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E M GROSSKOFF, JA

IThis is an appeal from the Transvaal Income Tax
Special Court, leave having been granted in terms of sec
86A(5) of theIIncome'Tax Act, no 58 of 1962, ("the'Act“) to
appeal to this Court. The point in issue is whether the
Commissioner for Inland Revenue was correct in holding that a
liability for interest which had accrued was, in the
circumstances of the case, nbt_a permissible deduction in
terms of sec 11(a) of the Act. Tl_:ie S.pecial Court held in
favour of the Commissioner, dismissed the appellant's‘appeal
and confirmed the assessment in which the claim for a
deduction was disallowed. The facts are as follows.

The appellant is the managing di:ector of a company
doing structural engineering work. ﬁe is also a director of
various property owning companies, some of which own
pProperties on which the structural engineering business is

conducted, and one which owns other property which is let. He



derives his income mainly from salar}es and director's fees
paid by these companies. The appellant owns some shares which
are quoted on the stock.exchanée, and prior to October 1987
he speculated in a small way bylbuying and selling shares. He
also owns some units in a unit trust.

During 1987 the appellant wés approached by an
insurance broker who told him, in the appellant’'s words,
"over a year period we could make you a considerable amount
of money" and that ail-the appellant had to do was to put up.
a guarantee of R425 000. The scheme to_which the br&ker was
referring, was one which had been initiated by a company
-called Fenton Investments'(Pty) Ltd . ("Fenton"). The nature of
the scheme is set ocut and explained in-a number of documents
which were before the Special Court. In addition evidence was
givén by Mr M J Gray, a director of Fenton, and the appellant
himself. The Special Court did not criticize the evidence of

these witnesses in any way and, save in a few respects with

which I shall deal later, it was not impugned in argument.




From these sources, the folloq}nq picture emerges.

The essence of the scheme was Fhét money would be
borrowed fr‘om. a bank and invested for a short period (one or
two years) in assets such as shares which were expected to
appreciate. Af the end of the périod the assets would ﬁe
realised, the bank repaid, and the balance pocketed. This
type of investment normally carries'the risk that the assets
might not perform as expected, leaving the investor with no
profit and an obligation to'repay the loan. In the Fenton
scherfle, this risk was reduced. The iﬁvestment would be made,
not by purchasing thelassets themselves, but by entering into
a single-premium pure endowment policy. The insurance company
(Lifegro Insurance Limited ("Lifegro")) woﬁld_thgn.manage the
money contributed by the investors by way of p;emiums in the
most advantageous way. Lifegro was considered to be highly
skilled in this field. And the key to the scheme was that
Lifegro would issue a policy with a surrender value which was

guaranteed if the policy was surrendered after a year or




after two years., Qhus Lifegro undertook to repay the amount
invested (i e, the single premium) after a year with a profit
of fou; per ;ent. This did not, of course, guaranteé that
investors wouid make a profit. The loans which the investors
made would be at 124 percent (in the present case), thus
leaving the-possibiiity of a loss of 8% percent.
Nevertheless, the possibility of a greater loss was

eliminated provided Lifegro was able to meet its commitments.

To cater for the possibility that Lifegro might
default, the scheme had a further refinement. The

transactions would be entered into, not by the individual

investor, but by a‘partnership en commandite of which he and
Fenton would be the members. The individual investor would be
- the limited partner, and would not be liable for partnership
debts except to the extent of the bank guarantee, to which I
refer later. Fenton, the disclosed partner, wéuld be liable

for the balance of the debts, but, as a company with limited



liability and few assets, would not be able to pay them. Thus
the bank would effectively carry the.risk that Lifegro might
not be able to pay. h

The bank, for its part, lent the monef to the
partnershié-for a year. The partnership paid this amount to
the insurance company as a single premium on an insurance
policy, and ceded the policy to the bank. Provided the
insurance company remained sound thé bank would be.sure to
receive, at the end of the year, the_barrowed amount plus
four per cent. Sﬁnce, as already said, the bank's ratg of
interest was 124 percent, it required.security for the
balance. This would be provided by the individual investor
in the form of a bank:gua:an;eg. The cost of providing the
bank guarantee would be the only outlay on the part of the
individual investog, and, as stated above, the amount of the
guarantee was the most he could 1lose on-the transaction in

terms of the partnefship deed. In return he would obtain 90%

of the profits made by the partnership. Fenton would get the
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rest.
It was clear that the policy taken out would be a
non-standard policy in terms of the Sixth Schedule to the

Act, and that the proceeds would fall within the investor's

gross income in terms of para (eA) of the definition thereof

in sec 1 of the Act. A gain would accordingly bhe taxable.

However, the scheme also provided, so its proposers thought,
certain tax advantages. The interest paid to the bank, so
they canéidered, would be tax deductible. Since liability for
interest would already accrue dqring.the first year_(although
interest would only be payable annually in arrear), and no

income would be payable before the end of the first year, the

.liability to pay interest would accrue before the accrual of

income from the scheme. This would lead to a tax deferment.
This then was the scheme. One feature which seems

unusual was the establishment of a limited partnership. One

would not have thought that the parties would hafe found it

necessary to guard against a default on the part of a
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prominent insqraqce company. Nevertheless, according to-Mr
Gray's evidence this was ihdeed the purpose in interposing
the limited partnership between the investor and tée
financial institutions (i e, the bank and the insurﬁnce
company). No otﬁer plausible reason has been suggested. The
existence of the partnership certainly made no difference fo
the payment of tax. There is accordingly no reason not to
accept Mr Gray's evidence on this point;

ﬁhen the appellant was introduced.to this scheme it
sounded promising to him. The stock market was booming and.
there was speculation that he could obtain an 18 or 20 per
cent return on a borrowed amount of R5 million. He discussed
the project with the insurénce broker who had introdﬂced him

to it. He also consulted his bank manager. The bank manager

""in turn contacted Syfrets and the likes" and came back with

a very favourable report on the whole concept. The appeliant
decided to enter into the scheme. He obtained a bank

guarantee for an amount of R425 000 in favour of U AL






