STUDY UNIT 5
ALLOWABLE DEDUCTIONS (CH 4)

CARRYING ON A TRADE
· For amount to b deductible ito section 11, the taxpayer must b carrying on a trade

· Trade is defined – every profession, trade, buss, employment, calling, occupation or venture, incl the letting of any property and the use of or the grant of permission to use any patent, or any design, or trademark or copyright or any other property which is of a similar nature

· Though the def is very wide, doesn’t incl all forms of income producing activities

· Passive income activities aren’t trading for ex. those producing interest, divs, annuities, pensions

· If speculates in securities or shares, this is carry on trade and even if the scale of investment in securities or shares is not very extensive.

· Earning of interest by taxpayer other than moneylender isn’t carry on trade.  And no deduction allowed for expense incurred in earning this interest income.  In practice note 31, commissioner indicated he will allow the deduction of interest expenditure incurred in earning interest income, but limited to amount of the income, the interest expenditure cant create a loss

· Taxp can carry on several trades during year of assessment, but to determine taxable income, the income/losses from ea trade must b aggregated.  Limits to setting off of losses of diff trades in certain circumstances.  Limit applies only to natural persons
· Def of trade includes “venture” which is transaction where person risks something with object to making a profit, of a financial or commercial speculation

· Is some confusion of question whether a profit motive is necessary before can b said that taxp is carrying on trade.  But not necessary.  SARS simply disallows all expenses which exceeds income produced
· There should preferably b a profit or expectation of profit

· Facts and circumstance test is generally appropriate, special concern exists when taxp disguise private consumption

Pre-trade Expenses

· Expenses only deductible once taxp has commenced trading.  
· But Section 11A allows expenses incurred before trade commenced to b deducted once taxp starts trading

· Certain req must b met before these types ded can b made

Expenses after trading has stopped

· If taxp in process of being liquidated, the activities surrounding liquidation aren’t considered carrying on a trade

GENERAL DEDUCTION FORMULA (NB)

Deductions of general nature need to fulfil req set out in section 11A (all must b present for expense 2 b deductible)

This section, when read together with section 23, is referred to as the general deduction formula

General deduction formula is broken down into component parts and ea discussed separately:

· Carrying on a trade

· Expenditure and losses

· Actually incurred

· In the year of assessment

· In the production of income

· Not of a capital nature

· Laid out or expended for the purpose of trade

EXPENDITURE AND LOSSES

· Section 11a contemplates the deduction of both expenditure and losses
· Deductible expenditure is not ltd to expend in cash, but includes the outlay of amounts in a form other than cash

· Cost to taxp of the asset given in lieu of cash is allowed as a deduction, but no value may b placed on the taxp own labour wher asset was created by him

· Where taxp got asset, other than by purchase, the value of bartered asset is allowed as a deduction, value being fair market value

ACTUALLY INCURRED

· Expenditure that may b deduct incl amounts paid and amounts for which taxp has incurred L
· Taxp may have incurred L which is payable only after the end of the year of assessment and it would still b deductible

· As long as L to pay it has been incurred, then it may b deducted

· If item of expenditure is subject to bona fide dispute, then certainty of it being incurred is not there and thus may not be deducted

· If taxp disputes a claim against him, then it cant b included as a L, as the certainty is not present

· L must b an unconditional one.  If L is conditional upon the happening of a future event, then not deductible as it has not actually been incurred

· If expense has been incurred, but the actual value has not been determined as yet, then the amount has to be estimated based on the available information.

· Expenditure is incurred when the event giving rise to the L occurs

· Fact that expend cant b quantified with precision, doesn’t disqualify it as an expenditure

· Expenditure subject to contingency, wont qualify as a deduction

· When person acquires asset for unquantifiable amount, then unquantifiable portion of amount will b deemed to b incurred in year of assessment in which it can b quantified
· With regard to date upon which unconditional legal L was incurred, the contr relating to particular transaction may determine that date. 
· Deductability of payments made in advance of date on which taxp has a legal obligation to pay therefore presents a problem

· Section 23H may, however, place limitation on deduction of amount which may b claimed for tax purposes iro prepaid expenses

· Word “actually incurred” don’t mean “necessarily incurred”

· Not in power of SARS to determine if expense was necessary to be incurred.

