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Clarifying the interaction between
provisions dealing with cessation
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Constraints on revenue collection as a result of
the COVID-19 pandemic have led to the South
African Revenue Service (SARS) adopting a more
robust approach to revenue collection, placing
greater scrutiny on those taxpayers making use of
avoidance structures.
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Retrospective VAT apportionment:
Denial of input tax
The BGR 16 method
is unfortunately rarely
representative of the extent
to which a taxpayer applies
its resources for making
taxable supplies.

In delivering the judgment in the
Australian Full Federal Court decision in
HP Mercantile (Pty) Ltd v Commissioner
of Taxation, Hill J noted that the genius
of a value added tax (VAT) system is
that while tax is payable at each stage
of commercial dealings with goods or
services, an entity which acquires those
goods or services as a result of a taxable
supply made to it, is allowed a credit for
the tax borne by that entity. That credit,
known as an input tax, is available
so long as the acquirer makes the
acquisition in the course of carrying on
an enterprise. The system of allowing
input tax credits thus ensures that there
is no cascading of tax and is essential for
the operation of any VAT system.
A vendor that makes both taxable and
exempt supplies is only entitled to deduct
VAT incurred on expenses to the extent
that it makes taxable supplies. This is
because the vendor is considered to be
the final consumer of goods or services
acquired for making exempt supplies.
Section 17(1) of the Value Added Tax
Act 89 of 1991 (VAT Act) provides that
the extent to which VAT is deductible in
these circumstances, is determined by
the Commissioner for the South African
Revenue Service (SARS) in terms of a
binding general ruling or a binding private
(or class) ruling.
In a recent judgment handed down by
the Supreme Court of Appeal (SCA) in
Mukuru Africa (Pty) Ltd v Commissioner
for the South African Revenue Service
(520/2020) [2021] ZASCA (16 September
2021), the SCA held that a binding private
ruling issued by the SARS Commissioner to
approve an apportionment method to be
applied, cannot be applied retrospectively.
The judgment impacts on the entitlement
of a vendor to deduct input tax in relation
to taxable supplies.
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The judgment
Mukuru commenced trading in 2014
by providing money transfer, mobile
phone credit and bureau de change
services. It therefore makes both taxable
and exempt supplies and is required to
apportion the VAT it incurs on its expenses
in accordance with section 17(1) of the
VAT Act.
In its 2017 financial year, Mukuru applied to
SARS for approval to apply an appropriate
apportionment method. SARS issued a
binding private ruling in which it approved
the application of a transaction count
method. The ruling was made effective
from 1 March 2016, the commencement of
the financial year in which Mukuru applied
for the ruling.
Mukuru requested SARS to make
the ruling effective retrospectively
from 1 March 2014 when it commenced
operations, which SARS denied. Mukuru
appealed to the Tax Court which found in
favour of SARS. Mukuru then appealed to
the SCA. Both the Tax Court and the SCA
confirmed SARS’ view that the standard
turnover-based method as set out in
Binding General Ruling 16 (BGR 16) is the
only apportionment method applicable
to a vendor until SARS issues a binding
private or class ruling that allows a vendor
to apply a different method. SARS argued
further that proviso (iii) to section 17(1) of
the VAT Act expressly precludes SARS from
issuing a ruling that applies retrospectively.
The SCA agreed with SARS.
Proviso (iii) to section 17(1) provides that
where an apportionment method has
been approved by the Commissioner, that
method may only be changed with effect
from a future tax period, or from another
date which the Commissioner considers
equitable. However, such other date must
be within the vendor’s year of assessment
for income tax purposes in which the
vendor applied for the ruling.
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Retrospective VAT apportionment:
Denial of input tax...continued
Vendors who do not
apply timeously apply for
approval for an alternative
apportionment method,
find themselves in the
unfortunate position that
they are forced to apply
the BGR 16 method to
their detriment.

Counsel for Mukuru pointed out that
BGR 16 stipulates that a vendor may only
use that method if it is fair and reasonable.
Because the BGR 16 method was not
fair and reasonable given the nature of
Mukuru’s business, Mukuru argued that
BGR 16 did not apply to it. Mukuru also
pointed out that proviso (iii) to section
17(1) only applies if there was a change
in the apportionment method. Since
there was no change in the method
applied by Mukuru, proviso (iii) did not
find application.
The SCA held that the BGR 16 method is
a default method in the absence of any
alternative method approved by SARS,
and that Mukuru therefore “changed”
its apportionment method from the
default BGR 16 method to the approved
transaction count method. Consequently,
SARS was precluded from making
the ruling effective to apply to prior
financial years.

