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JUDGHMENT ]
. (
SCHREINER; J.A. :i- The respondent, which I shall c%ll

"the compény" appealed to the Special €ourt for hearing %noome
Tax ﬁmpeals g ainst the disallowance of certain deduetionﬁ
under assessments of taxable income and inocome subject %o
supertax in respeoct 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 thers now brings a further appeal to fhis Court.,
| The stated case recites the fol;
lowing facts as having been édmitted at the hearing before
the Special Court:-

"(1) The Qppellanf company 1is & private company in terms of&he
Aot incorporated in the Union of South Africa with its regis~
tered office at Claremont, Cape, where it carrioé on the
bu31ness of hardware and timber merchants,

(2) In its profit and loss account for the year ended 30th
June, 195L, there appeared a debit item of £2330. 3. 5.

desoribed as *Interest and Finance Charges on loans.'

(3)/.;.-




- 2 -

(3) In this gmount of £2330. 3+ 5. was an amount of £§84.1.9.
expended by #he appellant company @nd mede up as follows:
Commissioncemmiasder paid to General Trust aﬁd Investment
Company (Proprietary) Limitede....ee £290e =. =,
Bank ChargeS.eessee £ 23 5. 1l.
Interest to Benerkl Trust and Invest-
ment Company (Proprietery)Limited..... £ 70. 16, 8.

TOTAL.e o £384. 1. 9,

(4) The appellant dompany 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,195l, the imports of
the appellant compeny wers financed by shippers, for which
service the shippers oharged the appellant compeny, in .
addition to bank interest of 6% per annum on the amount
involived, a further oommissionnof 3% to 3%% for every 90
days or 120 days for which the appeilant oémpany was being
accommodated. The cost of financing on this basis worked
‘out at up to 18% per annunm.
(6) During the &aar ended 30th June, 1951, the method of
financing purchases of stock-in-trade was changed and the
method followed in that yéar has now become the normal way
in whidh the appellant company finances .its purchases.
(7) The method referred to in the preceding sub-paragraph
was to obtain short term loans locally. The appellanﬁ
company made it known to General Trust and'Invastment Comp any
(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 wﬁs to arrange for a olient 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 ennum. In practice,

USUALLY/ e v s
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usually 8% per ennum interest was paid by fhe appellant
company ta the lendexr for the use of the money and General
Trist and Investment Company (Proprietary) Limited in shch
& case would recelve from the appellant company & raising
fee equivalent to 2% per annum on the amount of money
borrowed. |
(8) During the year ended 30th June, 1951, following the
procedure outlined in sub¥paragraph (?)s thelﬂppellant
company raised seven short term loans, viz:-

18/10/1950 £2,000 from E.Gild.

24/10/1950 £3,000 from P.Lurie,

24/10/1950 £€5,000 from BM.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 feea in respect of themse loans of £60, £30, 650;
£60, £50, £20 and £20 respectively were paid by the
appellant company to General Trust and Investment Gompagy
(Propristary) 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-paragraph
were all raised by the appellant company for purposes of
financing its purchases of stockein-trade and wexre in fact
so used. By paying for stock-in-trade supplied by certain
local suppiiers withiﬁ:days of date of purchase the appellant
company received discounts of 2%% and 5%. Some of the money
borrowed by the appellant compan& was uéed to pay cash for
local purchases, thus gaining the benefit of the discounta.
The balance of the borrowed money was used for the purpose
of financing the purchase of stock-in-trade imported by the

appellant company. "
Before this Gourt it was adgued by
. : . i

counsel that three of the seven loans were for & perjod of

SiX/o-ooco
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six months agd that the remaining four were for one year.
In its judgment the Special Court pointed out that the
amount of the commission was in ?ach case directly proportio-
nate to the duration of the loan.

