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THE CAPITAL V REVENUE QUESTION IN
THE CONTEXT OF GOVERNMENT GRANTS:
IN THIS THE SCA DECIDES IN FAVOUR OF THE
ISSUE MOTOR MANUFACTURING INDUSTRY

In the recent case of Volkswagen South Africa (Pty) Ltd v Commissioner
for South African Revenue Service 80 SATC 179, the age-old question of
whether a receipt is capital or revenue in nature was addressed by the
Supreme Court of Appeal (SCA), in the context of government grants paid
to motor vehicle manufacturers.
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THE CAPITAL V REVENUE QUESTION IN THE
CONTEXT OF GOVERNMENT GRANTS: THE
SCA DECIDES IN FAVOUR OF THE MOTOR
MANUFACTURING INDUSTRY

One of the objectives of the MIDP was the
rationalisation of the motor car models
being produced.

The Taxpayer
participated in the
PAA scheme and
received certificates
for the 2008 to 2010
years of assessment.
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In the recent case of Volkswagen South Africa (Pty) Ltd v Commissioner for South

African Revenue Service 80 SATC 179, the age-old question of whether a receipt is
capital or revenue in nature was addressed by the Supreme Court of Appeal (SCA), in
the context of government grants paid to motor vehicle manufacturers.

Background and relevant facts

In order to ensure the South African
motor manufacturing industry remained
internationally competitive, the South
African Government initiated a motor
industry development program (MIDP)

in 1995. One of the objectives of the
MIDP was the rationalisation of the motor
car models being produced. In other
words, the program sought to reduce

the number of models being produced

to improve performance and save costs.
The rationalisation required plant and
machinery upgrades and technology
enhancements (both of which involved
substantial capital outlay) and as such, the
Board on Tariffs and Trade recommended
the introduction of a Productive Asset
Allowance (PAA). The PAA, which was
provided in the form of a PAA certificate,
was available to those manufacturers

that invested a certain minimum value in
productive assets for the manufacture
and assembly of light motor vehicles.

The certificate provided for a rebate

on customs duty for certain categories

of motor vehicles, which was to be
calculated as a percentage of the value

of the productive assets approved by the
Director-General: Trade and Industry.

As such, manufacturers that participated
in the PAA scheme were reimbursed

for an amount up to 20% of the capital
expenditure incurred in the rationalisation

process by setting the rebate off against
the customs duty the manufacturer was
liable to pay on the importation of vehicles
to be sold in South Africa.

Volkswagen South Africa (Pty) Ltd
(Taxpayer), is a motor manufacturer
involved in the manufacture and sale of
motor vehicles, including the importation
and exportation thereof. The Taxpayer
participated in the PAA scheme and
received certificates for the 2008 to

2010 years of assessment, which rebate
amounts were reflected in its income tax
returns as accruals of a capital nature.
The South African Revenue Service (SARS)
rejected these amounts as being capital
in nature and issued assessments on the
basis that these amounts were revenue in
nature. The Tax Court confirmed SARS's
assessments, which decision the Taxpayer
appealed against.

Legal principles considered by the SCA

The pivotal question, in this case, was
whether the PAA certificates constituted
receipts or accruals which were capital or
revenue in nature.

Despite the myriad of court decisions
regarding the determination of whether
an accrual or receipt is capital or revenue
in nature (and the numerous guidelines
that accompanied them), there are no
set rules that can be applied to make

this determination. Various cases have
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Interpretation Note 59
issued by SARS on

10 December 2010 (IN59)
also gives an indication of
which receipts or accruals
of government grants will
be considered as capital in
nature and which will be
revenue in nature.
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reiterated that regard must always be

had to whether the accrual arose from

the realisation of a capital asset or
whether it was received in pursuance of

a profit-making scheme. Despite these
guidelines, the courts have also stated that
commercial and good sense must always
be the overarching basis on which such a
determination must be made.

Interpretation Note 59 issued by SARS on
10 December 2010 (IN59) also gives an
indication of which receipts or accruals
of government grants will be considered
as capital in nature and which will be
revenue in nature. Most relevant to this
matter is paragraph 3.2.3, which states
the following :

‘A government grant will be of

a revenue nature in the hands

of a person carrying on trading
operations if it is a trading receipt. A
grant is a trading receipt if its receipt
is a normal incident of a person'’s
trading operations. The nature of the
grant received and the relationship
which exists between the grant
received and the recipient’s activities
needs to be examined.

A government grant will be a trading
receipt when it is paid in order to
assist in meeting a person’s trading
obligations or in order to assist in
carrying on trading operations. A
grant of this nature results in trading
receipts being supplemented and
accordingly is itself a trading receipt.

By contrast, any amount received or
accrued for the purpose of:

e establishing an income-earning
structure, or

e compensation for the surrender
of such a structure, is of a capital
nature.’

IN59 suggests that SARS regards the
purpose of a government grant of utmost
importance in determining whether such
grant is capital or revenue in nature.

Judgment

The Taxpayer contended that the matter
could be decided by answering two
questions, these being:

1. What was the real and basic cause
of the accrual (i.e. in respect of what
activity was the grant made); and

2. Whether the abovementioned cause
was more closely associated with
the equipment of the taxpayer’s
income-producing machinery
(which would make it capital in nature)
or with its income-earning operations
(which would make it revenue in
nature).

The court considered this approach and
found it to be appropriate considering the
nature of the matter.

SARS contended that the PAA certificates
could only be redeemed by the payment
of customs duties and therefore only
accrued once the motors had been
imported. As such, they were so closely
connected to the income producing
activities of the Taxpayer that they were
revenue in nature. The SCA disregarded
this contention and held that the PAA
certificates did not accrue only once the
imports had been made but immediately
after they had been issued to the Taxpayer.
It found that the PAA certificates were
issued to compensate manufacturers for
at least a portion of the capital expenditure
incurred in pursuance of the rationalisation
of motor vehicle models and that this
clearly distinguished them as capital in
nature. The SCA added that the inability

to trade the PAA certificates was a further
indication of the capital nature thereof.
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The fact that the grants
were paid in the form of
rebates does not change
the capital nature of the
benefit received by the

Taxpayer.
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It was held that the capital investment
made by motor manufacturers was at the
centre of the PAA scheme and that without
these capital investments, no certificates
would have been issued. Furthermore, if
the grants had been paid in cash, there
would have been no dispute regarding the
capital nature thereof. As such, the fact
that the grants were paid in the form of
rebates does not change the capital nature
of the benefit received by the Taxpayer.

The SCA concluded that the PAA
certificates were in no way received as
part of a scheme of profit making and
reimbursed the Taxpayer in respect of a
percentage of its capital expenditure.
The SCA, therefore, upheld the appeal
and declared that the PAA certificates
were capital in nature.

Comment

The case raises a number of interesting
issues. Firstly, it is submitted that the
SCA applied the principles regarding the
classification of the accruals correctly,

by determining that the PAA certificates
were capital in nature. The SCA's reliance
on the contents of IN59 is interesting. In
our Tax and Exchange Control Alert of 4
May 2018, we referred to the Constitutional
Court's decision in Marshall NO and Others
v Commissioner for SARS (CCT208/17)
[2018] ZACC 11 (25 April 2018) where it
was held that it would only be justified to
rely on an interpretation note, if it reflected
a practice of an impartial application of

a custom recognised by all concerned.
Despite the Constitutional Court'’s
judgment that followed the SCA judgment,
It could be argued that the principles

in IN59 regarding the classification of
government grants could be relied on, as
the principles appear to be consistent with
the established principles laid down in
South African jurisprudence regarding the
determination of an amount as capital or
revenue in nature.
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