· If actual expend complies with all req of general deduction formula, it cant b disallowed on grounds that wasn’t necessary

YEAR OF ASSESSMENT
· The accounting concept of “matching” often req expend to b carried forward to subsequent year of back to an earlier year, for purposes of financial reporting

· For income tax purposes, courts have held that deductible expend can b deducted only in year of assessment in which it was incurred

· If expend is not deducted in year of assessm in which it has been incurred, it can never be claimed

· For income tax purposes, the expenditure will b incurred and deductible during current year of assessm, while for acc purposes, it will b dealt with as “prepaid expenses”

· One exception to this rule.  Deduction of a prepaid expense must b spread over the period to which the expense relates.  Very specific req relating to the deductiability of this.  Ex. insurance premium is paid upfront for 18 months

IN THE PRODUCTION OF INCOME
· Deductible expend is restricted to expenses incurred in product of income
· Income is arrived at by the deduction of exempt amounts from gross income, while capital amounts are excluded from the def of gross income

· Expenditure incurred in production of exempt income or capital income is therefore not allowed as deduction.
· Income produced by performance of series of acts, attendant upon them are expenses.  Such expenses are deductible, provided they are so closely linked to such acts as to b regarded as part of the cost of performing them

· Also possible that expend is incurred for more than 1 purpose

· Court not concerned if expend produced any part of the income, but concerned if for purpose of earning income
· Before fortuitous expenditure can b deducted, taxp must show that risk of mishap which gives rise to expend happening, must b inseparable from or a necessary incident of the carrying on of the particular buss
· Purpose of expenditure is nb consideration.  If purpose is to earn a return which doesn’t fall within the def of income or to preserve capital, then expend is not deductable.  Not necessary that expense produces income in current year of assessment
· Wrt closeness of connection, expenditure would b regarded as part of cost of performing the income-earning operations if “it would b proper, natural or reasonable to regard the expenses as part of the cost of performing the operation”

Fines and Bribes

· Specifically prohibits the deduction of fines, bribes, unlawful kickbacks or penalties due to unlawful activities

Theft

· Irt losses resulting from theft or embezzlement, these are losses attached to buss operations by chance and will b deductible provided they are so closely connected to operation  that they may b regarded as part of the cost of performing it
· Theft or trading stock by 3rd parties in supermarket, for ex would fall into this category

· Teft losses by a managing director, a director or a manager in the position of a proprietor wont b deductible

· Risk or theft is inherent in and an inseparable element of such buss and the loss in issue was therefore deductible

Recurrent Expenses

· Certain recurrent expenses aren’t incurred in production of income, ex. audit and accounting fees, which are also allowed as a deduction in practice.
· Also provides for the deduction of certain recurrent expend incurred by public companies, being printing costs of annual reports, cost of publishing afs, annual fees for quotation on JSE and fees of transfer secretaries

· Allows deductions of fees paid to accountants, bookkeepers and tax consultants for completion of income tax returns for taxp whose remuneration incl income such as commission or for taxp who earn income in form of interest or divs, as well as admin fees charged by institutions administering the affairs of pensioners

NOT OF A CAPITAL NATURE

· Just as capital receipts are excl form def of gross income, so too is capital expend excluded 
· Nb to understand that tests to see if amount form gi point of view is of capital nature or not, are diff tests from those used to see if expend is of capital or revenue nature

· As in case of capital receipts, Act doesn’t define or explain what constitutes capital expend

· But courts have set forth tests as to use to determine if expend is capital or revenue based.

