
accountancysa.org.za    57   June 2018

JUNE 2018

TAX PROTECTIONISM
IN A DIGITAL GLOBAL 

ECONOMY

TEETHING ISSUES  
IN COUNTRY BY COUNTRY 

REPORTING FILING

UNDERSTATEMENT PENALTIES 
COURT ADDRESSES THE 

‘PREJUDICE’ REQUIREMENT 

GLOBALISATION

58

62

64



knowledge. To achieve such interaction and integration, barriers that separate 
and divide people, companies and countries on the aspects of trade, capital 
movement, people movement and knowledge need to be removed or 
reduced. 

Such barriers can be political, cultural or structural. Trade has always been 
a central driver of globalisation and the speed at which trade can be done 
through the movement and sharing of the four basic aspects has increased 
the desire to achieve more globalisation. The speed of effecting such 
interconnectedness has always been a limiting factor, though an exponentially 
increasing one as societies modernise. For example, in 1492 Columbus took 
10 weeks to cross the Atlantic, by 1938 it took just 25 hours from Berlin to 
New York, and today it takes a mere nine hours (Concorde did it in under three 
hours). 

Just as with physical goods and services, digital goods and services have 
experienced an exponential increase, though at even greater speeds and 
achieving a much broader level of interconnectedness. In 1992 dial-up Internet 
at 28 kbit/s became commercially available and it would have taken 83 
hours to download a 1 GB file. By 2005 the speed of ADSL, as an improved 
technology, had increased to 1 mbit/s and download time reduced to 2,5 
hours, and today an 80 mbits/s fibre line will download such file in under 
two minutes. Similarly, in 1995 16 million people used the Internet (0,4% of 
the global population), by 2003 it was 603 million, and in 2017 this was 4,1 
billion people (54% of world population). This global expansion could not have 
happened without globalisation and has unlocked trillions in economic trade 
and value.

So, if globalisation is good for producing economic value and the digital 
economy expands it exponentially, why is everybody not happy?

‘Globalisation’ is the process of interaction 
and integration among different people, 
companies and countries, realising an 
interconnectedness of the world through 
people, ideas, culture and trade. 

In 2000, the IMF identified four aspects 
of globalisation, namely trade and 
transactions, capital and investment 
movements, migration and movement 
of people, and the dissemination of 
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THE CONCEPT OF GLOBALISATION 
OR INTERCONNECTEDNESS IS 
NOT NEW, AND HISTORY IS FULL 
OF DESCRIPTIONS OF PEOPLE 
TRYING TO CREATE IT − BE IT 
ALEXANDER THE GREAT, THE 
ROMAN EMPIRE, MARCO POLO 
OR GENGHIS KHAN. AS WITH 
ALL THINGS IN BALANCE, THE 
ANTAGONIST TO GLOBALISATION IS 
PROTECTIONISM
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PROTECTIONISM: BRINGING 
A BALANCE OR JUSTIFYING 
UNILATERISM?

Globalisation through the ages has 
never had it all its own way, from the 
Romans preventing growing grapes 
beyond the Alps to WWI where 
economic ties were cut and interbank 
and trade collapsed. In the latter, it was 
replaced with a divide in concepts of 
liberal world economies and those of 
statism, protectionism and nationalism 
as alternatives. Carla Strikwerda 
concludes on a similar statement by 
noting that the lesson of this story 
for the 21st century is to check the 
dangers inherent in a multipolar world, 
where globalisation produces both 
economic growth and social tensions.  
Though it seems to remain consensus 
that free trade has always as a gross 
sum produced more value, how that 
value is distributed between countries, 
companies and people and the fairness 
thereof is a different question, invariably 
leading to tension and disgruntlement 
between countries, companies and 
people. 

To continue to encourage free trade 
and regulate this tension created by 
it, various bi-lateral and multi-lateral 
agreements have been in place in the 
last century. The latest was the creation 
of the World Trade Organisation in 
1995, which was intended as the 
de facto overseer to ensure that 
everyone plays nicely in the global 
trade playground and that a balance is 
maintained.

So, what is protectionism and where 
does it fit in if the WTO encourages 
free trade? 

