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SCHREINER; J.A. The respondent, which I shall cell

"the company”, appealed to the Special Court for hearing Income 

Tax appeals qgainst the disallowance of certain deductions 

under assessments of taxable income and income subject to 

supertax in respect of the year ended 30th. June 1951» The

Special Court allowed the company’s appeal. The Commissioner

appealed on a case stated to the Cape Provincial Division 

and failing there now brings a further appeal to this Court.
I

The stated case recites the fol­

lowing facts as having been admitted at the hearing before 

the Special Court;- I
"(1) The appellant company is a private company in terms of^he 

Act incorporated in the Union of South Africa with its regis- 
tered office at Claremont, Cape, where it carried on the 

business of hardware and timber merchants.n
(2) In its profit and loss account for the year ended 30th 

June, 1951, there appeared a debit item of £2330. 3. 5. 
described as ’Interest and Finance Charges on loans.’ 
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(3) In tjlis amount of £2330. 3. 3. was an amount of £384.1.9. 

expended by the appellant company and made up as follows; 

CommissionGemi&e4ea paid to General Trust and Investment
Company (Proprietary) Limited......• £290. -.

Bank Charges...... £ 23 5. 1.

Interest to fienerhl Trust and Invest­
ment Company (Proprietary)Limited. *. • • £ 70. 16. 8,

TOTAL... £384. 1. 9.

(4) The appellant Company purchases some of its stock-in-trade 

locally and also imports stock-in-trade on a large scale.
(5) Prior to the year ended 30th June,1951, the imports o,f 

the appellant company were financed by shippers, for which 

service the shippers charged the appellant company, in 
addition to bank interest of 6% per annum on the amount 

involved, a further commission of 3% to 3*% fo* every 90 

days or 120 days for which the appellant company was being 

accommodated. The cost of financing on this basis worked 
out at up to 18% per annum.

(6) During the year ended 30th June, 1951, "the method of 

financing purchases of stock-in-trade was changed and the 

method followed in that year has now become the normal way 

in which the appellant company finances its purchases.

(7) The method referred to in the preceding sub-paragraph 

was to obtain short term loans locally. The appellant 

company made it known to General Trust and Investment Company 
(Proprietary) Limited that it was prepared to pay 10% per 

annum for money to be borrowed by it including the raising 
fee. General Trust and Investment Company (proprietary) 

Limited was to arrange for a client to make a loan to the 

appellant company for a stipulated period at a prescribed 

interest rate and General Trust and Investment Company 
(Proprietary) Limited was to get a raising fee equal to the 

difference between the prescribed interest rate payable by 
the appellant company and 10% per annum. In practice,

usually/......



usually 8% per annum interest was paid by the appellant; 

company to the lender for the use of the money and General 

Trust and Investment Company (Proprietary) Limited in such 

a case would receive from the appellant company a raising 
fee equivalent to 2% per annum on the amount of money . 

borrowed#
(8) During the year ended 30th June, 1951» following th$ 

procedure outlined in sub-paragraph (7), the appellant

company raised seven short term loans, viz:-
18/10/1950 £2,000 from S.Gild.
24/10/1950 £3>000 from P.Lurie,
24/10/1950 £5»000 from M.Raphael,
17/ 2/1951 £3,000 from M.Gross.
20/ 2/1951 £2,500 from Sher.
22/3/1951 £1,000 from P.Gild.
25/ 4/1951 £2,000 from Lurie•
Raising fees in respect of these loans of £60, £30, £50

£60, £50, £20 and £20 respectively were paid by the 

appellant company to General Trust and Investment Company 
(Proprietary) Limited# A total of £290, which is the amount 

of £290 referred to in sub-paragraph (3) above#

(9) The loans referred to in the preceding sub-paragrap^ 
were all raised by the appellant company for purposes of 

financing its purchases of stock-in-trade and were in fact 
so used. By paying for stock-in-trade supplied by certain

7local suppliers within, days of date of purchase the appellant 
company received discounts of 24% and 5%# Some of the money 

borrowed by the appellant company was used to pay cash for 
local purchases, thus gaining the benefit of the discounts. 

The balance of the borrowed money was used for the purpose 
of financing the purchase of stock-in-trade imported by the 

appellant company. 11

Before this Court it was argued by
i

counsel that Jhree of the seven loans were for a period of 
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six months and that the remaining four were for one year.

