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IN THE SUPREME COURT ° OF SOUTH AFRICGA
C (APPELLATE DIVISTON.)

In the appeal of

COMMISSTIONER FOR INLAND REVENUE , ........ appellant
and

STANDARD BANK  OF SQUTH  AYRICA
LIMITED .. ...¢v00... G e e e e e s Tespondernt

o CORBETT, MILLER, VAN HEERDEN, HEFER, JJA, ot
GALGUT AJA,

Date heard: L5 May 19485

Date of judement: 22 August 1985

JUDGMENT

CORBETT JA

This is an appeal from the Transvaal Income Tax

Special Court, leave to appeal direct to this Court having

S been, ... ...
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been given by the President of the Special Court in terms.
of sec. 86A(5) of the Income Tax Act 58 of 19662, as amen-

ded (t"the Act"™).

Respondent is the Standard Bank of South Africa
Ltd ("the Bank"), a tregistered commercial bank operating
throughout the Republic of South Africa and having its
head office in Johannesburyg. In its income tax returns
for the years of assessmentrended 31 December 1979, 41
December 1980 and 31 December 1981 the Bank claimed as de-
ductions {rom its income the fotlowing amounts respectively
in relation to these three years of assessment, viz,
R127 0ls8 683, R11l7 275 0l8 and R299 409 076, as represent.
ing interest.paid by 1t on moneys borrowed. In terms of
additional assessments for the 1979 and 1980 tax years and an
original assessment for the 1981 tax year (all of these
assessments having been issued in about May 1982} the

Commissiocner for Inland Revenue (""the Commissioner'™) dis.
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allowed portion of cach of thes¢ deductions, the amounts
disallowed being respectively RL 820 373, Rl 937 572 and

R6 010 992, and taxed the Bank accordingly. Its objection
to the disallowance of these amounts ‘having been overruled
by the Commissioner, the Bank appealed to the Special Courf,
which upheld the appeal, set aside the assessments and re-
ferred the matter back to the Commissioner fur re-assessment
in terms of its judgment. !The Commissioner, as appellant,
now seeks in this Court the reversal of the decision of the

Special Court.

In a nutshell, the dispute between the parties
concerns the utilization by the Bank, in the years of assess-
ment under consideration, of a portion of the deposit moneys
avallable to it for investment in the purchase of redeemablie
preference shares, Since the amounts received by the Bank
by way of dividends on these shares are not taxable.in the
handg of the Bank (by virtue of sec., 10{L)(k} of the Act),
the Commissioner coritends that o proporticonate amount of
the interest paid to deposgitors on the deposit moneys, being

/non-productive. ..
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non-preoductive of "income' (as defined in the Act), should
be disallowed as a deduction in the computation of the
Bank's taxable income, The Bank disputes the validity of this

contention.

Before 1 discuss the legal issues involved in
thig digpute, 1 must make socme reference to the facts.
These appear from the dossier of documents and the evidence

+

of Br € B Strauss, the managing director of the Bank and the
only witness called in the Court a que, 1I{f one is to judge
by the cross-examination of Dr Strauss by the Commissioner's

representative in the Special Cou¥t, it would seem that what

he stated in evidence is not in dispute.,

At the ocutset, 1 should explain that the Bank
is a wholly-owned subSidiary of Standard Bgﬁk Investment
Corporation ("SBICY), & company quoted on the Johannesburg
Stock Exchange, and that the assets of the Bank represent
about 70O per cent of the assets of SBiC. In addition,
other subsidiary companies, such as sStandard Merchant Bank,

/S Standard......
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Standard Bank Credit Corporation and Standard Bank Industrial
Finance Corporation, go to make up a Standard Bank Group.
Various banking cperations are conducted by different mem-
bers of the Group, but, for the sake of simplicity, in my

!
discussion of the facts I will refer merely to the Bank.

Judged by total assets held, the Bank is the second largest

commercial bank in the country.

What the evidence of Dr Strauss reveais is that
basically and in simple terms the business of‘che Bank (andl
of o;her commercial banks like respondent) consists of
borrowing moneys by way of customers' deposits, ﬁpon which
it pays interest to the customer, and of lending out these
moneys in various wéys and thereby earning income (in the
ordinary, non-technical sense of the word) in the form
of interest and other forms of compensation paid by the
bhorrower to the Bank for the use of the money. Naturally.
the Bank so arranges its affairs that the general return
it obtains on the moneys lent by it exceeds the.interest
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which it has teo pay to its customers/depositors. This
excess represents, broadly spewuking, the gross profit of

the Bank .

What Dr Strauss referred to as the "primary
function” of the Buank of c¢ollecting deposits may be divided
into two categories, retail deposit-gathering and wholesale
deposit-gathevring. The former {unction is carried on
throughout the country through the net-work of more than a
thousand branches of the Bank. Funds are gathered through
the deposit of moneys by custgmers in hundreds of thousands
of current, savings and fixed deposii accounts maintained
with these various branches of the Banlk. The wholesale
deppsit—gathering function is handled largely by the

-

investment division of 3BIC on behalf of the Bank.

This relates to deposits in excess of R100 000, usually
made byllnstitutions such as pension funds, insurance

companies, mining hoﬁses and other banks, in the orm of
fixed depoesits or what are termed negotiable certificates

of deposit.
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The Bank accepts all deposits that are offered
te it, provided that the customer agrees to the qﬁoted

interest rate, Indeed zall branches are instructed to take

as many deposits as they can, This is a matter of commer.
cial necessity. In order to grant lcans a bank must have
money available. This money it acquires by taking deposits,

Moreover, the Bank has a large and costly infrastructure and.
if this is not used eflfectively and to its full potential,

then the cost of the Hank's overheads becomes disproportio-

nate to its carnings, and its commercial efficiency diminishes,

As Dr Strauss put it

H it is simply not a practical business

proposition for any bank, rnot necessarily
this one,,.,.,.,. to refuse to take deposits
at the rate that is acceptable',
0f the deposits that have been gathered hy the
Bank, certain proportions must, in terms of the Banks Act
23 of 1965, be devoted teo the maintenance of the required

minimum reserve balance with the Heserve Bank, of the minimum
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liqui? asset requirement and of the minimum prescribed invest-
ments requirement (see secs, 16, 17 and 18 of_the Banks Act).,
The balance of the deposits, apart from what is utilizeq in
the acquisition of fixed property., then goes into a common
pool used for financing the borrowing needs of the Bank's
customers, The Bank's main instrument of lending is the
overdraft on current account, which represents the "vast
bulk™ of customer {inancing. In addition, the Bank also
finances acceptance credits, leases and suspensive sales,
proyides factoring facilities and grants‘medium—teﬁm Loans,
In recent years the taking up of redeemable preference shares

has emerged as a requirement of customers 1in certain instances,

The redeemable preference share transaction is
seen as an alternative to the grant of a medium—term loan.
Instead of the Bank advancing loan moneys to the customer,
the Bank takes up redeemable preference shares issued to it
by the customer, the term of redemption being equivalent
to what would otherwise have been the period of the loan.
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