The decision of thebueation whe%her
the sum of £290, being the total emount of the commissions
paid by the company during the year in question, was gedtict-
' ible from its income depends on the effect of the following
provisions of the Aot. So muoh of the definition of "GYoss
Income" as is relevant reads, "the total amunt whether in
cash Ar otherwise received by or accrued to or in favour of
;nny persoﬁ, excluding such receipts or accruals of a capital
;nature" as are not referred to in certain paﬁagraphs which

- -

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

- -

of "gross income'" after exemptions under section 10 have
beeé taken auay,‘is subject to deductions under section ;1,
in order to arrive at "taxable income", The diresctly
relevent provision is éection 11(2)(a), which reads,
#(2) The deductions allowed shall be |
(8} expenditure and losses actually incurred in the
Union in the ﬁroduction of the income, providéd such
expenditure and lossSes are not of a capital nature.™
Section 12 provides that no deduction shall in any case ﬁe
meds 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-
"income® as defined in this Chepter;

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

derived/ceeces
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derived from trade, which are not wholly or exclusively
laid out or expended for the purposes of trade.”

Before the Special Court and the Cape Provinﬁiﬁl Division

the enquiry appesars to have followed the usual lines oﬂ
investigation based on the language of section 11(2)(a) and
section 12 (g), but before this Court counsel for the

Commigsioner 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
fincome" a&s defined in Chepter II of the Act; consequeftly,

it was contended, the deduction of the commissions mM&xX | is

expressly prohibited.

I shal; return to section 12§r)
later but it will be convenient first to consider the
deductibility of the amount of the commissions apart fr;om
that provision. It should I think be ocbserved at the ohtset
that, whatever might be the position on ath;r facts, 1t‘1s
not possible in the present casé to Justify‘a differenc% in
treatmenf be tween the intersst on the loans and the commis-
sions; the circunstances mentioned above shdw that in e?oh
case the commission togethef with the 1nterést formed i?
effect one consideration which the oompan& had to pey ffr
the us'e of the momney fox; the period of the loan. Althorgh,
thersfore, the Commissioner asllowed the deduction of th?
interest, as distinguished from the commiséion, the pri?;

¢iples to be followed are on the present facts equally 1

applicable/......




. applxcéblé to both,
| Our Income Tax 1egislat10n 1n
relation to "deduétions" although it has been altered in
detail,‘has ;ot undergone any change that~is important for
preBent purposes since Act 4] of 1917 substituted the
definition of "grOSS income" &Ot the definition of income

based on "galns and profits", which had appeared in A¢t

28 of 1914, In the case of Port Elizabe#h Blectric ! Trame

o

way Co. V. nggissionef for Inland Revenne{1936 C.P.D.241)

WATERMEYER A.J .P. analysed the provisions of Act 40 of 1925
which correspondﬂto the prasent sections 11(2) (2) and

lE(g) holding thet they provided a positive and negative

test of whether the expenditure in questlon is dedquotible
as having been incurred in the production of the income.

The relationshlp of the twe provisions was also referred to

by CENTLIVRES C.J. in Sub-Nigel Ltd. v. Commissioner for
Iniand Revenus (1948{4) S.A. 580 at page 588). For present

purposes the chief importance of the Port Elizabeth Tnamwaxg

case lies in its refexrence to the faetor of the closshess
of the link which must exist between the ;xpenditure And
the produotion of the income in order to make the expendi-
ture deductibié. At page 246 the learneé judge said that
"all expensés attached to the performancé}of &8 business
;0peratibn bona fide pérformed for the pufpose of earming
income aré deductiblé whethéf such expens%s are necessary
fox its performance or aﬁtachéd to 1t by éhanca or are bona
fide incurred for the more efficieht performance of jsuch

operation provided they ere so closely cornected With it

that/r.‘..'..
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"that they may be regarded as part of the cost of perforﬁing :

’ irn 9/;‘.‘4«7" .
mit." If I am Tight,\ﬁm ghe words "they may

4

"he regarded" as connoting that it would be prdper, natural
.;r reasonabl; to regard the expensés as part of the cost
of performiné the operatidﬁ thds passage seems to stat§ the
Qpproaoh to such 4u@stions ¢orrectly; Whether the closemness
of thejconnection would properly, naturally or reasonably lead
to such treatment of the expenses must remainﬁdependent on
the Court's view of the circumstances of the cas; befor; it.

