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1 Introduction

`Bosses pay has moved inexorably upwards, especially in America. In 1980, the average
pay for the CEO's of America's biggest companies was about 40 times that of the average
production worker. In 1990, it was about 85 times. Now this ratio is thought to be about
400. Profits of big firms fell last year and shares are still down on their record high, but
the average remuneration of the heads of America's companies rose by 6%.

. . . A recent poll in Britain found that 80% of people believe that top directors are
overpaid.' (Editorial `Where's the Stick?' 11 Oct 2003 The Economist at 13).

Directors' pay packages have recently been under scrutiny for what has

been referred to as `gluttonous corporate ethics' in the business press. As

more and more companies collapse or show poor returns, executive pay

packages are not correspondingly adapted (see, eg, (2003) 8 Fortune

Magazine (Eur Ed) 22).

South Africa has not escaped this affliction. For instance, Didata

executives still earned in excess of the equivalent of R37m in the 2001

financial year despite a loss of R451,2m for the year (7 Jun 2002 Sunday

Times). Its shares were trading at above R60 at the beginning of that

period but were below R10 a year later and were selling at R3,89 towards

the end 2003 (20 Nov 2003 Sake Beeld). Concerns resulting from these

perceived practices lead to the recommendation in the King Report on

Corporate Governance for South Africa (2002) (`King II') that South

African companies listed on the Johannesburg Stock Exchange, banks,

financial and insurance entities, and certain public sector enterprises are

to be compelled to disclose directors' remuneration individually when

reporting their annual results, while all other companies are to be urged

to give due consideration to the application of the Code insofar as the

principles are applicable (see par 1.1-1.2). This became effective in March

2002.

Sensational business press reports seldom touch upon the tax

deductibility of large executive and employee pay packets. The mere

fact that an amount is payable as remuneration does not imply that the

taxpayer will automatically be allowed to deduct that payment from his
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income (see EB Broomberg & D Kruger Tax Strategy 3 ed (1998) at 173).

The expenditure will have to comply with all the elements of the general

deduction formula before qualifying for deduction. It consequently has to

be actually incurred in the production of income, should not be of a

capital nature, and will be deductible only to the extent that it has been

incurred for purposes of trade (ss 11(a) and 23(g) of the Income Tax Act

58 of 1962; this Act does not contain any specific provisions dealing with

excessive remuneration other than s 11(l) which pertains to pension

contributions).

However, when considering excessive expenses, only two of these

elements are `under attack', namely the requirement that the expense has

to be in the production of income, and incurred for trade purposes. This

note will briefly consider these two elements and the role that the

excessiveness of an expense will play in determining whether a deduction

complies with the applicable provisions. It will also examine the

guidelines provided by case law and the practices of the Commissioner

for the South African Revenue Services (`the Commissioner'). The effect

of business principles and the recommendations of the King II Report

(supra) concerning managerial remuneration will also be considered.

2 The Trade Requirement

The preamble to s 11 of the Income Tax Act requires that before a

taxpayer may claim a deduction from income in terms of s 11(a), he must

be carrying on a trade. Section 23(g) furthermore prohibits the deduction

of any money to the extent that it is not laid out for purposes of trade.

Trade is widely defined in s 1 as including every profession, trade,

business, employment, calling, occupation or venture and the definition is

not considered to be exhaustive (see Burgess v CIR 1993 (4) SA 161(A) at

182).

The purpose for which the expenditure is incurred, is decisive and the

enquiry will necessarily be one of fact (see CIR v Nemojim (Pty) Ltd 1983

(4) SA 935 (A) at 953). It has been held that the test to determine

compliance with this requirement rests on whether there `is a real hope to

make a profit. Such hope must not be based on fanciful expectations but

on reasonable possibility' (ITC 1292 41 SATC 163). This statement was

placed in perspective by subsequent decisions which held that `the

possibility or otherwise of earning a profit is simply a factor, perhaps the

most important factor and perhaps, in the absence of anything else, a

decisive factor' in considering whether or not the requirement of s 23(g)

has been met (see ITC 1404 48 SATC 1; ITC 1385 46 SATC 111 at 115).

