REPUBLIC OF SQUTH AFRICA

THE SUPREME COURT OF APPEAL
OF SOUTH AFRICA

Case No. 405/96

In the matter between:

THE COMMISSIONER FOR

INLAND REVENUE Appellant
and ’
DATAKOR ENGINEERING
(PTY) LIMITED Respondent
Coram: NIENABER, HARMS and ZULMAN JJA, MELUNSKY
and NGOEPE AJJA
Heard: 8 SEPTEMBER 1998
Delivered: 21 SEPTEMBER 1998
JUDGMENT

HARMS JA/



=

HARMS JA:

[1] This is an appeal by the Commissioner for Inland Revenue against a judgment
of the Transvaal Income Tax Special Court (Wunsh P) in which it upheld an appeal
by the taxpayer against an assessment for normal tax for the year of assessment which
ended on 31 March 1990. In the assessment the Commissioner had reduced the
taxpayer’s assessed loss by R18 8077 524,00 by virtue of the provisions of s 20(1)(a)(ii)
of the Income Tax Act 58 of 1962, claiming that the amount represented a so-called
compromise benefit.

[2]  The taxpayer, Datakor Engineering (Pty) Ltd, was originally known as GBS
South Africa (Pty) Ltd. it was finally liquidated on 15 August 1989. A scheme of
arrangement in terms of s 311 of the Companies Act 61 of 1973 was thereafier
proposed by a then unrelated company, Datakor Ltd. The scheme was confirmed on
23 January 1990, the taxpayer was discharged from liquidation, its name was changed
to its present name and it became a wholly-owned subsidiary of the proposer, Datakor
Ltd. The latter was obliged, in terms of the scheme, to provide the taxpayer with

certain fiinds and these, together with some other amounts, were to be applied by the
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receivers to pay the administration expenses, the net amounts due to secured
creditors, the claims of preferential creditors and, as far as a balance remained, a pro
rata payment to concurrent creditors.
[3]  The unpaid balance of the claims of-the concurrent creditors claims was to be
capitalised by the taxpayer by the creation of a number of redeemable preference
shares in the taxpayer equal to the face value of the claims, As consideration the
concurrent creditors waived payment of these claims. In the event they received a
dividend of 43,48 cents in the Rand. For every 100 cents of the claims not paid, a
share with 2 nominal value of one cent was to be issued with a premium of 99 cents,
The shares were to be renounced by the creditors in favour of Datakor Lid.
Although the evidence is that the scheme was implemented according to its terms,
there are some discrepancies between the requirements of the scheme and the financia!
statements of the taxpayer, but these are not of any great moment.
[4]  The essence of this type of scheme is that -

“the claims of the creditors, as reduced by a capital amount paid to

them in terms of the scheme, are converted into preference share
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capital and the creditors are then deemed to have renounced their
entitlement to the issue and allotment of such preference shares in
favour of a person (usually the offeror) nominated by the company.
The rights of all the creditors under such arrangement are confined to
the right to claim payment of the dividends receivable by them under
the arrangement.”

[Getz and Jooste Section 311 of the Companies Act: Preserving the Assessed Loss

1995 Acta Juridica 56 at 64.]

[S]  Before the arrangement the share capital of the taxpayer consisted of 500 000

shares of R1,00 each. A further 100 ordinary shares of R1,00 were issued pursuant

thereto to the proposer with a share premium of R5 736 000,00, The arrangement,

however, obliged Datakor Ltd to subscribe for ordinary shares at an allotment price

of R6 511 000,00. The shortfall of R??S 000, it seems, was made up by an interest

free loan from Datakor Ltd to the taxpayer.

[6]  Theamount waived by concurrent creditors by virtue of the fact that they no

longer had any further claims against the company amounted to R18 997 499,00, In
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the scheme of things, 18 997 499 cumulative redeemable shares each with a nominal
value of one cent and a share premium of 99¢, were issued to the creditors. This gave
rise to a share premium account of R18 807 524,00. The taxpayer's balance sheet
reflects these facts and shows that the taxpayer no longer had any current liabilities.
The cash flow statement demonstrates,l -ﬁlrthermore, that the full proceeds of the
issuing of the redeemable preference shares were used to liquidate accounts payable.
The amount credited to the preference share premium account because of the creation
of these shares and which was used to extinguish liabilities to that amount was the
amount which, according to the Commissioner, could not form part of an assessed
loss in terms of sec 20(1)(a)(ii) of the Act.
[7]1  Any person carrying on a trade within the Republic is entitled to set off against
his income any balance of assessed loss incurred within any previous year which has
been carried forward from the preceding year of assessment. This is subject to two
provisos, the second being of relevance, namely that -

“the balance of assessed loss shall be reduced by the amount or value

of any benefit received by or accruing to a person resulting from a
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concession granted by or a compromise made with his creditors

whereby his liabilities to them have been reduced or extinguished,

provided such liabilities arose in the ordinary course of trade.”

[S20 (1) (a) (ii).]

The taxpayer had an assessed loss which was brought forward from previous years

of R8 540 219,00. Its so-called tax loss for the year under consideration amounted

to R15 090 168. Tt sought to carry the sum of these amounts over to the next tax year

but, as mentioned, the Commissioner reduced this amount by the amount of the share

premium account due to the issue of the preference shares.

[8]  The court below and counsel during argument divided the provisions of

subparagraph (i) into its so-called elements. It is a useful exercise but it may tend to

disguise the interrelationship between the elements and may lead to a failure to

consider the statutory provision as a whole. Bearing this in mind, I nevertheless

intend to do the same. The elements of the quoted paragraph from the section are the

following:

(a) the balance of assessed loss shali be reduced by the amount or value



(b) of any benefit received by or accruing to a person

(c) resulting from a goncession granted by or a gompromise made with his

creditors

(d) whereby his liabilities to them have been reduced or extinguished

(e) provided such liabilities arose in the ordinary course of trade.
The argument was focussed upon the underlined words and phrases. In the court
below it was held against the taxpayer that (b) and (c} had not been shown to have
been absent. On the other hand, it held that the Commissioner had failed to prove (a)
and that he was thus not entitled to invoke the provision in order to disallow the loss.
Point {e) was never in issue and little attention was given to point (d), probably
because it was common cause that the taxpayer's liabilities to its crditors had been
extinguished,
[9]  Itisconvenient to deal first with issue (c), namely whether any alleged benefit
derived by the company resulted “from a concession granted by or a compromise
made with his creditors”. In this regard the court below held that the since the

creditors surrendered their rights to the proposer, Datakor Ltd, for no consideration
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they, in the result, received something less than the face value of their claims. This

can only be ascribed to a concession if not a compromise. Significance was attached

to the fact that s 311 of the Companies Act was invoked in order to facilitate the

rearrangement of the nghts of creditors,

[10] This reasoning is not entirely correct. The section does not concern itself with

the relationship between the creditor and some third party, but with that between the

creditor and the taxpayer. A concession granted to a third person (in this case

Datakor Ltd) seems to me to be beside the point. What has to be determined is

whether the creditor granted a concession to the taxpayer.

[11] Itis difficult to come to grips with the argument of the taxpayer on this aspect

of the case. Having conceded that the liabilities of the taxpayer to the creditors were

extinguished by means of a contract, counsel was invited to classify the contract, an

invitation he was hesitant to accept. It was not suggested that the agreement was an

innominate contract. The only other possibility that springs to mind is that the contact

was a classic fransactio, also known as a compromise. In consideration for a waiver

of their claims the creditors received something different, namely shares. But, said