Impact of the SCA judgment
It was common cause that in the
circumstances, the BGR 16 method did not
yield a fair and reasonable apportionment
ratio given the nature of Mukuru’s
business, but that the approved transaction
count method was an appropriate
apportionment method.
The SCA did not consider whether the
BGR 16 method was a fair and reasonable
method for Mukuru’s enterprise. It held
that in the absence of an alternative
approved apportionment method,
Mukuru was compelled to apply the
BGR 16 method. Mukuru was consequently
required to apply an apportionment
method to deduct input tax in prior years,
which had no resemblance to its business
or the extent of its taxable supplies,
because it did not apply for a ruling when it
commenced trading.
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Implications
SARS stipulates in its VAT 404 Guide for
Vendors that in deciding whether the
BGR 16 method is appropriate, the vendor
must apply a common sense approach
which would be applied by a reasonable
person. The method must achieve a
“fair and reasonable” result which is a
proper reflection of the manner in which
the vendor’s resources are applied for
making taxable and non-taxable supplies.
The SARS statement is in line with the
context and operation of the VAT system
and the fundamental principle that taxable
businesses are entitled to a deduction to
the extent that they make taxable supplies.
The BGR 16 method is unfortunately rarely
representative of the extent to which a
taxpayer applies its resources for making
taxable supplies. It requires, for example,
that the gross amount of interest and
dividends received be included in the
denominator of the formula. Generally,
no taxable expenses, direct or indirect, are
incurred in generating dividends or interest
on surplus funds in a bank account. These
amounts are included in the formula on
the assumption that a vendor applies
its resources to generate dividends and
interest on the same basis as generating
taxable supplies.
The BGR 16 method, which the SCA
has now confirmed to be the default
apportionment method, hardly ever yields
a fair and reasonable result. Vendors
therefore generally apply for approval
to use an alternative apportionment
method which is a fair reflection of their
enterprise activities.
Vendors who do not apply timeously for
approval for an alternative apportionment
method, find themselves in the unfortunate
position that they are forced to apply
the BGR 16 method to their detriment. A
vendor that receives a substantial once-off
dividend at its financial year end and
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Retrospective VAT apportionment:
Denial of input tax...continued
Following the judgment
in the Mukuru case, the
legislature should consider
removing proviso (iii) to
section 17(1) of the VAT Act.

only manages to apply for approval of an
alternative apportionment method a day
after its year end, will not be allowed to
apply the ruling retrospectively. Instead,
the BGR 16 method will apply as default to
include the total dividend in the formula
and the vendor will find itself in the
unenviable position of not being entitled to
deduct a substantial portion of its input tax
for the prior financial year, even though no
expenses are attributable to the dividend.
In a similar vein, if a vendor obtained
approval to apply an alternative
apportionment method, but the ruling
expires and the vendor omits for any
reason to apply for a renewal of the ruling
before the end of the next financial year,
the vendor will be required to apply the
default BGR 16 method. The vendor could
be deprived of a significant portion of its
input tax deductions even though there
was no change in its business operations,
only because it omitted to apply timeously
for a ruling.
A vendor that applies the BGR 16
method which does not yield a fair and
reasonable result, but in favour of the
vendor (for example where the vendor
has substantial non-taxable activities
in respect of which it does not receive
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any consideration), may also find itself
in trouble. The SARS Guide for Vendors
stipulates that, although the term
“fair and reasonable” will usually be
perceived as a subjective concept, vendors
applying the BGR 16 method should be
objective and consider that the result must
be perceived as “fair and reasonable” from
the Commissioner’s perspective as well.
It therefore appears that, if in SARS’ view
the application of the BGR 16 method
yields an unfair result in favour of the
vendor, SARS will seek to apply a different
method retrospectively. However, if the
same method yields an unfavourable
result, in favour of SARS, SARS is precluded
from approving the application of a fair
and reasonable method retrospectively by
virtue of proviso (iii) to section 17(1).
The purpose of section 17(1) is to clarify
the extent to which vendors making mixed
supplies are entitled to deduct input tax.
It is not an anti-avoidance provision and
does not serve an administrative purpose.
It also does not seek to impose additional
non-deductible VAT on a vendor but
ensures that VAT is deducted to the extent
that the vendor makes taxable supplies,
in accordance with the operation of the
VAT system.
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Retrospective VAT apportionment:
Denial of input tax...continued
Such a prohibition is in direct
contrast with the context
and operation of the VAT
system which allows an
input tax deduction to the
extent that a vendor makes
taxable supplies.

The problem is that proviso (iii) to section
17(1) prohibits SARS from approving
the application of a fair and reasonable
apportionment method to prior financial
years. Such a prohibition is in direct
contrast with the context and operation
of the VAT system which allows an input
tax deduction to the extent that a vendor
makes taxable supplies. There is no reason
to deny an input tax deduction to a vendor
in relation to its taxable supplies, even
retrospectively. Otherwise, the operation
of the VAT system is distorted, and it
gives rise to a cascading of tax. Following
the judgment in the Mukuru case, the
legislature should consider removing
proviso (iii) to section 17(1) of the VAT Act.