True Nature of the transaction

· True nature of transaction must b inquired into in order to determine if expend attached to it is capital or rev 
· Was it paid to acquire capital asset or was it paid to perform income-producing operations?

Closeness of connection to the income-earning operations

· One of matters taken into consideration is closeness of connection of expend to income-producing structure as against the closeness of the connection to the income-earning operations
· Court has to assess closeness of connection between expend and income-earning ops, having regard both to the purpose of the expend and to what it actually effects

· Money spent in creating or acquiring an income-producing concern must b capital expend.  Diff in spending money in creating or acquiring a source of profit, and money spent in working it.
· Recurrent rent paid for use of another’s property was expend incurred in production of income and is of a non-capital nature

· Interest on a loan, where loan was gotten to produce income, is considered expenditure to produce income

An Asset or Advantage for Enduring Benefit

· If expend was incurred in order to bring into existence an asset or advantage for enduring benefit of the trade
· It is neither conclusive nor essential that expend should result in creation of a new asset or an addition to an existing asset for it to b expend of a capital nature

· However, will b a relevant factor to consider if no asset has been acquired as a result of the payment.

· Was indicated that when expend is made not only once and for all but with a view to bringing into existence, an asset/advantage for enduring benefit of the trade, that expend must, in absence of special circumstances leading to an opposite conclusion, be treated as an expenditure of a capital nature

· It was added enduring means “enduring in the way that fixed capital endures” 

· The term enduring benefit inevitably raises problems concerning the length of time the asset or advantage shud endure in order to constitute a capital asset
· A right was acquired for 3 yrs with a right of renewal for a further 2 yrs and was considered to b of an enduring benefit.  Answer to this problem wud obviously depend on circumstances of ea case and ea case is decided on its own merits

Fixed or Floating Capital

· Further test been postulated is whether expend relates to fixed or floating capital.
· When capital employed in buss is frequently changing its form from money to goods and vice versa and this is done for the purpose of making a profit, then the capital so employed is floating capital.

· Expend of a capital nature, the deduction of which is prohibited, is expend of a fixed capital nature, not expend of a floating cap nature, coz expend which constitutes the use fo floating capital for the purpose of earning a profit, such as the purchase price of stock-in-trade, must necessarily b deducted form the proceeds of the sale of stock-in-trade in order to arrive at the taxable income derived by the taxp from that trade

· Can consider whether loss of moneys advanced was of capital or rev nature and court used the test of fixed or floating capital as follows:  capital wasn’t consumed in the very process of income production; it didn’t disappear to b replaced by something which, when received by the taxp, forms part of his income
· In a buss of banking or money lending, losses incurred as a result of irrecoverably loans made in the course of that buss are of a rev nature and are deductible

“Once and for all” Expenditure

· Another test referred to by court was if expend was once and for all
· Was expressed that in a rough way it was not a bad criterion that capital expend is a thing that is going to be spend once and for all while income expend is a thing that is going to recur every year

· Test can clearly not b of universal application, but shud not b dismissed as useless

Nature of the business carried on

· Nature of the buss a taxp is engaged in may determine whether an expend or loss is deductible
· A taxp whose buss it was to insure farmers, wasn’t granted a deduction iro a loss incurred, as the court held that the taxp want engaged in a banking or money-lending buss, as a result, the loss was of capital nature

Halfway house between capital and income

· There is no halfway house between capital and income
· Apportionment of income between capital and a non-capital element.  The apportionment of expenditure between capital and revenue should therefore also b possible, but manner is, as yet, not tested

Summary

· From norms established by courts, its obvious that purchase of buildings, plant and machinery, which are fixed assets, constitutes capital expend, while purchase of trading stock is non-capital expend
· Cost of affecting necessary repairs to a property, is revenue expense

· Not all is as clear cut as this, and ea case will b decided on its own particular facts…

LAID OUT OR EXPENDED FOR THE PURPOSES OF TRADE
· Negative part of deduction formula must b read together with section 11a to determine whether a particular amount may b deducted form the income