‘Protectionism’ can be defined as a 
policy of protecting domestic industries 
against foreign competition by means 
of restrictions. The most common of 
these are taxes and tariffs. However, 
since the 2008 economic downturn, 
protectionism has also taken on a 
new role, directly protecting the fiscal 
base of countries and not just their 
domestic industries. Digital goods and 
services have created their own unique 
challenges, as they have circumvented 
the traditional rules of physical 
resources, brick and mortar, and people 

to provide and deliver such good and 
services. They also don’t require huge 
conglomerates to be global giants 
(consider Supercell, Shutterstock and 
WhatsApp), though they may invariably 
end up in one. So why is this? 

A recent discussion with Dr Brian 
Keegan of the Irish Institute of 
Chartered Accountants and a colleague 
on the Global Accounting Alliance Tax 
Directors Group shed some light on 
this as he remarked, ‘What is important 
to have control over, has changed.’ 
For hundreds of years controlling 
prime resources was everything, be 
it the spice routes to the East or the 
mines in Africa. This was followed 
by industrialisation and control of 
manufacturing in the 20th century with 
corporate giants from Japan, Germany, 
China and the USA dominating as they 
had control of the IP, skills, tooling 
and logistics (that is, transport and 
distribution). 

The next change, according to Keegan, 
will be controlling consumption 
markets. For the digital economy, it 
does not matter where the primary 
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resources are controlled or where 
the goods or services are created, as 
manufacturing can easily be duplicated 
due to availability of knowledge and 
people’s ability to reskill. Thus a 
properly programmed robot can weld 
and solder as well as a highly trained 
third-generation artisan. Where you can 
sell these goods and services is more 
important, especially where a business 
has access to an instant global market 
from the basement in their mother’s 
house. Congested markets in ageing 
developed countries versus capacious 
markets in fairly youthful developing 
countries thus become an important 
discussion point for future fiscal policy. 

This change of ‘what is important to 
control’ has created a dilemma for 
fiscal authorities, as taxation of neither 
primary resources nor domestic 
industry is the ‘be all’ it used to be, 
nor will it be in future. Countries lack 
control of the digital trade market 
and, even worse, it may no longer 
even be desirable to control or protect 
local industry which cannot produce 
digital products that sell to the global 
integrated market, as they will not 
produce income and taxes. 

Then came the 2007 global financial 
crisis, the worst global economic 
disaster since the Great Depression 
of the 1930s, and not only was value 
destroyed, but fiscal collections also 
plummeted. A new plan was needed to 
ensure a cut of the fiscal pie in this new 
digital economy.

BEPS: FUEL TO THE 
PROTECTIONISM FIRE?

Base erosion and profit shifting (BEPS) 
has been seen as such a great risk 
for individual countries’ fiscal health, 
given the decrease in economies and 
taxes, that a special project led by Mr 
Pascal Saint Amans was launched by 
the OECD in 2012 to address these 
leakages in a global and changing 
economy.

According to the OECD, the problem to 
be addressed − as set out in its 2013 
BEPS policy brief  − was as follows:

  ‘Globalisation has opened up 
opportunities for multinational 

enterprises (MNEs) to greatly 
reduce the taxes they pay, 
sometimes close to zero. Gaps 
and mismatches in tax rules can 
make profits “disappear” for tax 
purposes or allow the shifting of 
profits to no- or low-tax locations 
where they have little or no 
economic activity. This activity is 
referred to as base erosion and 
profit shifting (BEPS). Moreover, 
the growing importance of 
the service component of the 
economy, and of digital products 
and services that often can be 
delivered over the Internet, has 
made BEPS much easier.’

In a 2015 visit to South Africa, Mr 
Amans reaffirmed what was already 
stated in the 2013 policy brief, namely 
that the problem of BEPS was, in a 
nutshell, countries’ inability to align 
tax policy and rules so that there are 
no gaps in cross-border tax design. 
The reason that the various fisci were 
not getting their slice of the pie was 
in effect of their own making. He also 
warned of unilateral action by countries 
which could result in double tax and a 
negative impact on investment, growth 
and employment. 

So how did the OECD approach the 
digital economy? BEPS Action Plan 
1 dealt with the digital economy and 
made the following observations:

• The digital economy is becoming 
the economy itself.

• The digital economy does not 
create unique BEPS challenges; it 
merely exacerbates them.

• Direct taxes on the digital economy 
are difficult under current rules due 
to challenges created by persons 
having a presence in a particular 
economy without creating a nexus 
determining value attribution and 
characterisation of income.

• Indirect taxes have similar 
challenges but include further 
collection challenges. 

However, while increasing the size of 
the pie was one thing, dividing the pie 
slices between countries, companies 
and people was another challenge 
altogether. This is where unilaterism 
and protectionism kicked in.