It consequently does not mean that the absence of a profit will necessarily

exclude the transaction from the ambit of the taxpayer's trade, as long as

it is so connected to the taxpayer's trade (eg, where it is disbursed on

grounds of commercial expediency or to indirectly facilitate the

taxpayer's trade) that it may be concluded that the moneys paid were
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expended for purposes of trade (see CIR v De Beers Holdings (Pty) Ltd

1986 (1) SA 8 (A) at 36; Meyerowitz on Income Tax (2002-3 ed) in par

11.44; De Koker A (ed) Silke on South African Income Tax (Memorial

Edition 2003 with latest replacement pages) at 7-40-6).

3 In the Production of the Income

The deductibility of an expense is restricted, in terms of s 11(a), to

expenses incurred `in the production of income'. The courts have

indicated that an expense will comply with this requirement if it is

incurred for the purpose of producing income. If so, all expenses with a

sufficiently close connection to the taxpayer's income-earning activities

will be deductible, to the extent that the expenditure can reasonably be

regarded as part of the cost of producing the income (see Port Elizabeth

Electric Tramway Co Ltd v CIR 1936 CPD 241 at 246). This does not

mean that there can be no deduction unless income has been produced;

the expense should merely be incurred with the purpose of earning income

(see Sub-Nigel Ltd v CIR 1948 (4) SA 580 (A) at 592). Even unnecessary

or extravagant expenses will not fall foul of this provision, provided they

are so closely connected with the business operation that they may be

regarded as part of the cost of performing it (see Port Elizabeth Tramways

supra at 244-5; ITC 1600 58 SATC 131).

4 Excessive Remuneration

`Excessive' in this context is generally defined as `beyond normal

limits . . . inordinate, undue, unreasonable, extravagant' (see www.

realdictionary.com). Synonyms such as `immoderate' and `beyond

measure' are suggested (ibid). An expense is excessive when it is more

than is necessary.

4.1 The Business Perspective

Pay packages could be measured against a number of indicators to

determine the `justness' or `excessiveness' of the reward from a business

perspective. It could be argued that they should be appropriately

competitive with market practices, should reinforce the company's

business objectives and values, should align the financial interests of

executives with the outcomes provided to shareholders, and also need to

reflect the unique capabilities required of the individual as well as his or

her individual contribution and value in the executive labour market (see

G Neill & A Berry `Remuneration of Australian Executives: A

Practitioner's View' (2002) 40 Asia Pacific J of Human Resources 228;

YD Tauber & DR Levy (eds) Executive Compensation (2002) at 2-3).

The King II Report recommended that, to facilitate formal and

transparent remuneration policies, entities subject to the Report should

have a remuneration committee consisting of non-executive, predomi-
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nantly independent directors (see App V, par 3, at 194). Non-executive

directors are not involved in the day-to-day management or full time

salaried employment of the company and are free from any relationship

with the company which could materially interfere with their capacity to

act independently.

The King II Report provided very broad guidelines for consideration by

a company's remuneration committee (ibid). These guidelines provide,

for instance, that in the determination of the base fee of executives and

senior management all the components of remuneration should be

flexible to suit each individual circumstance and mentioned the following

by way of guidance:

. the general rate of fees earned by directors in their professional

capacities (eg, as lawyers, accountants, executives) should be taken into

account;

. the remuneration packages, in the case of companies of unusual size or

complexity, may be measured against the level of the chief executive

officer's remuneration to establish some sort of `relativity',

. the company performance (ie, profit, dividend and share price) is not

considered to be of special significance for purposes of setting a base

fee; and

. the fee should be fair.

These guidelines may be criticised as too broad to add any real value.

However, they were purposefully phrased in these terms so as not to be

too prescriptive in a field where individualism and capitalism dictate

flexibility.

4.2 The Tax Perspective

Many of these `business' indicators are also helpful in determining the

deductibility of managerial remuneration. However, the question from a

tax perspective is not whether an expense is in excess of what may be

necessary; or whether it has attained the desired effect (eg, in respect of

projected company earnings or share prices); or whether it was

specifically provided for in for instance the articles of the company

(South African Revenue Service Income Tax Practice Manual (1996) at

A-234(7) (`Practice Manual')); or whether it was approved by a

remuneration committee, but whether it is deductible in terms of the

elements of the general deduction formula.