In its judgment the Special Court pointed out that the 

amount of the commission was in each case directly proportio-
Í

nate to the duration of the loan.
iThe decision of thebuestion whether 

the sum of £290, being the total amount of the commissions 

paid by the company during the year in question, was deduct­

ible from its income depends on the effect of the following 

provisions of the Act. So much of the definition of "Gtoss 

Income" as is relevant reads, "the total amount whether in 

"cash or otherwise received by or accrued to or in favour of 

"any person, excluding such receipts or accruals of a capital 

"nature" as are not referred to in certain paragraphs which 

need not be particularised. "Income", being what remains 

of "gross income" after exemptions under section 10 have 

been taken away, is subject to deductions under section 11, 

in order to arrive at "taxable income". The directly 

relevant provision is section 11(2)(a), which reads, 

"(2) The deductions allowed shall be

(a) expenditure and losses actually incurred in the 

Union in the production of the income^ provided such 

expenditure and losses are not of a capital nature." 

Section 12 provides that no deduction shall in any case be 

made in respect of certain matters, including

"(f) any expenses incurred in respect of any amounts 

received or accrued which are not included in the item 

’income1 as defined in this Chapter;

"(g) any moneys, claimed as a deduction from income .

derived/......
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derived from, trade, which are not wholly or exclusively 

laid out or expended for the purposes of trade*”
c, " I

Before the Special Court and the Cape Provincial Division 

the enquiry appears to have followed the usual lines of 

investigation based on the language of section 11(2)(a) and 

section 12 (g), but before this Court counsel for the 

Commissioner for the first time advanced an argument based 

on section 12 (f)* That argument was that the commissions 

were expenses in respect of loans received and that loans 

are receipts or accruals which are not included in the term 

”income” as defined in Chapter IT of the Act; consequently, 

it was contended, the deduction of the commissions iix is 

expressly prohibited*

I shall return to section 12(f)
I.

later but it will be convenient first to consider the 

deductibility of the amount of the commissions apart from 

that provision* It should I think be observed at the outset 

that, whatever might be the position on Other facts, it is
Í

not possible in the present case to justify a difference in
I

treatment between the interest on the loans and the commis­

sions; the circumstances mentioned above show that in each 

case the commission together with the interest formed in 

effect one consideration which the company had to pay for 

the use of the money for the period of the loan* Although, 

therefore, the Commissioner allowed the deduction of the
i

Interest, as distinguished from the commission, the prin­

ciples to be followed are on the present facts equally 

applicable/......
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applicable to both

Our Income Tax legislation in

relation to "deductions”, although it has been alterec.

detail, has not undergone any change that is important 

in

for

present purposes since Act 41 of 1917 substituted the 

definition of ’’gross income” <0» the definition of income

based on ’’gains and profits”, which had appeared in Act

28 of 1914 In the case of Port Elizabeth Electric Trams

way Go Commissioner for IniAnd Revenue(1936* C .P.B.241)

WATERMEYSR A.J.P. analysed the provisions pf Act 40 of 1925

which correspondent© the present sections 11(2) (a) and

12(g), holding that they provided a positive and negative

test of whether the expenditure in question is deduct ible

as having been incurred in the production of the income.

The relationship of the two provisions was also referred to 

by GENTLIVRES G.J. In Sub-Nigel Ltd♦ v* Comm!ssioner :for

Inland Revenue (1948(4) S.A. 580 at page ^88)* For present 

purposes the chief importance of the Port ,E1i zabeth Tramwaya

case lies in its reference to the factor of the closeness

of the link which must exist between the expenditure and

the production of the income in order to make the expendi-

ture deductible At page 246 the learned judge said that

"all expenses attached to the performance of a business

’’operation bona fide performed for the purpose of earning

income are deductible whether such expenses are necessary

for its performance or attached to it by chance or are bona

fide incurred for the more efficient performance of such

operation provided they are so closely connected with, it

that/..



"that they may be regarded as part of the cost of performing

"it." If I am right standing &he words "they may

"be regarded" as connoting that it would be proper, natural

or reasonable

of performing

to regard the expenses as part of the cost 

the operation this passage seems to state the

approach to such questions correctly. Whether the closeness 

of thejconnectlon would properly, naturally or reasonably 'lead 

to such treatment of the expenses must remain dependent on

the Court’s view of the circumstances of the case before it

In giving the judgment of this

Court in New State Areas Ltd Commissioner for Inland

Revenue (1946 A»D. 610),the same learned judge, then Chief

Justice, referred to at page 620 to the distinction between

floating and fixed capital and said, " When the capital

"employed in a business is frequently changing its form from

"money to goods and vice versa (e*g. the purchase and sale

"of stock by a merchant or the purchase of raw material by

"a manufacturer for the purpose of conversion^to a manufao

"tured article), and this is done for the purpose of making

"a profit, then the capital so employed is floating capital.