A central problem to emerge seems 
that the traditional direct tax rules of 
‘giving taxing rights to where profits 
are booked’ do not work in the digital 
economy but ‘giving taxing rights 
where the money has been earned’ 
does. Addressing this challenge 
has created much controversy with 
countries like France, which are seeking 
to ringfence this approach to the digital 
economy by introducing a digital tax 
on tech companies’ turnover from 
these countries. The USA opposed 
this discriminatory approach and rather 
seeks a total overhaul of the current 
taxing rights principles, possibly 
even on the money earned basis, but 
including all economic activities. This 
proposal in turn creates a dilemma for 
Germany who, unlike many of its EU 
brethren, has a strong export economy 
with profits booked in Germany but 
earned elsewhere. 

Other direct tax unilateral actions 
include the UK and Australia’s diverted 
profit tax (aka ‘Google Tax’), which 
seeks to allow revenue services to 
redetermine a transaction. It would 
then be allowed to apply a penal 
direct tax rate where companies 
do either business in the country 
without creating a tax presence or 
where such companies together with 
connected parties create a structure 
to secure a tax benefit that is deemed 
to have no commercial substance 
(spot any similarities to South 
Africa’s impermissible tax avoidance 
arrangement legislation?). The USA 
has not ignored its perspective on the 
digital economy, which is that it wants 
a slice of the pie earned elsewhere 
but by its tax residents. Its 2018 tax 
reforms contained many proposals, the 
three main ones being:

• Base erosion anti-abuse tax (BEAT): 
This is essentially a comparative 
between actual tax paid and a 
notional tax amount determined 
after excluding certain foreign 
connected persons transactions 
at a specified rate (BEAT tax). If 
your BEAT tax is higher than your 
normal tax, BEAT tax is levied.

• Mandatory repatriation tax: 
Untaxed and unrepatriated profits 
and earnings (since 1986) will be 
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subject to a once-off tax, incentivising tech companies like Google and Apple 
to bring profits to the USA.

• Global intangible low-taxed income (GILTI) and foreign derived intangible 
income (FDII): This is a stick and carrot approach whereby a tax will be levied 
on the undistributed profits of US-owned foreign CFCs on intangibles (the 
stick for externalising intangibles) and also allow a deduction for FDII brought 
back (the carrot). 

Many of the above unilateral measures may even find their way to the WTO to 
determine whether the protectionist measures are fair in the spirit of free trade or 
overly ambitious and protectionist.

Challenges have also arisen in respect of indirect taxes. Countries like South 
Africa, Russia and New Zealand have sought to avoid the direct tax challenges 
by imposing indirect taxes (VAT), but that has brought about its own challenges 
in respect of scope (in other words, what are the transactions that can be taxed), 
determining where the money is earned (place of consumption), and who the 
person that consumed is in relation to the country that has taxing rights, especially 
where intermediaries like Amazon Store and eBay are involved. In 2016 Australia 
amended its law and now uses direct tax residency as a proxy for such place of 
consumption test. South Africa has gone even further, proposing new regulations 
using either residency, payment from a local bank, or any local recipient address 
as proxy for place of consumption. 

THE OTHER DIGITAL SPANNERS IN THE WHEELS

Digital trade and transactions are not the only aspects of globalisation that have 
attracted fiscal interests and concern. In relation to investment and capital, 
cryptocurrencies are also providing some challenges as to who is investing and 
how they can be identified and what is the value at a given point in time, given the 
spectacular volatility of these instruments. People mobility and machines create 
further challenges for countries to determine who their tax residents are and 
whether they can keep them. Also, as more work is automated, who will be taxed 
and on what in future? The same applies to knowledge and Artificial Intelligence. 
For example, if call centre and technical skills are transferred to a recipient by an 
AI in a computer somewhere, how do I tax this and who should I tax if we don’t 
know who owns the AI? Not knowing who and what to tax has already been a 
problem with personal information data extracted by Google and Facebook by 

barter payment through ‘free products’ 
and on selling to advertisers etc in other 
jurisdictions.  

CONCLUSION

The integration of culture, trade and 
people is happening so fast that it 
seems unstoppable. Or has the Trump 
victory and Brexit vote shown us it is 
not? 