It has been proposed that the excessiveness of an expense may be a

factor in determining whether or not an amount was expended for

income-earning purposes and laid out for purposes of trade (see

Meyerowitz op cit in par 11.113). Although it is highly improbable that

truly excessive expenses would be in the production of income or for

trade purposes, one should nevertheless always test the facts against the

general principles and should be careful not to elevate a `factor', namely
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the excessiveness, to a substantive test for deductibility. The only basis on

which the Commissioner may disallow an expense, actually incurred and

not of a capital nature, which is excessive, is when, and to the extent that,

it was not expended for trade purposes and in not the production of the

taxpayer's income. This factual enquiry would not depend on the

remuneration policy of the independent remuneration committee or on

their recommendations in respect of individual executives' remuneration,

although it would certainly be taken into consideration. The burden of

proof that an amount is deductible rests with the taxpayer and has to be

discharged on a balance of probabilities (s 82 of the Income Tax Act;

Meyerowitz op cit in par 34.34). The courts take account of the taxpayer's

statement, but also consider the inherent probabilities established by the

facts, which can either corroborate or refute the taxpayer's statement

(Editorial `Directors' Fees and Managerial Remuneration' (1952) 8 The

Taxpayer 146).

The question that immediately arises is whether there are certain facts

that tend to substantiate or negate a taxpayer's submission that an

amount was expended in the production of income and for purposes of

trade, and if so, what they are. The South African Revenue Service

(`SARS') has made it clear that when considering the disallowance of a

portion of a deduction in the context of s 11(a) read with 23(g), it will be

guided by `various Court decisions affecting those sections and

particularly that of Aspro Ltd v Commissioner of Taxes, New Zealand

(1932 AC 683)' (see Practice Manual in A-234(2)). These guidelines will

now be considered.

5 Judicial Guidelines

5.1 Grossly Excessive Expenses

In the often quoted ITC 569 (13 SATC 447), the Court held (at 449)

that the considerations which should influence a court in determining

whether any portion of remuneration should be disallowed as not having

been laid out for the purpose of trade and for the purpose of earning

income were:

. that it is so grossly excessive that it could not possibly be regarded in its

total amount as producing income; and

. that it had been awarded for some ulterior motive such as, for example,

tax evasion or favouritism.

The first consideration of gross excess implies the ability to measure the

amount expended against a reasonable yardstick. The determination of

indicators enabling one to arrive at a reasonable open market value for

the remuneration in the circumstances remains problematical (see pars

5.4-5.7 below). The judgement in ITC 569 (supra) reflects the argument

that where an expense is excessive, the excess may be due to the existence

of a purpose other than the production of income or to benefit the
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taxpayer's trade, for instance, to provide a benefit to a specific employee

or to avoid tax by loading company expenses (see pars 5.2-5.3 below).

5.2 Ulterior Motive

It has been held that the absence of an ulterior motive will not, by itself,

give rise to the implication that the amount is reasonable or deductible

(see Meyerowitz op cit in 11.114; ITC 621 14 SATC 498; ITC 781 19

SATC 407; ITC 1530 54 SATC 261). The use of the word `motive' in ITC

569 (supra) was an unhappy choice as the Act refers only to `purpose'. In

Solaglass Finance Company (Pty) Ltd v CIR (1991 (2) SA 257 (A)), it was

held that the distinction between `motive' and `purpose' is a nebulous one

which may be conducive more to confusion than to clarity. What should

be determined is whether an amount was expended for a non-trade

purpose (a purpose other than profit, commercial expediency or

facilitation of the taxpayer's trade) or a non-income producing

purpose, too remotely connected to the taxpayers trade to reach the

conclusion that it was expended for purposes of trade.

ITC 567 (13 SATC 337) considered tax avoidance as the purpose for

excessive expenditure and is relevant although the case did not deal with

the payment of remuneration, but with the payment of interest. It was

held that the dominant purpose for the payment of interest to

shareholders on amounts owing to them was one of tax avoidance,

namely to reduce the income of the company by the deduction of this

expenditure. The expense was consequently not allowed as it was held not

to have been in the production of income.