"The expenditure of a capital nature, the deduction of which

"is prohibited under section 11(2), is expenditure of a fixed

"capital nature not expenditpre of a floating capital nature

"because expenditure which constitutes the use of floating

"capital for the purpose of earning a profit, such as the

"purchase price of stock-in-trade, must necessarily be de

"ducted from the proceeds of the sale of the stock-in-trade

"in order to arrive at the taxable income derived by the

"taxpayer/
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’’taxpayer from that trade* The problem which arises tfien

**deductions are claimed is, therefore, usually whether the 
I

"expenditure in question should properly be regarded as part

"of the cost of performing the income earning operations or 

"as part of the cost of establishing or adding to the income 

’’earning plant or machinery»” In declining how the j
i

expenditure should properly be regarded the court clearly 

has to assess the closeness of the connection between the 

expenditure and the income earning operations, having regard 

both to the purpose of the expenditure and to what it j 

actually effects*

Before these general considerations 

are applied to the facts of this case reference should be 

made to such mention of interest as appears in the present 

Act and its predecessors. * In the 1914 Act, when the tax
J
i 

was levied on "gains or profits”, section 14 (1) provided
I 

that there should be deducted from the gross amount of the
!

taxpayer’s income "(a) losses, outgoings, including interest

"and axpenses actually incurred......in the production of

"his taxable income.»♦.♦," In terms of section 15(2)
_ .1

no deduction might be made in respect of "(c) interest 

"which might have been made on any capital enployed in tjhe 

"trade." This provision reappears in each of the three 

succeeding Acts; it forbids deduction of a notional retijrn 

on capital by way of interest but does not mention interest 

actually expended by the taxpayer, such interest, if 

actually incurred in the production of the Ixiaxu income, 

being expressly made deductible by section 14(1) of the 1914
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Act but not by the later Acta*. Section 17 (1) (a) of Act 

47 of 1917 1b In exactly the same form as section ll(2)(a) 

of the 1925 and the 1941 Acts, save that "losses and out** 

"goings", is the expression used instead of "expenditure and 

"losses*1i The 1917 and the 1925 Acts prohibited thp

deduction of debenture interest but the prohibition wa» 

repealed by section 4 of Act 18/ of 1928 and there is no 

similar prohibition in the 1941 Act. The provisions point 

to Parliaments having in general recognised Interest on 

money borrowed for the purpose of -making an income as an 

expenditure or outgoing, not of a capital nature,incurred 

in the prodúctlon of Income* In the case of debenture
£>35.Interest, which Is more clerkly associated with the perma­

nent capital structure of the company than.with its trading 

operations, Parliament when it has considered that such 

interest should not be deductible has specially so provided# 

Interest* paid on money borrowed 

and used for the purposes of a business would appear to 

be expenditure actually incurred in the production of the 

income of the business, whether the loan was for the
• - • ; ■ acquisition of fixed or floating capital* There E3 of 

ó

Re­course the further question whether or not, because of Its A
association with the fixed capital ■ Ihto which’the loan Is 

turned,/,...
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turned, Interest on such a loan may not properly be said 

to be expenditure of a capital nature* It Is, however, 

unnecessary to pursue that question since in the present 

case the facts found by the Special Court show that the 

expenditure by way of Interest or its equivalent was to 

meet a continuous demand for the means of acquiring the 

company’s stock-in-trade, that it was not aimed at aug­

menting the fixed capital or maintaining an enduring asset 

of the company, but that on the contrary it was.directed 

towards and achieved a relatively rapid turnover of the 

company’s floating capital, with the object and effect of 

gaining a.profit. It follows that apart from the argument 

based on section 12 (f) the amount of the commissions would 

be deductible under section 11(2) (a).

In the examination of the argument 

based on section 12 (f), to which l/ now return, it should 

be noted in the first place that the provision first made 

its appearance as section 21 (l)(f) of the 1917 Act, and 

that the very next provision, section 21 (2) (a), Intro­

duced the prohibition against the deduction of debenture 

Interest. The negative Inference here seems to be 

decidedly strong; It is very unlltely that Parliament 

would by section 21 (1) (f) exclude the deduction of 

Interest/....
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interest on every kind of borrowing by taxpayers generally, 

Including companies, and go on immediately to exclude deduc- 
•* * *

tion of debenture interest» The material for Inference 

seems sp strong that it might even suffice, by Itself, to 

lead to the conclusion that, whatever the cases might be 

which section 12 (f), the successor of section 21(l)(f) of 

the 1917 Act, is intended to cover, at least it does not 

exclude from deductibility all interest and similar charges 

on the taxpayer1s borrowings.

