
Page 7 13/11/2006 01 01lr1311LAW sibusisob 08:24:35 AM 14/11/2006 

6 BUSINESS DAY, November 2006 BUSINESS DAY, November 2006 7BUSINESS LAW & TAX REVIEW

When must transactions be reported to SARS?
APART from the amendments to the
general anti-avoidance rule, a more
far-reaching amendment p ro p o s e d
under the Revenue Laws Amend-
ment Bill relates to the obligation to
report certain transactions that have
been entered into by taxpayers.

This provision is aimed to serve
as a so-called “early warning system”
for the South African Revenue Ser-
vice (SARS) to identify potential ag-
gressive transactions that may have
been entered into by taxpayers.

This provision is valuable to SARS
as it would generally take three or
four years for the receiver to identify
potential transactions that can be
seen as a g g re s s i ve.

One example is entering into
convertible loan transactions which
have only seriously been challenged
by SARS in the past few years, where
they were most prevalent in the ’80s
and ’90s. In other words, the argu-
ment of SARS is that they are always
closing the gate in circumstances
where the horse has already bolted.

When section 76A was promul-
gated, with effect from March 1 last
year, SARS’s expectation was that it
would be flooded with reportable ar-
rangements and that especially so-
called structured finance transac-
tions would be severely restricted.

Unfortunately, the results were
disappointing. Only 55 arrange -
ments have been reported, of which
53 were so-called vanilla trans-
actions, mostly preference-share
transactions that have been entered
into by the parties.

In other words, taxpayers are not
entering into these type of transac-
tions, or the relevant provisions
failed to hit the target.

It may well be that both factors
are relevant, ie that the suspicions of
SARS as to the extent of aggressive
transactions are misplaced, and that
taxpayers sought to enter into differ-

ent types of transactions. The reason
is that the current provisions only
provide for the reporting of a trans-
action if the transaction incorpo-
rates a so-called fee-variation clause,
ie that fees or interest would be in-
creased to the extent that the actual
tax treatment of the transaction dif-
fers from the anticipated tax treat-
ment (as may ultimately be held by a
court or by SARS).

There is currently a second cat-
egory of reportable transaction, ie
preference shares that have a period
of less than five years, and convert-
ible debt instruments that have a pe-
riod of less than five years. Inciden-
tally, it is these transactions that
have been reported and are the
perceived so-called “plain vanilla”
transactions that have been caught
in the net. In other words, the sec-
tion caught the innocent and failed
to deter the guilty.

In terms of the proposals cur-
rently made, the extent of reportable
arrangements is substantially in-
creased. Should a transaction not be
reported, it will result in a potential
penalty of up to R1m. In other words,
taxpayers will now have to pay a cash
amount as opposed to the trans-
action potentially being seen to be
abnormal from a general anti-
avoidance perspective.

The most significant of the cat-
egories of transactions that need to
be reported, is if the transaction dis-
plays characteristics that are the
same or substantially similar to the
indicators of a lack of commercial
substance in terms of the proposed
general anti-avoidance rule and the
instances where a transaction is
deemed to lack commercial sub-
stance. This would include:
� Where the legal or economic effect
resulting from the transaction as a
whole is inconsistent with, or differs
significantly from, the legal form of
the individual steps. For instance, a
sale and a leaseback transaction’s
economic effect is different from its
individual steps and is indicative of a
lack of commercial substance. For
that matter a financial lease would
also differ from its legal form. For-
tunately for taxpayers, entering into
a lease if it is self-standing does not
need to be reported. However, the
moment it is directly or indirectly
dependent upon any other arrange-
ment, it must be reported. For in-
stance, if the lease is linked to a de-
posit, it will have to be reported;
� If the transaction is inconsistently
characterised by the parties for tax
purposes. Arguably this could also
include a situation where a trader
sells trading stock to a private indi-
vidual in circumstances where the
proceeds from the sale would be
revenue in the hands of the trader,
and the acquisition of the stock
would be of a capital nature in the
hands of the purchaser;
� The existence of so-called round-
trip financing, ie where funds are
transferred among parties where it
would result directly or indirectly in
a tax benefit and would significantly
reduce, offset or eliminate any busi-
ness or commercial risk by a party.
This would also include the position
where somebody has to make a de-

posit with reference to future obli-
gations in terms of a contract;
� The existence of an accommodat-
ing or tax-indifferent party, being a
party that is either not subject to tax
or can utilise an assessed loss. The
character of the amount should also
be converted in these instances, be-
ing from revenue to capital an
amount that would not have been
deductible to one that would have
been deductible, or an amount that
would have given rise to taxable in-
come that would not be included in
gross income or exempt from nor-
mal tax. An example of this type of
transaction would be if a trader is
interposed in a transaction to con-
vert a capital expense into a revenue
expense, ie the use of bare domini-
um transactions; and
� If there are elements that have the
effect of offsetting or cancelling each
other without a significant change in
the economic position of any one or
more of the parties.

A transaction will also have to be
reported if:
� It is disclosed as a loan or financial
liability for purposes of generally ac-
cepted accounting practice, but not
for purposes of the Income Tax Act.
The description of a financial liabil-
ity is very wide, among others a con-
tractual obligation to deliver cash or
any financial asset or to exchange fi-
nancial assets or liabilities with an-
other entity. A financial asset in-
cludes an equity instrument or a
contractual right to receive cash or
another financial instrument. A
preference share that provides for
mandatory redemption would for
instance be a financial liability;
� If it does not result in reasonable
expectation of a pretax profit; and
� If the pretax profit is less than the
value of the tax benefit, if these
amounts are discounted to present

value at the first year of assessment.
In addition, preference-share

transactions and convertible loan
arrangements will also have to be re-
ported if they have a period of less
than 10 years.

