58
59 15,23 19,54 6,850 04 7,423 21 59
60 14,61 18,78 6,742 06 7,341 35 60
61 14,01 18,04 6,630 10 7,254 57 61
62 13,42 17,30 6,512 32 7,160 20 62
63 12,86 16,58 6,393 01 7,060 46 63
64 12,31 15,88 6,268 22 6,955 37 64
65 11,77 15,18 6,137 89 6,841 61 65
66 11,26 14,51 6,007 26 6,723 93 66
67 10,76 13,85 5,871 65 6,598 93 67
68 10,28 13,20 5,734 03 6,466 35 68
69 9,81 12,57 5,591 82 6,328 18 69
70 9,37 11,96 5,451 65 6,184 66 70
71 8,94 11,37 5,307 75 6,036 07 71
72 8,54 10,80 5,167 44 5,882 78 72
73 8,15 10,24 5,024 37 5,722 22 73
74 7,77 9,70 4,878 76 5,557 43 74
75 7,41 9,18 4,734 90 5,388 93 75
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76 7,07 8,68 4,593 54 5,217 27 76
77 6,73 8,21 4,446 63 5,046 79 77
78 6,41 7,75 4,303 09 4,870 92 78
79 6,10 7,31 4,158 98 4,693 89 79
80 5,82 6,89 4,024 40 4,516 47 80
81 5,55 6,50 3,890 51 4,343 99 81
82 5,31 6,13 3,768 02 4,173 15 82
83 5,09 5,78 3,652 76 4,004 82 83
84 4,89 5,45 3,545 46 3,839 88 84
85 4,72 514 3,452 32 3,679 21 85
86 4,57 4,85 3,368 64 3,523 71 86
87 4,45 4,58 3,300 66 3,374 26 87
88 4,36 4,33 3,249 07 3,231 75 88
89 4,32 4,11 3,225 97 3,102 96 89
90* 4,30 3,92 3,214 38 2,989 12 90

*

N.B. The age is to be taken as at the next

acquired.

birthday after the date when

the right was

Example.—Find the present value of an annuity or usufruct of R100 per annum for life of:

(A) a female who becomes entitled thereto at the age of 42 years 3 months, or

(B) a male who becomes entitled thereto at the age of 65 years 9 months.

(A) (B)
Age when acquired 42 years 3 65 years 9
months months
Age next birthday 43 years 66 years
Present value of R1 per annum for life R8,130 12 R6,007 26
Therefore present value of R100 per annum for life R813,01 R600,73
equals

Present Value of R1 per Annum Capitalised at 12 per cent over Fixed Periods.

Table B

Years. Amount. Years. Amount. Years. Amount. Years. Amount.
R R R R

1 0,892 9 26 7,895 7 51 8,307 6 76 8,331 8
2 1,690 0 27 7,942 6 52 8,310 4 77 8,332 0
3 2,401 8 28 7,984 4 53 8,312 8 78 8,332 1
4 3,037 4 29 8,021 8 54 8,315 0 79 8,332 3
5 3,604 8 30 8,055 2 55 8,317 0 80 8,332 4
6 4,111 4 31 8,085 0 56 8,318 7 81 8,332 5
7 4,563 8 32 8,111 6 57 8,320 3 82 8,332 6
8 4,967 6 33 8,135 4 58 8,321 7 83 8,332 6
9 5,328 2 34 8,156 6 59 8,322 9 84 8,332 7
10 5,650 2 35 8,175 5 60 8,324 0 85 8,332 8
11 5,937 7 36 8,192 4 61 8,325 0 86 8,332 8
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12 6,194 4 37 8,207 5 62 8,325 9 87 8,332 9
13 6,423 6 38 8,221 0 63 8,326 7 88 8,333 0
14 6,628 2 39 8,233 0 64 8,327 4 89 8,333 0
15 6,8109 40 8,243 8 65 8,328 1 90 8,333 0
16 6,974 0 41 8,253 4 66 8,328 6 91 8,333 1
17 7,1196 42 8,261 9 67 83291 92 8,3331
18 7,2497 43 8,269 6 68 8,329 6 93 8,333 1
19 7,365 8 44 8,276 4 69 8,330 0 94 8,3331
20 7,469 4 45 8,282 5 70 8,330 3 95 8,333 2
21 7,562 0 46 8,288 0 71 8,330 7 96 8,333 2
22 7,644 6 47 8,292 8 72 8,331 0 97 8,333 2
23 7,718 4 48 8,297 2 73 8,331 2 98 8,333 2
24 7,784 3 49 8,301 0 74 8,3314 99 8,333 2
25 7,843 1 50 8,304 5 75 8,331 6 100 8,333 2

N.B. Fractions of a year are to be disregarded when using this table.

