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IN PRACTICE

Profit or capital nature of sale decides tax rate

“\ he of the most

| fundamental

w (uestions in SA tax
law is whether the receipt
from disposal of an asset is
capital or revenue in nature.

If capital in nature then
the capital gain will be taxed
at an effective rate of about
18% for individuals, 22% for
companies and 36% for
trusts. But if it is revenue in
nature the applicable tax rate
for individuals could he 45%,
for companies 28% and for
trusts 45%.

S0 it makes a significant
difference to the effective tax
rate imposed on a gain from
disposal of an asset whether
such receipt is on capital or
revenue account.

The dominant test in this
regard is the intention of the
taxpayer at the date of
acquisition of the asset and if
applicable any change of
intention that might occur
while the asset is held by the
taxpaver. The test of intention
is subjective and its
application involves a
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consideration of all the
circumstances surrounding
the acquisition of and
method of dealing with an
asset.

The taxpaver could have
either an intention to acquire
and hold the asset as an
income-producing asset, in
which case the proceeds on
disposal should be capital in
nature, or an intention ot
making a gain by disposing
of the asset in a scheme of
profit-making.

In Commissioner for
Inland Revenue v Pick n Pay
Emplovee Share Purchase

Trust it was held that receipts

will be revenue if they

constitute “a gain made by an

operation of business in
carrying out a scheme for
profit making” and that they
will be nonrevenue if they do
not derive from “an operation
of business in carrying out a
scheme for profit making”.

The court held the
atorementioned phrases has
undergone some measure of
refinement in subsequent
cases to the extent that a
distinction was drawn
between the carrying on of a
business and the pursuance
of a profit-making scheme.

The basis for such
distinction, the court held, is
that it is more appropriate to
refer to a profit-making
scheme where a single
(ransaction is involved.

The court accepted that a
series of transactions is
characteristic of the carrving
on of a business, but held that
irrespective of the number of
fransactions, whether the
receipts that tlow from the
carrying on of a business are
revenue still depends on
whether the business was
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conducted with a profit-
making purpose, ie as part of
a profit-making venture or
scheme.

In John Bell & Co v SIR
(38 SATC 87), while
commenting on previous
cases and confirming that a
change of intention requires
something more than the
mere decision to sell, the
courts in the judgment of
Wessels JA stated:
“Something more is required
in order to metamorphose
the character of the asset and
SO render its proceeds gross
income. For example, the
taxpayer must already be
trading in the same or similar
kinds of assets, or he then
and there starts some trade
or business or embarks on
some scheme for selling
such assets for profit, and, in
either case, the asset in
question is taken into or used
as his stock-in-trade.”

Silke on South African
Income Tax (screen version
at paragraph 3.2) confirms
that the proceeds from the

disposal of an asset will be in
the nature of income and
taxable it the asset was
acquired and held for the
purpose of resale at a profit
in a scheme for profit-
making. On the other hand,
proceeds will be in the
nature of capital it the asset
was acquired and held not
for the purpose of resale at a
profit but, for example, in
order to produce an income
in the form of rent, interest or
dividends, the proceeds
constituting the realisation of
an asset of a capital nature.
In Commissioner for
Inland Revenue v Pick n Pay
Employee Share Purchase

THE TEST OF
INTENTION IS
SUBJECTIVE AND ITS
APPLICATION
INVOLVES A
CONSIDERATION OF
ALL THE
CIRCUMSTANCES

Trust (above), the court
considered whether the
amounts received or accrue
bv an emplovee share trust
which acquired and dispose
of shares from time to time
for purposes of
implementing an incentive
scheme, was capital or
revenue in nature. The court
held that the trust was not
engaged in a scheme of prof
making and that the amount
were of a capital nature.

The test applied by the
court was accordingly
whether the shares were
acquired and held for
purposes of a scheme of
profit making, and not
whether the shares were
acquired and held for
purposes of sale.

The majority judgment in
the Pick n Pay case
accordingly indicated that a
profit-making purposeis a
prerequisite for an amount t
be of a revenue nature.
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