In giving the judgment of this

Court in New State Areas Ltd. v. Commissioner for Inland

Revenue (1946 A.D. 610),the same learned judge, then Chief
Justice, referred #® at page 620 to the distinction between

floating and fixed capital and said, ® When the capital

-

tegmployed in a business is frequently changing its form from

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

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

"a manufacturer for the purpose of conversion to a manufac-

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

|

"a profit, then the capitel so employed is floating capiﬁal.

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

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

"eapital nature not expendituyre of a floating capital nature,

thepause expenditure which constitutes the use of floating

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

L]

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

tqucted from the proceeds of the sals of the stock-in-trade

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

148ZpaYer/ cseeee
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“taxpayer from that trade. The problem which arises when

"deductions are claimed is, therefore, usually whether the

|

"expendituro in Questlon should properly be regarded as part

"of the cost of performing the income earning oPeration? or

vas part of the cost of establishing or adding %o the income

. ) & |
"earning plant or machinery." In decifing how thei
' i

expenditure should properly be regarded the 6ourt clear]%y
has to assess the closeness of the connection between the
expenditure and the incone earning operations, having régard
both to the purpose of the emPendiﬁure and to what it l
actually effects. |

|
Before these general considerations

are applied to the facts of this case referenoe should bo
made to such mention of interest as appears in tho presant

Act and its predecessors. ' In the 1914 Act, when the tgx
was levied on "gains or profits", section 14 (l]'providﬁd
that there should be déducted f;om the gross aﬁoﬁnt of the
taxpayer'’s income "(a) losses, outgoings, including 1nt;rest

"and expenses actually incurrede.s.....in the production of

-

"his taxable incomeeseess™ In terms of section 15(2)

- "~

no deduction might be made in respect of *(c¢) intedest

-

“which might have been made on any c8pital employed in qhe

"trade.m This provision reappears in each of the three
succeeding Acts; it forbids deduction of a notional retﬁrn

on capital by way of intereat but does not mention intexest

aotually expended by the taxpayer, such infe;ast, ir |

|
actually incurred in the prodwction of the imtexmx income,

-

being expressly mede deductible by section 14(1) of the |1914

Act/....-o




Act but not by the later Acts.. Section 17 (1)(a) of Act
47 of 1917 s in exactly the same form as section 11(£)(a)

.of"the 1925 and the 1941 Acﬁé, save that ;1§sses'aﬁd éutu_'
| "géings"vis the e;pressiop<psed instead of "éxpenditure and
"1osses."ll The, 1517‘and thé 1925 Acts-pr;hibited ﬁhp
dedpction'éf debénturp Interest but the pr&hibitién wﬁ:

‘rapealed by sectlon 4 of Act 18¢ of,1928'énd there is no

similar prohibitlon in the 1941 Act. The provisions polint

to Perllament's having.in gapefal recognised interest on

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

- - L.

expendlture or outgoing,jnot of a capltal nsature,incurred
in the proddction §f‘inc§mo.-,1n the caaéof debenture
;nterpst, which is more clggély asaéciated with the‘perma-
" nent capltal structure of the company than.with 1ts trgding

operations, Pgrlisment when it has bonsidered that such

intersst should not be deductible has speclally so provided,

 Interest pald on money borrowed

1and used for the pufposes-of s business would sprear to

e expenditure actually 1ncurred.1n the production of the

fncomes of the business, whether the loan.was for the

- - - -

: K h;'\f'
acquisition of fixed or flbgting capitala There of
be ' : . o .
course the further question whether or not, because of 1lts -
: A . )

" associntion with the fixed capltal into which the loan ls

-

turned’/on o0 o ’
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turned, interest on such a loan may not properly be sald
to be exPenditure of a.capltel natures It 1s, howaver,