In 1845 Frédéric Bastiat said, ‘When 
goods don't cross borders, soldiers 
will,’ and history has taught us that 
though protectionism may correct 
some of globalisation’s wrongs, it never 
stops it, even if it requires the ugliness 
of war. Slicing up the pie between 
countries fairly is only the first step; 
slicing up the pie fairly between people, 
both in and across borders, is becoming 
even more critical.

If you believe globalisation is inevitable 
− like many do − governments and 
fiscal authorities globally will have to 
rethink how they fund themselves 
and maintain their economies and, 
most important, societal harmony. It 
seems companies and governments 
have focused on moving to controlling 
consumption and markets within their 
borders, but once borders and citizens 
become redundant concepts, so will 
the current approaches.  
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It also clarifies how to submit the master and local file returns. The person 
submitting the return should therefore first acquaint him- or herself with this 
guide before embarking on completing the submission. 

MANUAL CAPTURING IS TIME CONSUMING

The CbC01 form meets the OECD’s requirements, but its layout is different 
from that of the OECD’s model template since it follows the South African-
based returns developed on eFiling.

The CbC01 form submission requires manual capturing, although it is available 
on eFiling. This is regrettable considering the digitalisation drive, and the person 
submitting should therefore be prepared for a time-consuming exercise.

GENERIC SYSTEM ANOMALIES

Currently, errors occur when the SARS eFiling page is opened in the Google 
Chrome browser. It is therefore advisable to use Internet Explorer.

As the information is loaded onto the CbC01 form, the size of the return 
increases. This affects the load times of each field in the CBC01 form that 
needs to be captured, as well as the saving of the return. Extremely long load 
times occur when saving the return, especially once the list of constituent 
entities grows beyond 20.

SPECIFIC SYSTEM ANOMALIES WHEN CAPTURING THE REPORTING 
ENTITY

When ‘Net Revenue’ is captured, the system initially did not allow one to input 
negative revenues as reported by certain jurisdictions. SARS has taken note 
of this anomaly and has subsequently updated the system to allow for such 
negative values to be captured.

SPECIFIC SYSTEM ANOMALIES WHEN CAPTURING CONSTITUENT 
ENTITIES

The tax reference number of each constituent entity needs to be captured, but 
the field only provides for a maximum of 11 characters. If the constituent entity 
tax reference number comprises more than 11 characters, the numbers will be 
cut off.

Globalisation is a reality, resulting in 
national markets and economies integrating 
and operating on a worldwide scale. This 
has allowed multinational enterprises 
(MNEs) to choose where to operate and 
where to pay (or not pay) tax. 

The Organisation for Economic Co-
operation and Development (OECD) 
realised around 2012 that in order to curb 
the complex tax compliance risks, which 
arose as a result of globalisation (such as 
transfer pricing manipulation and cross-
border structuring), greater transparency 
and an automatic exchange of information 
between tax administrations was required. 
This resulted in the creation of Country by 
Country (CbC) reporting.

South Africa has adopted the OECD’s 
Action Plan 13 on base erosion and profit 
shifting (BEPS), which includes CbC 
reporting and in terms of which MNEs 
are required to report on their operations 
in every country in which they operate. 
South Africa introduced the domestic legal 
framework of CbC reporting, master file 
and local file returns effective for years of 
assessment of MNEs commencing on/after 
1 January 2016. 

Given that the first filing date for CbC 
reporting, master file and local file returns 
was 28 February 2018, after an extension 
had been given by the South African 
Revenue Service (SARS), the filing of 
such returns remains new and untested. 
The introduction of such filing was sure to 
create some teething issues given the new 
terrain and system to be introduced. 

SARS has released an external guide on 
‘How to complete and submit your country 
by country information’, which is useful in 
understanding the compliance obligations. 
It provides screen grabs and explanations 
on how to complete and submit the CBC01 
form. 

TEETHING ISSUES  
IN COUNTRY BY COUNTRY REPORTING FILING

IT IS WORTH CONSIDERING THE 
TEETHING ISSUES INVOLVED IN 
COMPLETING THE CBC01 FORM, 
MASTER FILE AND LOCAL FILE 
RETURNS, AND TO PREPARE 
FOR SIMILAR SUBMISSION 
REQUIREMENTS IN FUTURE 

15 MIN
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The ‘Incorp Country Code’ needs to be selected to note 
where the constituent entity is incorporated. Abbreviations 
are used for the incorporation country code list, which makes 
navigation more challenging. The data also does not pull 
through when the constituent entity form is re-opened, in 
other words the field remains blank.