In ITC 575 (13 SATC 476) the company paid its managing director a

regular travelling and entertainment lump sum in terms of an agreement

(see at 478). The company's deduction of this amount as an expense was

challenged on the basis that the amount was unreasonable. It was held

that the deduction of the amount could be denied if it was shown that the

contracted amount was out of all proportion to the amount that the

employee would be likely to spend, thus indicating that the employer, in

making the arrangement, had some other ulterior motive, such as the

desire to benefit the employee or to evade tax.

5.3 Special Relationship between Employer and Employee

Where the shareholders are also the directors of the company, or where

the employee is a member of the employer's family, the amount of the

remuneration may be manipulated and the purpose for fixing the amount

may be suspect. However, it should be noted that the existence of a

special relationship alone is not conclusive evidence of the fact that an

expense is excessive (see Tobacco Father v COT 1951 (1) SA 150 (SR);

ITC 9610, a decision of the Cape Income Tax Special Court discussed in

(2001) 50 The Taxpayer 113).
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In Aspro Ltd v Commissioner of Taxes, New Zealand (supra) the

evidence showed that there was `complete identity' between the

shareholders who fixed the fees and the directors to whom the fees were

paid; in other words, they were the same people. Consequently the Court

felt that it made no difference, except in regard to its bearing on the tax

liability of the company, whether the `fees represented fair remuneration

for the directors services or not' (at 689). It was also noted that since no

evidence was presented on how the fees were determined, the Court could

take into account that the fees were `fixed', once a fair estimate of the

trading results for the year was available, by allocating about two-thirds

of the estimated amount available for distribution to directors and

shareholders, for directors' fees. Consequently the New Zealand Court of

Appeal upheld the disallowance of a portion of the amount expended on

the two directors' fees due to the fact that the evidence did not indicate

that it had been exclusively incurred in the production of assessable

income.

The provision of a financial benefit to an employee or family member

for reasons other than commercial expediency was considered in a couple

of cases. In ITC 719 (17 SATC 467) the Court disallowed the deduction

of a portion of £3000 paid to a son for services rendered in connection

with the management of his father's farms. The agreement between the

taxpayer and his son was fairly vague and the son was supposed to be

more or less `paid by results'. On the taxpayer's own evidence, the £3000,

which was in excess of the son's previous remuneration, was not

determined solely as remuneration for the work done, or to be done, but

regard was had in addition to his remuneration (more specifically, his

lack of remuneration) in previous years. No evidence was advanced as to

what managers of comparative character were paid in the taxpayer's

neighbourhood. Consequently the Court was unable to accept the

contention that the amount was incurred in the production of income and

was convinced that other motives actuated the taxpayer in arriving at this

figure (see also ITC 601 14 SATC 276, and ITC 1011 25 SATC 283;

however, see ITC 735 18 SATC 204 where a different, unsubstantiated

conclusion was reached on similar facts).

The SARS Practice Manual provides that when a director or employee

is in a position to influence her remunerative package, which is then

found to be excessive, her `proper remuneration' should be estimated

taking any special qualifications which she possesses into account, as well

as the usual remuneration payable for similar services in the market,

while allowing `for a fair return to cover loans made to the company free

of interest and the use by the company, free of charge, of immovable

property or other assets belonging to the director or employee' (Practice

Manual in A-234(6)).
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5.4 Turnover, Net Profit, and Shareholding Percentage

Turnover and net profit may be used as a tool to measure the objective

reasonableness of a specific amount awarded as remuneration. In ITC

428 (10 SATC 350) the Court measured directors' remuneration against

the turnover of the company and the net profit in finding that their

remuneration was out of proportion to the value of their services (see also

ITC 348 9 SATC 59, and ITC 611 14 SATC 382).