-

unnecegsary to pursue that questlon since in the pfasent
“cése the facts'found.by the Specigl dourt ah;w that the
expenditure by way.éf interest or_its Qquiyalent was ﬁo
méef g céntipﬁou# demand for the me ans of acqulring the
-cqmpénj‘s stgékhin-tfadé, thet 1t was not almed st aug=
menting'thq fixéd caplitsl éf maintaining an eﬁduring asset
of the coﬁpany,Abut that ;n the coﬁtrary 1£ ﬁas:directed
towards and aghigved a :elatively rapid'turn;ver ;f the

| c;mpany's floatipg capital, with the objeqt and effect ;f
gaining a.pr;flt. .It féllows that'apart fr;m‘the argument
basod'én sectién 12 (£} the amﬁunt ofrthq 6;mmissi;ns w;uld
be déduptibleundgr séctlon 11(2}) (a),

In the exgminati&n:of the argument
basgd';n section 12 (f), to which I¥ now return, it should
Ee‘notéd 1n;the first ﬁlace tﬁat the provigign first made
1ts sppearance as section 2i (1)(£) of.tﬁe 1917 Aqt, Gﬁd
thét the very next provislon, seétion 21 (2) (a); intro=
duced the préhibitiénagainst the deduction ;f debenture

Interest. The negative inference here seems to be
'decidedly strong; ‘1t'1s very unlikely that Parliament
would by section 21 (1) (f) exclude the deduction of

llnterGSt/o.o resae
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intereat ;n every kind of borrowing by taxpayers generally,
1nciud1ng cémpanies, and go on immediately t; a¥clude dedue~
tion ;f debenture interests. The materlsl for inference

seems sp strong that it might even sﬁffipe, by itself, to

lead to the conclusion that, whatever the cases might be

~ - -

which sectlon 12 (f), the succeéssor of section 21(1)}(f) of

the 1917 Act, is Intended to cover, at least 1t does not

gxcludé from deductlbllity all interest and similar charges

on the taxpayer's borrowings.

But further consideratlion lesds to

the same result, The. argument under conslideration presup-

P e

\ .
poses that amounts boh%owed are recelved by or sccrue to the

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

- -

otherwise have no application at alle If they are receipts

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

presunably be recelpts and sasccruals within thé definition of

fgross income™; but, so the argument runs, they are not

included 4in "gross income" or "income" beckuse all lcans are

6ssentislly and necessarlly 3f a capltal nature. Accordingly,

it 1s contended, an{] expendlture Incurred in connectlon with

~

- loans =~ even, for instance, the interest payeble on a
fluctvating buslness overdraft ~ .18 Incurred in respect of

amounts which ars not included in the term "income" as

defined/......
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defined, and is therefore not deductible.
I have grave dohbté whether thils
argument does not fall at the outset on the ground.that

borrowed money is noqre¢aived nor 8oes 1t accrue within the

- . meaning of elther of the definltion of Mgross income" or of
section 12 (£)e It is difflcult tof see how money obtained

on loan can, even for the purposes of the wide definition
of "grbss income", be part of thé income of the borrower, any

more than the velue of ths tractor which a farmer borroﬁs is

to be rsgarded es bqing income :eceiveq otherwise then in

cagh. | Though a borr;wing fér use difforé from a borfowing
fdr consumpt}on 1n.tha§ fhé.boerWor In the forﬁer cqso.doos
not Bécomo the owner ;f tha‘thing'borrowdd end must return
it in slagie; while in th; latter case he dées becéme th§
;wﬁer andvi# bniy'ébliéed'to roéﬁpn what 1alsiﬁ11ér, fop
present pqrp@ses.there wou1d seem to Le no diffe:ence between
the two cases,. ‘ Nor would 1t séem to make gnyldifference
whether ér n;t hire isvpaidlfbr the use éf the tract;r ;r
1ntore$§ for the'uée Cf‘tﬁe nonvYy . 'Neithgr in the casé ;f