In the event that the main business activity of the consistent 
entity is not pre-populated, the ‘Other’ option should 
be selected from the pre-populated list. Subsequent to 
this selection a free text field of ‘Other Business Activity 
Information’ should be completed with a brief description of 
the constituent entity’s business activities.

The ‘Number of Constituent Entities in the Tax Jurisdiction’ field 
should in theory pre-populate as each constituent entity’s details 
are captured. The system however sometimes defaults to one, 
even though more constituent entities have been captured. 

Furthermore, the list of constituent entities that have been 
captured is not necessarily showcased, which results in re-
capturing the constituent entities a number of times until it 
appears on the list.

The deletion of a constituent entity in a tax jurisdiction that 
has been incorrectly captured also creates an anomaly in 
the sense that only the latest loaded entity can be deleted. 
Hence if one would like to delete/eliminate the 10th captured 
constituent entity of a total of 20, one would need to delete 
constituent entity numbers 11−20 in order to delete the 10th 
captured constituent entity. The information of the jurisdiction 
is therefore lost.

Some of the teething issues have thankfully been resolved 
as SARS has updated the system on a weekly basis since its 
launch. The continued and constructive improvement of the 
system is commendable. SAICA believes that a collaborative 
approach is best suited in seeking actual solutions, so if you 
experience any practical difficulties with the CbC01 form, 
master file and local file returns completion and submission, 
you can contact us at taxcomments@saica.co.za. 

Unfortunately, the jurisdictions names are not pre-populated, 
which results in frustration as the jurisdiction name needs to 
be selected from the lists − alternatively, typed out − in four 
fields.

Similarly, the ‘Trading Name’ does not default to replicate the 
‘Registered Name’ field, which results in duplication of efforts 
to capture.

The CbC01 form requires that the ‘Main Business Activity’ 
of the constituent entity should be selected from the pre-
populated list incorporated into the form. The pre-populated 
list does however not always avail itself. 
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on an enterprise, although it was charging VAT for the 
consultancy services rendered. SARS subsequently issued 
VAT assessments against the company, which the taxpayer did 
not object to. The VAT assessments reduced the income tax 
assessments by an equal amount and the overall tax liability 
therefore did not change. SARS submitted that the company 
had claimed a refund of R13 777 347,74, which represented the 
amount paid in provisional tax. The company did not dispute 
these assessments. 

SARS also imposed USP of 100% on the income tax and 
100% on the VAT liability. SARS concluded that the taxpayer’s 
behaviour constituted ‘gross negligence’. While the company 
did not dispute that its returns contained ‘an omission’ or 
‘an incorrect statement’ for income tax purposes or that it 
was ‘in default in rendering the return’, it contended that 
the ‘omission’ and ‘default’ did not result in any ‘prejudice 
to SARS or the fiscus’ and lodged an objection on this basis 
against the imposition of the penalties. SARS amended the 
relevant conclusion on the applicable behaviours for USP and 
reduced the penalty to 25% for income tax and to 50% for VAT. 
SARS concluded that since it had been in possession of the 
company’s funds throughout, the USP on income tax should 
be imposed on the basis of ‘failure to take reasonable care’. For 
VAT purposes, SARS characterised the company’s behaviour 
as ‘no reasonable grounds for the tax position taken’. 

In IT 14247 of 18 August 2017, the Income Tax Court (the 
Court) clarifies when SARS or the fiscus has suffered a 
prejudice that requires the imposition of an understatement 
penalty in terms of Chapter 16 of the Tax Administration Act 
28 of 2011 (TAA).

To impose an understatement penalty (USP) in terms of 
Chapter 16 of the TAA, an understatement must have 
occurred, which is defined as SARS or the fiscus having 
suffered a prejudice as a result of the five listed matters.

Though a ‘substantial understatement’ has monetary 
thresholds, there is no express requirement that the prejudice 
should be financial in nature, although many tax specialists 
have insisted that unquantifiable or non-financial prejudices 
would be nonsensical. The exact scope of this provision is 
still to be tested, but the Court in this matter has given some 
insights into specifically how the fiscus, as opposed to SARS, 
suffers a prejudice.

This case is an appeal by the taxpayer against the imposition 
of understatement penalties on both income tax and VAT 
in terms of section 222(1) of the TAA and the nature of the 
discretion of the Court to increase the USP rate. The main 
issues centre on the meaning of ‘prejudice to SARS or the 
fiscus’ and the exercise of power by the Court.