This should be distinguished from a situation where the determination

of the amount of the remuneration relies on the existence of profits,

which may be indicative of a purpose other than the required `in the

production of income and for purposes of trade'. In ITC 1518 (54 SATC

113) the Court inter alia held that remuneration should be directly related

to the actual services performed and should not, for example, merely be a

percentage of the turnover in order to establish the nexus necessary for

determining that an expense was incurred in the production of the

taxpayer's income (see at 130; see also ITC 575 13 SATC 476 at 481; ITC

1214 36 SATC 155 at 156-8, and Aspro Ltd v Commissioner of Taxes, New

Zealand supra; but cf Tobacco Father v COT supra where the son received

a percentage as bonus). A deduction was denied in ITC 428 (supra) where

the directors' fees were not awarded in proportion to the actual services

rendered, but were based on their shareholdings.

Furthermore, where remuneration is determined only after the

connected service has been rendered, for instance only once the company

profit figures become available, it becomes difficult to prove that the

remuneration is based only on the true value of the service. In ITC 781

(19 SATC 407) the Court's disallowance of the full remuneration package

was influenced by the fact that the directors determined their

remuneration after rendering their services, indicating that this was

done without regard to whether the determination represented fair

remuneration for services rendered as would usually be the position when

an ordinary employee remuneration was agreed upon in advance.

In ITC 1214 (36 SATC 155) the director's remuneration increased with

the profitability of the company, having regard to the best tax advantage,

and not because the true value of his services as director had increased.

The deduction of the `excessive' part of the remuneration was

consequently disallowed.

5.5 Nature and Size of the Business

In ITC 397 (10 SATC 91) the size of the company, a moderately large

business, was considered in finding that it had paid its managing director

a larger salary than those awarded to heads of great financial institutions.

In Tobacco Father v COT (supra at 151-3) the Court held that the

open-market value of the service had to be determined in the market in

which those services were offered:
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`[I]t does not seem . . . that it is competent for the Commissioner or [this Court] to decide
what is a fair rate of wage in the tobacco industry. Each industry must decide for itself
what is a fair rate of wage. A rate of wage, after all, is a pure business proposition, and if
the industry decides that it is an economic proposition to pay certain high wages, it is for
the industry to make that decision and not for the Commissioner or for the Courts to
decide what is a reasonable wage in a particular industry.'

According to The Taxpayer, the nature of the business will indicate

whether the profits depend largely upon the services of its directors or

mainly upon capital employed. Only in the first instance will the

probabilities strengthen a taxpayer's argument that a substantial

remuneration reflects only the value of the services actually rendered

and no other purpose (see Editorial (1952) 8 The Taxpayer 146-7).

5.6 The Personal Circumstances of the Employee

In ITC 502 (12 SATC 153) the Court, in holding that the increment of

a managing director's remuneration was adequate, considered the value

of his services with reference to his responsibilities in the company, the

time he devoted to its affairs, and the length of his service with the

company (see also ITC 473 11 SATC 269). Any special or additional

qualification possessed by a director or manager should also be taken

into account (ITC 601 supra).

In Tobacco Father v COT (supra) the Court took note of the manager's

youth, but found that it was outweighed by evidence of comparable

remunerative packages, indicating the service's worth in the open market

in the same field. The Court accepted the evidence that the percentage

paid as bonus to the son was more or less what one of the witnesses was

prepared to pay that same son, and was actually less than what the son

had been offered by a neighbouring farmer immediately after he left

school.

An increase in remuneration must generally be based on an increase of

the value of the services, for instance due to the nature of the business

changing or the carrying of more responsibilities, and not on the

profitability of the company (ITC 1214 36 SATC 155), or as a measure to

raise inadequate salaries of employees further down on the ladder (see

Verrinder Ltd v CIR 1949 (2) SA 147 (T)).

5.7 Remuneration in Different Capacities

In ITC 1518 (54 SATC 113) the Court compared the managerial

remuneration received by two taxpayers with that paid for their

supervision of the farm and their director's fees. It considered the time

spent on their various services, and concluded that the managerial

services, which were performed early in the morning or late at night, were

remunerated excessively when compared to their full-time supervision of

the farm, even though it may have been a market-related remuneration

(see at 128, 130). Thus, where an individual acts in more than one
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capacity, the taxpayer should not only ensure that the remuneration

received for each position is market-related, but that it is in accordance

with the remuneration received as a whole.