Example.—Testator, who died on 1 April 1977 left to (A) an annuity or usufruct value R100
per annum, to terminate when (A) attains majority, which will occur, say, at 30 September
1987. This period is found to be 10 years 6 months, but is taken as 10 years.

Present value of R1 per annum for 10 years R5,650 2
Therefore present value of R100 per annum for 10 years R565,02

8.26 Base cost of identical assets
Paragraph 32
8.26.1 What are identical assets?

Paragraph 32 contains the rules for the determination of the base cost of assets that form
part of a group of similar assets. Such assets are sometimes referred to as fungible assets.
When an asset of this nature is sold it may not be possible to physically identify the particular
asset that is being disposed of. Hence it is necessary to lay down identification rules.
Examples include Kruger Rands, participatory interests in portfolios of collective investment
schemes and shares.

A dual test has been devised in para 32(2) to identify these assets:

o First, if any one of the assets in a particular holding were to be sold, it would realise the
same amount as any one of the other assets in that holding.

e Secondly, all the assets in the group must share the same characteristics.

Example 1 — Separate holdings of identical assets

The following would each constitute a separate holding of identical assets:
e all A class ordinary shares in Elle Ltd
e all B class ordinary shares in Elle Ltd
o all 12% preference shares in Elle Ltd
e all 10% preference shares in Elle Ltd
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Where such assets have unique identifying numbers, for example, share certificate
numbers, that fact is ignored for the purpose of determining whether an asset is part of a
holding of identical assets.

8.26.2 Permissible methods for determining base cost of identical assets

Taxpayers must adopt one of three alternative methods:

¢ specific identification
e firstin first out
e weighted average

There are no restrictions on the use of the specific identification and first in, first out
methods. These may be used for any identical asset. However, the weighted average
method may only be used for certain classes of asset. The three methods are discussed
below:

8.26.2.1  Specific identification

Under the specific identification method the cost of each asset disposed of is discretely
identified. This could be done, for example, by reference to share certificate numbers. The
question arises as to how shares that have been dematerialised under the STRATE system
can be identified, since there are no longer share certificate humbers in existence. Such
shares can be identified by the date of acquisition and cost.

8.26.2.2  Firstin first out (FIFO)

Under the FIFO method it is assumed that the oldest asset is sold first.

8.26.2.3 Weighted average

Application

The weighted average method may only be used in respect of the classes of assets set out
in Table 1 below:

Table 1 - Classes of assets for which weighted average may be used

Paragraph | Class of asset
32(3A)
item
(a) Local and foreign financial instruments listed on a recognised exchange (e.g.
shares)
e that comprised such financial instruments from the date of acquisition to
the date of disposal, and
o for which a price was quoted on that exchange,
but excluding any listed s 24J instruments (these are dealt with in item (d)
below).
(b) Participatory interests in
Subitem (i)
e a collective investment scheme in securities or property, and
e a foreign collective investment scheme carried on outside SA, where the
prices are regularly published in a national or international newspaper;
Subitem (ii)
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e a collective investment scheme in securities or property where the prices
are not published in a newspaper but the management company is
registered under s 42 of the Collective Investment Schemes Control Act 45
of 2002.*

Subitem (iii)

o a foreign collective investment scheme approved by the Registrar in terms
of s 65 of the Collective Investment Schemes Control Act 45 of 2002 to
solicit investments from the public in SA.

(© Gold and platinum coins, whose prices are regularly published in a national or
international newspaper
(d) Section 24J instruments
e that comprised such instruments from the date of acquisition to the date of
disposal,

o that were listed on a recognised exchange, and
o for which a price was quoted on that exchange.

*These are high entry-level specialist schemes that operate as ‘wholesalers’ and are
generally invested in by other collective investment schemes and organizations.

Assets in items (a) and (d) must remain in this class from the date of acquisition to the date
of disposal. For example, if weighted average had been used in respect of ABC Limited, a
listed share, and that share became unlisted, weighted average would no longer be
permissible in respect of those shares and the taxpayer would be forced to switch to specific
identification or FIFO.