; . . : ' ’ . 1 -
the<5orrowed or hired tractor nor‘in‘the,case_of the bor;owgd
-;r ﬁhiraé" méney does 1t>seem‘td-a;co£d with ;rdinary usage
to- treat what is bérr;wed-or hired &s & reép;pt;within the

meaning of the definltlon of "gross'inéome", or to trest

.What/z.no';ool .
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what ls pald as rent or interest as pald in respect of some-
‘thing received within the meaning of sectlion 12 (f). It

certainlj is not overj obtalning of physicel control over

money or money's worth that constlitutes s recelpt for the

purposes of these provisions, If, for instance, money 1s

obtained and benked bﬁ someone gs agont for trustee for

‘another, the former has not.récaived 1t as his Income. At the

same moment that the borrower 1s glven possession he falls

under an obligation to repay.> What 1s borrowed does not
become hls, except in the sense, irrelevant for present pure

poses, that If what 1s borrowed 1s consumsble there is £ in

law & change of bwnership-lnfthglactqal things borrpwad.

It may be accepted, on the suthori~

ty of the majorlty judgments in Ochberg v. Commissioner for

Inland Revenue (1931 A.D. 215 at pages 225 to 229), that the

presence or absence of a beneflt to the taxpayer from somew~

thing thet passes Into his possesslion doss not ﬁrovide a

', proper test 1h'app1y1ng the definition of "gross income',

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

1ssued to the taxpayer becames his own in full ownership,
without eny accompanying obligation to return thems The

transactibn was of & type in which benefit was notionally

pOSSible/-;a o ‘e
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possible, to the extent at least that what before the transe

actlon did.no# bglégﬁ to him pécans, as F réault_of it, hls

- property absélutély} The Qupstiog whether anything 1§
"récoived“ by a taxpaysr, although 1tlié only oﬁ léan, was not
in 1ssue ;r cénsidered, and the case .is nét authority for the

view that, in deciding that questlon, no regard should be pald

to the fact fhat a bérrowing, by its véry nature, 1nvolvq: a

correspondence between what is obtained and the obligatlon to -
répay or redsliver.

‘But however that may be, section

12 (f) iny prohibits_the deductiéﬁ of expenses In respect of
am&uﬁts"which ars not-iné}bdad in the term 'inc;me' és d;fined
"in this Chapter.™ - The apéétr;phés about tﬁe w;rd"incéme"
and the"express. mentlon of the definiyion of "inc;me", which
‘faatures were preéent in the corresponding provisioné of the
1917 and the 1925 Acts,'shéw that 1t 15 to this dafinitlén

.1tself‘and not to any possibly wider motion like "gross income®

that reference ls belng made, The point gains emphasis if

-

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

- ~ -

section 11(2)(a)« When one turns to the definition of "incomd
in sectlon 7 one f£inds that 1t mesng, "the amount remaining

"of the gross Ilncome......after deductihg therefwom any

"BmOUHtS/- sesen
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"amounts exenpt frém normal tax un@er.this'Chapter";'in_;ther
words "income" ié "gross Iincome! less the exemptions mgntiphodr
in sectlion 16. If ;ne aéks';neself wh; the leglislsture in
1917, 1625 and 1941 stressed the definition of "incoms" in
enacting sactlén 12 (f) and 1£s predecesséra, thq'énly_§atis~
factory answer seams.té be that reference ﬁas,only being made ik
o exponsesv1ncurred-1n'respect‘of_sﬁch ﬁarts ;r.f;rms';f.

"gross income" as fall within the exémptlonsin Qaction 10,

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

80 1t féllows that section 12 {f) dées not assist-fhe

Commissioner.

The smount of the commissions

was'correctly held. to be deductible and the appeal: is

accordingly dismissed with costse

Van den Heever, J.A.
Hbextér, J.A.

Faéan? Jehe
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