Bearing in mind that the SCA has
confirmed that the BGR 16 method must
be applied as a default apportionment
method, BGR 16 also requires urgent
revision. The inclusion in the formula of
the total amount of non-taxable revenue
which does not require the application
of any taxable resources, does not yield
a result which is a fair and reasonable
reflection of the application of resources
by a vendor.
Until the legislation is amended and
BGR 16 is revised, vendors who make
both taxable and exempt supplies will
have to apply timeously for approval of
an alternative apportionment method,
or they will face the risk of being
burdened by non-deductible VAT on their
taxable supplies.
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Clarifying the interaction between
provisions dealing with cessation
of residency and the participation
exemption
The policy rationale for the
participation exemption
is to encourage capital
inflows and to provide an
incentive for South African
tax residents to repatriate
foreign dividends to
South Africa.

Constraints on revenue collection as a
result of the COVID-19 pandemic have
led to the South African Revenue Service
(SARS) adopting a more robust approach
to revenue collection, placing greater
scrutiny on those taxpayers utilising
intricate tax planning structures.
In the 2020 National Budget Speech
delivered by the Minister of Finance,
changes were announced to tackle
a loophole exploited by a number of
taxpayers relating to the interaction
between the rules around:
•

•

taxing capital gains in the hands
of South African tax resident
shareholders on the disposal of
shares in a South African company,
as contemplated in section 9H of the
Income Tax Act 58 of 1962 (Act).
providing a participation exemption
from capital gains tax on the disposal
of equity shares held by a South
African tax resident holding at
least 10% of the equity shares and
voting rights in a foreign company,
as contemplated in paragraph 64B of
the Eighth Schedule to the Act.

Section 9H of the Act provides that when
a South African tax resident company
changes its tax residency to another tax
jurisdiction, that company ceases to be
tax resident for South African income
tax purposes. The cessation of South
African tax residence is deemed to be a
disposal for capital gains tax purposes and
triggers capital gains tax. The company is
also deemed to have declared and paid
a dividend in specie on the day before
it ceased to be a resident – however,
this deemed dividend may qualify
for a dividends tax exemption under
section 64FA.
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Participation exemption
Section 10B(2) of the Act exempts
foreign dividends from income tax if
the shareholder, being a South African
resident, holds at least 10% of the total
equity shares and voting rights in the
foreign company declaring a foreign
dividend. This is commonly referred to as
the “participation exemption”. The policy
rationale for the participation exemption
is to encourage capital inflows and to
provide an incentive for South African tax
residents to repatriate foreign dividends to
South Africa.
Paragraph 64B of the Eighth Schedule
to the Act provides that South African
holders of shares are allowed to make a
tax-free sale of foreign shares in a foreign
company in which they hold an interest of
at least 10% as long as that sale is made to
a non-resident. The policy rationale for the
participation exemption in this paragraph
follows the notion behind the participation
exemption in section 10B(2) for foreign
dividends in that:
•

the profits realised from the sale of
shares represent unrealised dividends,
and

•

such profits would in any event
have qualified for the participation
exemption in section 10B(2) for foreign
dividends had they been declared as
a dividend to the South African tax
resident shareholder.
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Clarifying the interaction between
provisions dealing with cessation
of residency and the participation
exemption...continued
The proposed amendment
will apply retrospectively
from 1 January 2021 if
passed in its current form
and in respect of the holder
of shares in a company that
ceases to be a resident on or
after that date.

The concern expressed in the 2020 Budget
Speech was that residents that hold
shares in a resident company changing
its tax residency could, subsequent to the
cessation of its residency, dispose of its
shares in that (now foreign) company to a
third party and qualify for the participation
exemption available in paragraph 64B
in respect of any realised capital gain.
This is especially relevant where where a
controlled foreign company (CFC) ceases
to be a CFC as a result of the disposal of
all or some of the equity shares in that
CFC. Section 9H provides that the capital
gain or loss realised in respect of such
disposal is disregarded if the participation
exemption under paragraph 64B applies.
This scenario can be illustrated where:
•

•

a South African tax resident
company changes its tax residence
to another tax jurisdiction
(becoming a foreign company)
or a CFC ceases to be a CFC, and
triggers a deemed disposal of its
assets in terms of section 9H of the
Act on the day preceding its change in
residency, and
after its exit, the South African
tax resident shareholders dispose
of the equity shares in the new
foreign company and qualify for the
participation exemption available
in paragraph 64B in respect of the
gain on disposal of the shares, even
though the unrealised growth in the
value of the shares occurred while
the company was a South African
tax resident.
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This allows South African resident
shareholders to benefit from a
participation exemption on disposal of the
shares in a non-resident company that was
a resident company when the shares were
acquired and is clearly against the intended
purpose of the participation exemption.
It was therefore proposed that changes
be made in section 9H of the Act in
circumstances where shareholders
trigger a dividends tax exemption for
the company when a deemed dividend
in specie is declared (on cessation
of residency). The amendment deems
those shareholders to have disposed of
all their shares in the company at market
value on the day before it ceased to be
resident and to have reacquired the shares
at market value on the day of the exit.
The proposed amendment will apply
retrospectively from 1 January 2021 if
passed in its current form and in respect
of the holder of shares in a company
that ceases to be a resident on or after
that date.
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