It is evident from the above table that the weighted average method may not be used for

determining the base cost of the following types of identical asset:

¢ Financial instruments not listed on a recognised exchange e.g. private company shares,
listed shares on an unrecognised exchange.

e Gold and platinum coins whose prices are not published in a newspaper e.g. a collection
of identical old Roman coins displayed in the boardroom of a company.

e Other hard assets.

The specific identification and FIFO methods will have to be adopted in respect of these

assets.

How the weighted average is determined
Moving average method

There are at least two ways of determining the weighted average cost of identical assets.
However, the moving average method must be used for the purposes of this paragraph.
Under this method an average unit cost is computed after each acquisition of an asset by
adding the cost of the newly acquired assets to the cost of the existing assets on hand and
dividing this figure by the new total number of assets. An alternative method involves a
periodic calculation of the weighted average cost. This is not acceptable for CGT purposes.

Determination of weighted average on valuation date and thereafter

The weighted average must be determined as follows:

¢ On valuation date - the aggregate market value determined in terms of para 29 of the
pre-valuation date identical assets divided by the number of pre-valuation date identical
assets.

e After valuation date - after each acquisition of an identical asset or incurral of allowable
expenditure after valuation date, the expenditure incurred must be added to the base
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cost of the identical assets on hand and divided by the number of identical assets on
hand.

Paragraph 32(4) is silent on the effect that a disposal of an identical asset has on the base
cost pool of identical assets. Common sense, however, indicates that the pool must be
proportionately reduced by the units and base cost of assets sold.

8.26.3 Consistency

A person may adopt only one asset identification method per class of asset — this is implicit
in terms of para 32(6). Only once all the assets in that class have been disposed of can a
different method be adopted in respect of that class.

Where a person uses the weighted average method for any one of the four classes of
identical asset, the person must use it for all identical assets in that class (para 32(3A)). This
provision is aimed at preventing base cost manipulation.

Example 2 — Consistent use of weighted average method

Facts: Geoff only buys shares listed on recognised exchanges. His entire holding on
valuation date consisted of 1000 ABC Limited shares. In 2002 he purchased a further 500
ABC Ltd shares. In 2003 he sold 500 ABC shares and decided to use the weighted average
method. In 2004 he acquired 200 XYZ Limited listed shares.

Result: He must use weighted average in respect of the XYZ shares. Only once he has
disposed of his entire holding of listed shares can he adopt specific identification or FIFO in
respect of any future purchases.

The Act is silent as to when the election of the weighted average method must be made. It
follows that a taxpayer will only be bound by the weighted average method once the first
disposal of a class of asset takes place and evidence of the method adopted is reflected in
the relevant return of income.

8.26.4 TAB and the kink tests

The weighted average method may not be used where the base cost of an asset is
determined using time-based apportionment (TAB) - para 25. This is due to the fact that
under time-based apportionment it is necessary to know the date of acquisition of each
asset. Where the assets are pooled this would by no means be an easy task. Several
different pools of assets at different values would have to be maintained, creating
unnecessary complexity.

For the same reason the kink tests in paras 26 and 27 are not applicable when the weighted
average method is adopted.

8.26.5 Reporting requirements
Portfolio administrators and managers of portfolios of collective investment schemes must
report to SARS on the weighted average method described above. That is, starting with

market value on 1 October 2001 and adding subsequent purchases at cost (ss 70A and
70B). For more information in this regard see Chapter 22 of this Guide.
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8.26.6 The relationship between the identification methods and valuation date methods

As far as pre-valuation date assets are concerned, some taxpayers seem to have had
difficulty in understanding the relationship between para 32 asset identification methods and
the methods prescribed for determining valuation date values in paras 26, 27 and 28. Some
of the confusion may be caused by the fact that para 32 apart from specifying identification
methods also prescribes a valuation date value method, namely, weighted average. The
relationship can be summarised as follows:

Table 1 — Asset identification methods that can be used with selected valuation date
value methods

Valuation date value method Permissible Identification method

Market value Specific identification or FIFO

Time-apportionment base cost Specific identification or FIFO

20% of [proceeds — post-CGT expenditure] Not applicable - identification of pre-CGT
costs is not required for this method

Weighted average Weighted average. On valuation date the

result is the same as the market value
method. Once additions take place
thereafter, the two methods yield different
results.