· Prohibits the deduction of – any moneys, claimed as a deduction from income derived form trade, to the extent to which such moneys weren’t laid out or expended for the purposes of trade

· Apportionment has thus officially been sanctioned by the Act

· If portion of amount is not for purposes of trade then that portion may not b deducted for tax purposes

· Apportionment may b made in various ways, ex. on a time basis, a piecework basis, on basis of capital employed, etc as long as it is fair

PROHIBITED DEDUCTIONS

Nb to learn these expenses as they will never b allowed to b deducted even if they comply with requirements!!!!
· Cost to maintain taxp, family or his establishment

· Domestic or private expenses

· Any loss or expense, which is recoverable under any contract of insurance, guarantee, security or indemnity

· Any tax, duty, levy, interest, or penalty imposed under this Act, any additional tax imposed ito the VAT act, and any interest or penalty du to late payment of any tax

· Income carried over to any reserve fund or capitalised in any way

· Expenses incurred irt exempt income

· The negative test of the general deduction formula which is read together with section 11a to determine if an expense can b deducted form income

· Interest made on any capital employed in trade

· Any expenditure, loss or allowance to extent of which its claimed as a deduction form any retirement fund lump sum benefit

· Expense incurred by labour broker or personal service provider or a personal service trust

· Expense incurred iro payment made for any restraint of trade except as provided for in section 11ca

· Expense, loss or allowance relating to any employment of any office held by any person which derives any remuneration.  Only following expenses for salaried persons may b deducted:
- contributions to pension/retirement annuity funds
- legal expenses, wear and tear, bad debts, doubtful debt allowance
- premiums paid ito insurance contract to extent that covers loss of income provided that amounts payable will constitute income
- rent, repairs, or expenses iro dwelling house or domestic premises

· No deduction can b made for any asset to extent that a gov grant was given which is exempt from tax and the grant was given for purposes of acquisition of such asset.  This paragraph wont apply if the grant or payment is iro programmes or schemes that Minister has identified by way of notice in the Gazette

· No deduction of fines, bribes, unlawful kickbacks or penalties due to unlawful activities

SPECIFIC TRANSACTIONS

· Advertising – allowed as deduction, but in certain circumstances if extensive advertising campaign may create an asset of a permanent nature for buss or an enduring benefit and is therefore expend of a capital nature
· Damages and compensation – can hardly b said that incurred in production of income and will b allowed only if connection between the buss carried on and the cause of the L for damages is very close, thus inevitable concomitant of the trade

· Donations – gratuitous payments not made in production of income but rather an appropriation of income that has already been earned

· Education/Training – normally its of capital nature, but if to maintain level of knowledge or expertise then its non-capital in nature

· Entertainment – agent getting more than 50% of salary from commission can deduct all entertainment expenses incurred in production of income.  Deduc 4 entertainment incurred by normal employee is not allowed, only if more than 50% is from commission. 
· Goodwill – amount payable for goodwill of buss is capital and thus not deductible
· Insurance – SARS grants deduction for all insurance premiums, but insurance for capital assets not necessarily deductible

· Interest – loans for buss purposes is deductible.  Interest on loan for capital purchases which produce exempt income, or used to pay divs, or used to pay taxes are not deductible

· Salaries and wages – is deductible, coz incurred in production of income.  Incentives used to keep employees and as reward for their service is also deductible
· Theft losses – losses coz of theft of stock or money by employees and public are normally deductible unless may regarded as inevitable concomitant of trade carried on.

· Vacant or unproductive property – non-capital expend on this is not deductible as not incurred in production of income

· Wasting assets – expend in acquisition of these assets is of capital nature (mines, quarries are exhausted)

SUMMARY

· All above parts must b present for expense to b deductible
· Key components are carrying on a trade and in the production of income, not of capital nature and expended for purpose of trade