Should the relevant proposals be
accepted, taxpayers will have to
consider each and every transaction
that they enter into with a view to
reporting it. The scope of these pro-
visions is so wide that any financial
transaction could potentially fall
within that s c o p e.

This would especially be the po-
sition where a financial liability is
created for purposes of generally ac-
cepted accounting practice, where it
will mostly not be treated as such
under the revenue laws. For in-
stance, there is no definition of a fi-
nancial liability for tax purposes and
it is not clear on which basis that
provision is to be interpreted. It is
also important to note that a trans-
action will have to be reported not
only if it has the characteristics of a
transaction that lacks commercial
substance, but also if it displays sub-
stantially similar characteristics.

Even though one can appreciate
the need for SARS to keep up with
taxpayers that are devising new
transactions on a daily basis, the
proposed provisions may well be
overkill. In this context, one can ex-
pect the relevant reportable arrange-
ment division to be flooded with
transaction reports.

If in doubt, one will have to re-
port, as the penalties of failure to re-
port are severe. The effect of these
arrangements is that SARS will most
definitely be kept abreast of all po-
tential aggressive transactions. The
result, however, may be a significant
administrative burden on taxpayers.

� Emil Brincker is a tax director at
Edward Nathan Sonnenbergs.
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Foreign law is enforceable if in order
THE parallel decisions in So -

ciety of Lloyd’s v Price: Society
of Lloyd’s v Lee led to two En-
glish judgments that awarded

large sums of money to an English
claimant being enforced against two
South African citizens who had, dur-
ing the 1980s, become names at
L loyd’s.

Among many other names they
suffered serious losses caused in
large part by massive claims against
Lloyd’s arising out of asbestos liti-
gation in the US. There followed an
avalanche of litigation between
names, agents, managing agents,
auditors and Lloyd’s itself.

Eventually Lloyd’s adopted a re-
construction and renewal plan
which included a settlement and
reinsurance of the liability of the
names through a new insurance
body. The settlement was imposed
using certain statutory powers.
Those who did not accept, like the
South African defendants Price and
Lee, were sued.

This procedure was attacked by
various members unsuccessfully.
Judgments were obtained against
these opposing names in the UK
courts. The present decisions arose
from actions to enforce those judg-
ments against Price and Lee in the
South African courts. The defen-
dants alleged that the claims had be-
come extinguished under South

African prescription laws. Secondly,
that the English court did not have
international jurisdiction to grant
the judgments and thirdly that it
would be against public policy to
recognise and enforce the two judg-
ments here.

The Supreme Court of Appeal
judgment is an intricate analysis of
international law that eventually
concluded that the English laws of
prescription applied to the claims
and not South African law and that
the claims were not extinguished by
the passage of time.

This, said the court, was in line
with considerations of policy, inter-
national harmony of decisions, jus-
tice and convenience.

In regard to jurisdiction, Lloyd’s
relied on an exclusive English juris-
diction clause in the General Under-
taking it had entered into with each
name. The defendants alleged they
were not bound by the clause be-
cause they had been induced to en-
ter into the agreements by serious
and fundamental misrepresenta-
tions regarding the risks at the time
they became names.

They sought to apply South
African principles to declare the
contracts void for a fundamental
mistake or voidable on the grounds
of misrepresentation. The court re-
jected these defences. The first de-
fence of mistake was not established

by the defendants. The second de-
fence of misrepresentation had been
rejected in the English courts. Under
English law the defendants were
bound by the exclusive jurisdiction
clause in the agreement to accept
the jurisdiction of the UK cour ts.

Finally the court turned to the
public policy defence. In the first
place it was pointed out that the de-
fendants had voluntarily undertaken
to comply with the requirement of
Lloyd’s. All the steps taken by Lloyd’s
to implement the scheme had been
thoroughly scrutinised by the En-
glish courts and had been found to
be legitimate.

It cannot therefore be said that
the recognition by a South African
court of the English judgments is re-
pugnant to the values of our law
such that the claims should be ex-
cluded on the grounds of public pol-
icy. The court also rejected the idea
that the defendants had not received
proper notice of the proceedings as
there was evidence to the contrary.

It appears from the judgment
that the defendants had failed to
take steps to oppose the English pro-
ceedings because they had been ad-
vised by their lawyers that if they
took any steps it would be an indi-
cation that they submitted to the ju-
risdiction of the English courts
which would cut into the defence
that the contracts with Lloyd’s were

void from inception. This approach
was wrong because opposing the
English proceedings on this basis
would not have compromised their
stance that the English courts had no
jurisdiction. Moreover when the de-
fendants became aware of the de-
fault judgments against them, they
took no steps to have the judgments
set aside.

If you are sued overseas there
may be an argument that no steps
should be taken if the lawsuit is in a
jurisdiction whose justice system is
contrary to our own. Where proper
opportunity to defend the case is not
given and if equitable principles are
not applied in the courts of the for-
eign country. The courts will not en-
force certain foreign judgments, for
instance, if recognised international
principles are not followed, the judg-
ment is not final, if it is obtained by
fraudulent means or its enforcement
would be against public policy.

It would be surprising if a judg-
ment by the highest courts of the UK
was to be found to be unenforceable
on grounds such as these. The UK
legal system and court system is suf-
ficiently similar to our own to make
it difficult to sustain an argument
that local enforcement of English
judgments is against public policy.

Patrick Bracher
Deneys Reitz
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