Example 3 — Comparison of use of specific identification, FIFO and weighted average
Facts: Daphne holds the following units in a portfolio of a collective investment scheme:

Date purchased No. of units  Cost per unit Cost

R R
1 October 2001 100 1,50 150
1 November 2001 50 1,60 80
1 December 2001 150 1,70 255
1 January 2002 100 1,35 135
400 620

On 28 February 2002 Daphne sells 125 units.
Result:
Specific identification method

Daphne’s records show that she sold the 50 units acquired on 1 November 2001 and 75 of
those acquired on 1 December 2001.

Details of units sold Quantity sold Cost per unit Base Cost
R R
Acquired 1 November 2001 50 1,60 80,00
Acquired 1 December 2001 _75 1,70 127,50
125 207,50

First in first out method

Under this method the assumption is that the oldest units are sold first. In this case the
oldest units are the 100 purchased on 1 October 2001 and 25 of those purchased on
1 November 2001.
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Details of units sold

Acquired 1 October 2001

Acquired 1 November 2001

Weighted average method

Quantity sold Cost per unit Base Cost
R R
100 1,50 150
_25 1,60 _40
125 190

The weighted average unit cost is R620/R400 = R1,55
The base cost of 125 units is therefore 125 x R1,55 = R193,75

8.27 Part-disposals

Paragraph 33

8.27.1 Purpose and application

When part of an asset is disposed of it is necessary to allocate part of the base cost of the
asset to the part disposed of in order to determine the capital gain or loss in respect of that
part. Paragraph 33 contains rules that

¢ determine the base cost attributable to the part disposed of, and

e prevent the allocation of a portion of the base cost in the case of certain part-disposals.

The flowchart below sets out the various formulae/methods that must be used to determine

the part disposed of.

Part-disposals — para 33

Does the disposal involve the

e granting of an option,

e granting, variation or cession of a right of use
without proceeds,
improvement of an asset by a lessee, or

e repair of an asset by replacement of a part?

Yes No

!

No part-
disposal

Yes

v

Does the disposal involve the
granting, variation or cession of
a right of use with proceeds?

No

|

Apply para
33(4)
formula
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8.27.2 The standard part-disposal formula (para 33(1))

The portion of the expenditure allowable in terms of para 20 and any valuation date market
value adopted or determined in terms of para 29(4) attributable to the part disposed of is
determined in accordance with the following formula:

Market value of part disposed of x Expenditure ito para 20 or market value ito para
Market value of entire asset 29(4) in respect of entire asset™*
immediately prior to disposal

The remainder of the expenditure or market value in terms of para 29(4) would be allowable
on a future disposal of the part retained.

8.27.3 Identifiable fraction (para 33(2))

The formula described above does not apply where a part of the allowable expenditure in
terms of para 20 or market value adopted or determined in terms of para 29(4) can be
directly attributed to

e the part which is disposed of, or

¢ the part which is retained.

In such a case, specific identification could be used to determine the part of the base cost
disposed of. This provision dispenses with the need for unnecessary valuations.

Some practical issues are addressed below.
8.27.4 Record keeping

Taxpayers should keep a permanent record of the balance of the cost allocated to the part of
the asset retained, for use in computing the gain or loss on any subsequent disposal or part-
disposal.

8.27.5 Disposal of usufructs and similar interests and subsequent enhancements

If the part-disposal is a disposal of an interest in an asset for a limited period, so that at the
end of the period the person is able to dispose of the whole unencumbered asset, the cost to
be attributed to the final disposal would be the residue after the apportionment of part of the
base cost to the first and any subsequent part-disposals. If at any time between disposals
there is any enhancement expenditure, that expenditure would have to be added to the
remaining base cost after the last part-disposal for the purposes of determining the base
cost of the next disposal. The result is that an amount included in base cost would only be
allowed once in the calculation of a capital gain or loss.

132 paragraph 33 was substituted by s 99 of the Revenue Laws Amendment Act 45 of 2003
with effect from the commencement of years of assessment ending on or after 1 January
2004. Prior to its amendment, para 33 contained a number of references to the ‘base cost’ of
an asset. These were replaced with references to allowable expenditure in terms of para 20
or market value adopted or determined in terms of para 29(4). The purpose of the
amendment was to facilitate the use of TAB where part of a pre-valuation date asset is
disposed of.
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Example 1 — Part-disposal: Apportionment of base cost

Facts: Eric has held a two-hectare piece of vacant land at Hermanus for a considerable
length of time. A developer approached him with an offer to purchase half the property for
R400 000. An estate agent has valued the entire property at R1 000 000. The market value
of the property on 1 October 2001 was R700 000, and Eric has elected to use the market
value basis to determine base cost on valuation date.