THE CASE IN SUMMARY

The facts and arguments

The taxpayer, an investment company, rendered financial 
advisory services to Black Economic Empowerment (BEE) 
entities and was paid R25 million for these services, which 
were stated as being inclusive of VAT. Although the company 
had submitted nil returns for income tax for the 2011 to 2014 
years of assessment, it had paid provisional tax amounting 
to R13 777 347,74 for the same period, which resulted in 
a credit balance in the company’s income tax account. On 
enquiry from SARS, the company’s sole director could not 
explain the origins of the provisional tax payments, insisting 
that the company was not trading. On further enquiry, SARS 
was provided with tax computations of the amount by a 
representative of the taxpayer.

The company did not register for VAT and also failed to 
submit VAT returns despite clear evidence of carrying 

WHETHER IT 14247 PROVIDES ANY CLARITY OR 
GUIDANCE AS TO WHAT PREJUDICE SARS OR 
THE FISCUS SEPARATELY MUST SUFFER BEFORE 
AN UNDERSTATEMENT PENALTY (USP) CAN 
BE IMPOSED MAY BE THE SUBJECT OF MUCH 
FUTURE DEBATE

UNDERSTATEMENT PENALTIES 
COURT ADDRESSES THE ‘PREJUDICE’ REQUIREMENT  
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taxpayer. As such, SARS suffered a 
prejudice in the form of opportunity 
costs occasioned by the delayed 
recovery, thus resulting in unnecessary 
resource allocation due to the omission. 
The Court also concludes that, in fact, 
the interest accruing on the refund on 
the provisional tax payment was for the 
benefit of the taxpayer. 

The Court therefore concluded that 
SARS discharged its onus of proving an 
‘understatement’ by the taxpayer of its 
income tax and VAT as contemplated in 
section 221 of the TAA and considered 
the next question, namely whether 
SARS should impose a penalty on the 
understatement, and if so, the quantum 
thereof. 

The Court next had to determine the 
highest applicable penalty. In explaining 
the purpose of penalties, the Court 
noted and agreed with cited case 
law, that penalties are there to ensure 
accurate and honest returns and that its 

The taxpayer still felt aggrieved, maintaining its argument that SARS suffered no 
prejudice given that SARS had always controlled the money subject to refund. The 
taxpayer appealed to the Court to set aside the USP in its totality and SARS cross-
appealed that the penalties levied were too lenient and should be increased as the 
Court was obliged, in the exercise of its powers under section 129(3) of the TAA, 
to hear the matter de novo and to therefore increase the penalty to the highest 
applicable amount. This section provides that in the case of an appeal against USP 
imposed by SARS, the Court must decide the matter on the basis that the burden 
of proof (that is, of proving the facts on which it relies for imposing an USP) is upon 
SARS and may reduce, confirm or increase the USP.

SARS contended that prejudice existed in the form of a loss of opportunity cost and 
additional use of SARS resources as a result of the company not submitting VAT 
returns and misstatements of taxable income earned. 

The taxpayer, without providing supporting evidence or explaining its previous 
confirmation that it did not trade, now submitted that the nil returns were rendered 
without its knowledge or authority via e-filing and that it was therefore merely in 
default of rendering the returns.

The judgment

In addressing the taxpayer’s main argument of prejudice, the Court accepted 
SARS’s uncontroverted evidence and argument that the taxpayer’s provisional 
tax refund amount (which was in the possession of SARS at all times) could not 
form part of the budgetary process, as it was held by SARS for the benefit of the 
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Exercise of powers by the Court

During the introduction and oral evidence, it was submitted by 
SARS that the Court should exercise its discretion to increase 
the penalties to 100%. Nowhere does the Court indicate that 
this submission is incorrect in relation to its powers in terms of 
section 129(3) of the TAA.

This section states that the Court must decide the appeal 
against the USP on the facts, given the burden of proof on 
SARS and then may reduce, confirm or increase the penalty. 

The word ‘may’ is defined in the Merriam-Webster Online 
Dictionary as follows (underlining ours):

  1b:  have permission to < you may go now >

 − used nearly interchangeably with can 

 …

 2:  used in auxiliary function to express … purpose or 
expectation … 

   or choice < the angler may catch them with a dip net, or he 
may cast a large, bare treble hook >

In Vacation Exchanges International (Pty) Ltd vs CSARS 71 
SATC 249 at 258 the Court held that in the determination of 
meaning of the word ‘may’, the Court has to consider the 
following:

• Language of the statute 

• Its general scope

• Purpose and objects 

This approach also accords with the rules of interpretation 
provided in Natal Joint Municipal Pension Fund v Endumeni 
Municipality 2012 (4) SA 593 (SCA).