But further consideration leads to 

the same result» The argument under consideration presUp- 
vyposes that amounts bottowed are received by or accrue to the 

taxpayer within the meaning of section 12 (f), which would 

otherwise have no application at all* If they are receipts 

or accruals for the purpose of section 12 (f) they would also 

presumably be receipts and accruals within the definition of 

"gross income"; but, so the argument runs, they are not 

included in "gross income" or "income" because all loans are 

essentially and necessarily df a capital nature. Accordingly, 

It Is contended, anJJ expenditure incurred In connection with 

loans - even, for instance, the Interest payable on a 

fluctuating business overdraft -Is Incurred In respect of 

amounts which are not Included in the term "income" as 

defined/...*,.
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defined, and is therefore not deductible*

I have grave doubts whether this 

argument does not fail at the outset on the ground that 

borrowed money Is notjrecelved nor does it accrue within the 

meaning either of the • def in it ion of "gross income” or of

section 12 (f)* It Is difficult to/ see how money obtained 

on loan can, even for the purposes of the wide definition 

of "gross income", be part of the income of the borrower, any 

more than the value of the tractor which a'farmer borrows is 

to be regarded as being income received otherwise then In 

cash* Though a borrowing for use differs from a borrowing 

for consumption in that the. borrower in the former case, does 

not become the owner of the thing borrowed and must return 

it in specie, while in the latter case he does become the 

owner and' is only obliged to return what is similar, for 

present purposes there"would seem to be no difference between 

the two cases» Nor would it seem to make any difference 

whether or not hire Is paid for the use of the tractor or. 

Interest for the use of the money» 'Neither In the cash of
■ - ’ ’ - 4

the borrowed or hired tractor nor in the. case of the borrowed 

or "hired" money does It seem to accord with ordinary usage 

to- treat what Is borrowed or hired as a receipt within the 

meaning of the definition of "gross Income", or to treat 

what/*
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what is paid as rent or interest as paid In respect of some­

thing received within the meaning of section 12 (f)e it 

certainly is not every obtaining of physical control over 

money or money’s worth that constitutes a receipt for the 

purposes of these provisions. If, for Instance, money 1$ 

obtained and banked by someone as agent /or trustee for 

another, the former has not received it as his Income. At the 

same moment that the borrower is given possession he falls 

under an obligation to repay. What is borrowed does not 

become his, except in the sense, irrelevant for present pur­

poses, that If what la borrowed Is consumable there is X In 

law a change of ownership inthe actual things borrowed.

It may be accepted, on the authori­

ty of the majority judgments in Ochberg v. Commissioner for 

Inland Revenue (1$31 A.D. 215 at pages 225 to 229), that the 

presence or absence of a benefit to the taxpayer from some­

thing- that passes into his possession does not provide a 

proper test in'applying the definition pf ttgross income”. 

But the Court was there dealing with a case where the shares 

Issued to the taxpayer’became his own in full ownership, 

without any accompanying obligation to return them. The 

transaction was of a type In which benefit was notionally
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possible, to the extent at least that what before the trans** 

action did. not belong to him became, as a result of it, his 

property absolutely. The question whether anything la 

"received" by a taxpayer, although It is only on loan, was not 

In Issue or considered, and the case Is not authority for the 

view that, In deciding that question, no regard should be paid 

to the fact that a bórrowlng, by its very nature, involves a 

correspondence between what is obtained and the obligation to 

repay or redeliver.

But however that may be, section

12 (f) only prohibits the deduction of expenses In respect of 

amounts "which are not Included In the term ^income* as defined 

"In this Chapter." The apostrophes about the word"lncome" 

and the express mention of the definition of "income", which 

features were present in the corresponding provisions of the 

1917 gnd the 1925 Acts, show that it is to this definition 

Itself and not to any possibly wider notion like "gross income" 

that reference is being made. The point gains emphasis If 

one contrasts the, use of the word Income,simpllcIter, In 

section 11(2)(a)*. When one turns to the definition of "Incomé 

in section 7 one finds that it means, "the amount remaining 

"of the gross Income..after deducting'therefrom any

"amounts/.. . •
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"amounts exempt from normal tax under thia Chapter"5 in other 

words "income" is "gross income" less the exemptions mentioned 

in section 10. If one asks oneself why the legislature in 

1917, 1925 and 1941 stressed the definition of "income" in 

enacting section 12 (f) and its predecessors, the only satis*
r

factory answer seems to be that reference was only being made to 

to expenses Incurred in respect of such parts or forms of. 

"gross income" as fall within the exemptions in section 10*

(cf» Income Tax Case No. 174, 5 S.A.T.C. 177)» That being 

so it follows that section 12 (f) does not assist the 

Commissioner» ’

The amount of the commissions

was correctly held, to be deductible and the appeal- Is 

accordingly dismissed with costs»

Van den Heaver, J.A*
Hoexter, J.A.
Faganfla J.A.
Steyn, J.A.