6 Conclusion

The Commissioner has identified certain situations that would, by their

very nature, require close scrutiny of the taxpayer's purpose in incurring

the expenditure to determine whether it may have been incurred, not in

the production of income or for the purposes of trade, but for some other

purpose. Most of these situations correspond with, and are based upon,

the case law discussed above. They are:

. where the salaries or fees paid by a company to its directors bear little if

any relationship at all to the true worth of the work done by the

directors, for instance where the remuneration is based purely on an

arbitrary percentage of the turnover without any connection to the

value of the services rendered (Practice Manual in A-233 (4), (6));

amounts will be challenged also where no services have been rendered

at all, or where the remuneration was credited but not drawn by the

executive or employee (idem in A-234 (6));

. where a special relationship exists between the shareholders, directors,

members and employees (idem in A-233 (5)); and

. where a director draws remuneration from more than one company, in

which case the separate and aggregate remuneration should be

considered in relation to the services rendered, `which are necessarily

divided between the various companies' (idem in A-235 (8)).

It should be clear from the preceding discussion that a taxpayer should

be able to provide evidence indicating that persons dealing at arms'

length in similar circumstances would have contracted for a similar

remuneration package. Such evidence should preferably be of a

comparative nature, indicating the service's worth in the open market

in the same industry, so as to establish that the remuneration agreement is

nothing more than a commercial transaction with no other hidden

motives, and that the expense was consequently expended in the

production of income and for purposes of trade. A formal agreement,

arrived at by negotiation and in advance, would further facilitate a

favourable conclusion, especially if it is of long standing. In determining a

service's open-market value, various factors may be taken into

consideration: special skill, knowledge or experience on the part of the

employee; the degree of her responsibility; her value as employee to the

employer; the nature and conditions of the work performed; the value of

the remuneration in relation to the net profit of the employer; the

relationship between the employer and employee; and noncommercial

motives (Broomberg & Kruger op cit at 178, Editoral (1952) 8 The

Taxpayer 146).

76 (2004) 16 SA Merc LJ



A comparative open-market remuneration value may, however, not

always save the day. In instances where a director, for whatever reasons,

historically received a salary below the open-market value of comparable

jobs held by taxpayers employed by parties at arms' length, the company

may, to a certain extent, be vulnerable to attack if it increases the pay

package to a figure more commensurate with the open-market value of

the services rendered by its directors. Although the fees may, objectively

speaking, be reasonable and market-related, it is a fact that both parties

have historically accepted lower fees for the same service. Unless the

taxpayer can aver altered circumstances, for instance increased manage-

rial responsibilities, it would be difficult to prove that the increase was

not incurred with a purpose in mind other than the production of income

or trade (see Editorial (1952) 8 The Taxpayer 147; Editorial `Directors'

Remuneration' (1969) 18 The Taxpayer 82 and 143; and Editorial

`Disallowance of Directors' Remuneration and Other Excessive Expen-

diture' (1970) 19 The Taxpayer 102).

Just as a provision in a company's articles will have no direct effect on

the determination of the taxable income of the company (see Practice

Manual in A-234 (7)), the approval of remuneration by an independent

committee, such as the remuneration committees proposed by the King II

Report, will not automatically result in a deductible expense. However,

although not conclusive, it will be one of the considerations to be weighed

by a court when reflecting upon this issue, and it would consequently be

wise to draft a remuneration policy or recommendation in such a manner

that it does not serve as an insurmountable hurdle to the taxpayer's

burden of proof in a related tax matter.

Once a taxpayer satisfies the court that it had incurred expenses as part

of its trade and in the production of its income, the expenses should be

deductible, whether or not they are more than was reasonably necessary

(see Editorial (1952) 8 The Taxpayer 146).
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Interim Attachment of Goods Sold in a

Credit Agreement: More Clarity Required

LEE STEYN

University of KwaZulu-Natal (Howard College)

1 Introduction

BMW Financial Services (SA) (Pty) Ltd v Rathebe (2002 (2) SA 368

(W)) concerned an unsuccessful appeal, on behalf of a credit grantor,

against a magistrate's refusal to grant an order for the attachment of a
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