In CIR v King 14 SATC 184 at 193 the Court makes the 
following statement as to the word ‘may’ in a tax Act:

  ‘It could surely not have been the intention of the 
Legislature that the Commissioner should be given a 
discretion, when he has been satisfied that the transaction 
falls within sec 90, in one case to say “I will use my 
powers under the section” and yet in respect of another 
possible identical transaction he should be able to say 
“I will not use these powers.” To allow this would be 
to make it possible for discrimination to be exercised 
between different persons.’

The tax court is created by statute hence, unlike other courts, 
its authority can be limited, which is recognised in section 
129 as limiting itself to prescribing authority to the tax court. 
It is submitted that a similar absurdity as in the King case 
would result if a tax court in terms of section 129(3) of the 
TAA could find that the facts indicate a much more grievous 
USP behaviour existed, but that it had a discretion to retain the 
SARS determination or even reduce the penalty. The intention 
and purpose of the relevant section could surely only be met 
if the court was compelled to amend the penalty based on its 
conclusion on the facts and the extent to which SARS met the 
burden of proof imposed on it for a particular behaviour with 

quantum is not directly dependent on the taxpayer’s income but 
the size of his default. 

The Court held that not submitting returns and rendering nil 
returns have the same outcome in determining the amount of 
the shortfall on which USP is calculated. The question before the 
Court was whether the 25% and 50% percentage USP would 
apply for income tax and VAT respectively so as to render the 
‘highest applicable understatement penalty percentage per the 
table in section 223’. 

It was held that since the taxpayer made understatements in its 
tax returns, it follows that it ‘must pay … the understatement 
penalty’ and that SARS is obliged to levy ‘the highest applicable 
understatement penalty percentage in accordance with the table 
in section 223’. 

It was further held that the highest applicable understatement 
penalty percentage per the table in section 223 is that of ‘gross 
negligence’ of a standard type, for which 100% of the shortfall 
applies. The Court cited case law dealing with the concept of 
‘gross negligence’ and concluded that the conduct amounted 
to ‘gross negligence’ and that the USP is therefore 100% of the 
shortfall, being the amount of the assessed taxes in each tax 
year.

In increasing the USP to 100% for VAT and income tax, the 
Court held that a failure to register for VAT and to submit VAT 
returns while charging for VAT constitutes behaviour much 
more serious than ‘no reasonable grounds taken for a tax 
position’ and concluded that such behaviour ought properly to be 
characterised as ‘gross negligence’ of a standard type. 

Without examining the merits in detail, the Court agreed with 
SARS that the USP imposed on both the income tax and VAT 
were unduly lenient and given the gross negligent character 
of the company’s understatement, the highest applicable 
understatement penalty is 100% for both the income tax and 
the VAT understatement. 

The Court dismissed the appeal, effectively replacing the 25% 
USP on income tax with 100% USP and replacing the 50% USP 
on VAT with 100% of the VAT.  No cost order was made.

Analysing the outcome

It should be apparent from the outset that the taxpayer was 
fortunate that the Court only imposed 100% USP for gross 
negligence as, on the evidence, or rather lack thereof, the 
taxpayer’s actions could quite easily be characterised as 
intentional tax evasion and its subsequent objections and 
appeals nothing less than obstructive behaviour. In fact, this 
case represents a lesson in knowing when to accept SARS’s 
good graces but also raises concern as to dealing effectively 
with the scourge of tax evasion when apparent.

This case raises a number of interesting questions:

• Whether the Court correctly exercised its powers in terms 
of section 129(3)

• How the structure of the refund provisions works, and

• The running of interest for the benefit of the taxpayer
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tax but requires a final determination of 
liability and determination of compliance 
of the refund with section 190 of the 
TAA. It could then invariably, depending 
on the facts, be calculated from a time 
prior to final determination. Factually it 
was clear that SARS never made such 
a determination as to the refund as it 
immediately questioned the authenticity 
of the returns submitted. It therefore 
never made a final determination of 
the liability (that is, corporate tax is not 
self-assessment, it is administrative 
assessment by SARS) and it also 
never concluded that an amount was 
properly refundable in terms of the law. 
Accordingly, there was never a debt to 
the taxpayer on which interest could be 
calculated.