Result:
R
Base cost of entire asset 700 000
Market value of part disposed of 400 000
Market value of entire asset 1 000 000
Base cost of part sold = _R400 000 x R700 000
R1 000 000
= R280 000

Eric would realise a capital gain of R120 000 (R400 000 — R280 000) if he were to dispose of
portion of the vacant land to the developer.

Example 2 — Part-disposal: Identifiable fraction

Facts: Fiona purchased two adjoining pieces of land ten years prior to valuation date within 6
months of each other. She paid R50 000 for the first piece and R75 000 for the other and
thereafter had them consolidated. On 30 September 2006 she decided to re-subdivide the
property and sell off the piece that cost her R50 000. She has elected to use the time-
apportionment basis to determine base cost. She sells the piece for R170 000.

Result:

R
Proceeds 170 000
Expenditure (recognisable fraction) (50 000)
Gain 120 000

The property was acquired 10 years prior to valuation date and sold 5 years thereafter.
Therefore the portion of profit to be added to expenditure is 10/15. The time-apportionment
base cost of the asset is therefore R50 000 + (R120 000 x 10/15) = R130 000.

R
Proceeds 170 000
Time-apportionment base cost (130 000)
Capital gain 40 000

Example 3 — Part-disposals and TAB

Facts: Wayne paid R100 000 for a piece of vacant land 5 years prior to valuation date. He
erected a fence around the property at a cost of R20 000 during the period after valuation
date. 5 years after the valuation date he subdivided the land and disposed of part of it for
proceeds of R16 000. The market value of the land immediately prior to the disposal was
R160 000. Wayne decides to use TAB to determine the valuation date value of the asset.

Result: The capital gain on the part disposed of is determined as follows:
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Percentage disposed of = R16 000/R160 000 x 100 = 10%

Portion of pre-CGT expenditure disposed of = R100 000 x 10% = R10 000

Portion of post-CGT expenditure disposed of = R20 000 x 10% = R2 000

Apply proceeds formula R10 000/(R10 000 + R2 000) x R16 000 = R13 333

TAB = R10 000 + [(R13 333 — R10 000) x 5/10] = R11 667

Capital gain = R16 000 — [R11 667 + R2 000] = R2 333

For the purpose of any subsequent disposal the expenditure remaining will be as follows:
Pre-CGT expenditure R100 000 — R10 000 = R90 000

Post-CGT expenditure R20 000 — R2 000 = R18 000

8.27.6 Events not treated as part-disposals (para 33(3))

The four events in the table below do not trigger an allocation of part of the allowable para
20 expenditure or market value in terms of para 29(4) when a part of an asset is disposed of.
This is done to prevent the triggering of premature capital losses or for administrative
reasons where it would be impracticable to compute capital losses arising from numerous
small part-disposal events. These events do not prevent the part-disposal itself from taking
place but merely prevent an allocation of part of the base cost of the asset to the part-
disposal. Any proceeds received in these circumstances will therefore comprise a capital
gain in respect of the part-disposal without a base cost deduction.

Table 1 — Events not treated as part-disposals

Paragraph Event not treated as part-disposal

33(3)

(@) Granting of an option in respect of an asset

(b) Granting, variation or cession of a right of use or occupation of an asset
without the receipt or accrual of any proceeds.

(c) Improving or enhancing of an asset which is leased to a person. [Deleted
24.01.2005 — see notes below.]

(d) Replacement of part of an asset where that replacement comprises a
repair.

8.27.6.1 Granting of an option (para 33(3)(a))

In terms of para 11(1)(a) the granting of an option constitutes a disposal. It follows that
where proceeds are received in respect of the granting of an option they will be subject to
CGT with no base cost offset. The base cost of the asset will only be brought to account
when the option is exercised and the asset itself is disposed of.

8.27.6.2  Granting, variation or cession of a right of use or occupation without proceeds
(para 33(3)(b))

This provision was introduced with effect from the commencement of years of assessment
ending on or after 1 January 2003 to prevent the creation of artificial losses. Where a person
grants, varies or cedes the right of use or occupation of an asset, he or she is disposing of
an asset, the base cost of which can be determined in terms of para 33(1) and (2). The
consideration the person receives for the use or occupation of the asset is normally rental or
a lease premium that forms part of the person’s gross income and therefore does not
constitute ‘proceeds’ for CGT purposes. In the absence of this provision, the person would
have a base cost but no proceeds thereby creating an artificial capital loss. The amount of
the base cost claimed in these circumstances would reduce the base cost of the asset and if
the asset is subsequently disposed of only a reduced amount of base cost will be deductible
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from the proceeds on disposal. Under this provision, however, the full base cost will be
allowed when the whole asset is disposed of.