CONCLUSION

Though the Court did not expressly 
state that prejudice should equate to 
financial prejudice, it did not seem to 
try and explore prejudices that did not 
have a financial impact. It did however 
seem to seek quite far for such financial 
prejudices.

It is submitted that the Court must 
take into account the proper construct 
of the TAA and consider the nature of 
the relationship between SARS and the 
taxpayer. It is furthermore important that 
the Court, in exercising its powers in 
terms of section 129(3), provides its own 
rationale independently for concluding 
that the relevant behaviour should be 
based on the facts and should not merely 
conclude on what SARS has submitted 
as the appropriate behaviour and whether 
sufficient evidence exists for such 
submission. 

the penalty automatically flowing from this conclusion. ‘May’ in this context seems 
again to be problematic as invariably it means ‘must’.

The Court should ostensibly also have followed a more principle-based approach, 
dealing with the specific behaviour of the company as evidenced from the facts. It 
is submitted that the Court should have expanded its rationale for finding that SARS 
discharged its burden of proof as to the various relevant behaviours and provide its 
own rationale for holding that the highest behaviour constituted gross negligence 
and not something more or something less. That is, the role of the Court is to 
independently re-determine the USP behaviour from the facts presented and not 
merely condone or reject SARS’s conclusion thereon. Had it done so, it may have 
concluded tax evasion rather than gross negligence. It is submitted that the Court’s 
conclusion that nil returns and failure to submit lead to the same outcome is incorrect 
as without explanation of the nil returns submitted, it shows intent to evade whereas 
not submitting would at least just be gross negligence. 

The matter of prejudice and the structure of the TAA relating to refunds

The Court seems to conclude on the existence of two prejudices, namely an 
opportunity cost and a resource allocation, though it does not seem to deal with each 
separately. The Court finds the following on these prejudices, namely:

• Delayed recovery of taxes due to SARS and thus loss of opportunity to use

• Inability to use funds or include in budgetary process where such funds are 
standing incorrectly to the credit of the taxpayer, notwithstanding its possession, 
and

• Accruing of interest for the benefit of the taxpayer while in SARS’s possession

The payment of provisional tax does not create provisional rights of repayment, that 
is, it is not held for the benefit of the taxpayer to set off against future liabilities like 
a deposit. Provisional tax by definition in section 1 of the TAA constitutes a tax in its 
own right as monies imposed by a tax Act. The obligation determined in the Fourth 
Schedule to the Income Tax Act 58 of 1962 and obligation to pay it as a tax is absolute 
and not ‘provisional’ as would seemingly be indicated by the Court. Therefore, no 
automatic prohibition to use such tax by the fiscus exists (not by SARS).1 

The next question is whether the refund and obligation to pay was created merely by 
submission of the nil returns. Looking at the structure of the TAA insofar that it deals 
with refunds, section 190 provides prospectively that SARS must pay a refund if a 
person is entitled to a refund of an amount properly refundable and if so reflected in 
an assessment. SARS need not authorise a refund until conclusion of a verification, 
inspection or audit is finalised. The obligation to pay operates as a future obligation 
once the requirements have been met as ‘provisional tax’ constitutes an absolute 
liability. The submission of return with a liability less than the provisional tax paid 
therefore does not constitute an unconditional obligation on the part of SARS. Section 
191 further provides that if a company has an outstanding tax debt, in this case the 
VAT liability due in terms of the VAT assessments issued by SARS, it may be set off 
against the refund properly determined. 

On the basis that there was no unconditional liability for SARS to pay the refund, 
it cannot be that there was prejudice to SARS in respect of the income tax refund 
on account, as it was not due and was not held for the benefit of the taxpayer as 
concluded by the Court. 

Accruing of interest and the structure of TAA relating to refunds

The Court makes a curious finding that in substantiating the opportunity cost, the 
interest on the funds paid as provisional tax accrued for the benefit of the taxpayer. 
Factually the money held in deposit at a bank would rather earn interest for the benefit 
of SARS. Interest does not in terms of section 89quat of the Income Tax Act 58 of 
1962 or section 187 of the TAA run automatically from date of payment of provisional 
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NOTE

1  It should be noted that SARS is not 
entitled to use the tax monies it 
collects on behalf of the state as it 
is subject to the Exchequer Act 66 
of 1975 in terms of section 23 of the 
SARS Act 34 of 1997. SARS funds 
are only those as per section 24 
of the SARS Act, which are mainly 
appropriations from Parliament.