The word ‘use’ must be distinguished from a usufruct. A personal right of usus (right of use)
is a lesser right than a usufruct. It entitles the holder to use the asset but not to appropriate
its fruits.™* Thus the granting of a right to the future dividend income from a share will not fall
within para 33(3)(b).

Example 4 - Granting of a lease where no proceeds are received

Facts: XYZ (Pty) Ltd acquired a warehouse on 1 October 2001 at a cost of R100 000. It
immediately advertised for tenants, and on 1 November 2002 entered into a 5-year lease
agreement with another company. The agreement provided for a rental of R1 000 payable
monthly in advance. It is estimated that the present value of the rental contract is R40 000.
Immediately prior to signing the lease, the property had a market value of R120 000.

Determine the gain or loss assuming that XYZ (Pty) Ltd has a year-end of

- 30 November 2002

- 28 February 2003

Result:

Years of assessment ended prior to 1 January 2003

In terms of para 11(1)(a) the act of granting of a lease over the property is a disposal and the
portion of the base cost disposed of would have to be determined in terms of para 33. The
market value of the part disposed of is R40 000. Therefore under para 33 the portion of the
base cost disposed of is:

R40 000/R120 000 x R100 000 = R33 333.

Since the future rental income will be included in gross income, it will be excluded from
proceeds in terms of para 35(3)(a). The result is a capital loss of R33 333.

Years of assessment ending on or after 1 January 2003
The act of entering into the lease is not regarded as a part-disposal under para 33 and as a

result no gain or loss results. The base cost of R100 000 will remain intact and available for
use when the full property is disposed of.

8.27.6.3  Improving or enhancing of a leased asset by a lessee (para 33(3)(c))
[Effective 22 December 2003, deleted 24 January 2005]
The position between 22 December 2003 and 24 January 2005

Where a lessee improves the immovable property of a lessor the improvements will in terms
of common law accede to the property. Although the lessee will continue to enjoy the use of
the improvements until the termination of the lease the lessee loses the ownership of the
asset when it is affixed to the property. This results in a disposal of the bare dominium of the
asset.

133 The Law of South Africa, vol 24 in para 441.
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In order to prevent the premature triggering of capital losses, para 33(3)(c) provides that
there is no part-disposal in these circumstances. Accordingly, with effect from 22 December
2003, the lessee may not allocate any portion of the base cost of the asset to the disposal.
The cost of improvements to the leased asset qualifies as part of the base cost in terms of
para 20 and will be brought into account for capital gains tax purposes on the termination of
the lease.

On or after 24 January 2005

Paragraph 33(3)(c) was deleted with effect from 24 January 2005. The effect is a reversion
to the pre-22 December 2003 position.

Example — Leasehold improvements by lessee

Facts: Grocer (Pty) Ltd entered into a 10-year lease for a shop and spent R100 000 on the
shop front and fixtures on which no income tax allowances could be claimed. The value of
the bare dominium disposed of is equal to the total value of the improvements (R100 000)
less the value of the right of use for the next 10 years (para 31(1)(e)). The bare dominium of
the improvements calculated over the remaining term of the lease is R32 198.

What is the CGT position of the lessee if the improvements were effected on

(@) 31 March 2004, or

(b) 31 March 20057

Result: When effecting the improvements to the land and buildings, the company disposed
of the bare dominium in the improvements, and retained the right of use.

Improvements effected 31 March 2004

In terms of para 33(3)(c) the expenditure will form part of the base cost of the asset i.e. the
lease, and if on termination of the lease no compensation for the improvements is received
the capital loss of R100 000 will be allowed at the time of the expiry of the lease.
Improvements effected 31 March 2005

Grocer (Pty) Ltd therefore has a capital loss of R32 198 on 31 March 2005. The company

will have a further capital loss of R67 802 (R100 000 — R32 198) on termination of the lease
in 10 years’ time.

8.27.6.4 Replacement of part of an asset comprising a repair (para 33(3)(d))
[Effective 22 December 2003]

Where a person replaces part of an asset in the course of repairing that asset, the removal
of the worn out or damaged part constitutes a disposal of part of the main asset. For
example, the replacement of a broken window in a building will constitute the disposal of a
part of the building.

In 