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CHAPTER 3

CAPITAL GAINS TAX

In order to understand the combined effects of capital gains tax and estate duty, it is
necessary to outline certain relevant provisions of the Eighth Schedule to the Income Tax
Act’. A key concept in the capital gains tax regime is the “disposal” of an “asset” as it is
this event that triggers a potential liability for capital gains tax.*® It follows that if the
event in question was not a “disposal” or the subject matter was not an “asset”, no capital

gains tax consequences would arise.

Asset

The term ‘asset’* is defined for capital gains tax purposes and includes both property and
a right or interest of whatever nature to or in property. This definition includes
immoveable property. incorporeal property, and usufructuary and fiduciary interests in

immoveable property.

** Act No. 58 of 1962 (as amended).
“*Eighth Schedule, paragraph 2(1).
* The definition of *asset” in paragraph 1 of the Eighth Schedule provides:
““asset” includes:
(a) property of whatzver nature, whether movable or immovable, corporeal or incorporeal, excluding
any currency, but including any coin made mainly from gold or platinum; and
{(b) aright or interest of whatever nature to or in such property’
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Disposal

The term ‘disposal’® is defined in the Eighth Schedule of the Income Tax Act* and
broadly includes the creation, variation, transfer or extinction of an asset. Specifically
included in the definition are a sale, donation, termination, expiry or abandonment of an
asset. Paragraph 40" of the Eighth Schedule deals with disposals to and from a deceased

estate.

** The definition of “disposal” in paragraph 11 of the Eighth Schedule provides that *a disposal is any event,
act, forbearance or operation of law which results in the creation, variation, transfer or extinction of an
asset, and includes-

(a) the sale, donation, expropriation, conversion, grant, cession, exchange or any other alienation
or transfer of ownership of an asset;

(b) the forfeiture, termination, redemption, cancellation, surrender, discharge, relinquishment,
release, waiver, renunciation, expiry or abandonment of an asset;

(c) the scrapping, loss, or destruction of an asset;

(d) the vesting of an Interest in an asset of a trust in a beneficiary;

(e) the distnibution of an asset by a company to a shareholder’

*® Hereafter referred to as the Eighth Schedule.
7 Paragraph 40 of the Eigtth Schedule provides:
“Disposal to and from deceased estate. -
(1) A deceased person must be treated as having disposed of his or her assets, other than —

(a) assets transferred to the surviving spouse of that deceased person ... ;

(b) assets bequeathed to an approved public benefit organization ...

(¢) a long-term misurance policy of the deceased which if the proceeds of the policy had been
received by or accrued to the deceased, the capital gain or capital loss determined in respect of
that disposal vrould be disregarded ... ; or

(d) an interest in a pension, provident or retirement annuity fund in the Republic or a fund,
arrangement or instrument situated outside the Republic which provides benefits similar to a
pension, provident or retirement annuity fund which 1if the proceeds thereof had been received
by or accrued to the deceased, the capital gain or loss determined in respect of the disposal of
the interest would have been disregarded. ..,

to his or her deceased estate for proceeds equal to the market value of those assets at the date of that
person’s death, and the deceased estate must be treated as having acquired those assets at a cost
equal to the market value, which cost must be treated as an amount actually incurred and paid for the
purposes of paragraph 20(1)(a).

(2) Subject to paragraph 12(5), where an asset 1s disposed of by a deceased estate to an heir or legatee
(other than the surviving spouse of the deceased person... or an approved benefit organization... or a
trustee of a trust —

(a) the deceased estate must be treated as having disposed of that asset for proceeds equal to the
base cost of the deceased estate in respect of that asset; and

(b) the heir, legazee or trustee must be treated as having acquired that asset at a cost equal to the
base cost of the deceased estate in respect of that asset, which cost must be treated as an
amount of expenditure actually incurred and paid for the purposes of paragraph 20(1)(a).

(3) For the purposes of this Schedule, the disposal of an asset by the deceased estate of a natural person
shall be treated in the same manner as if that asset had been disposed of by that natural person.”
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Disposal to the deceased estate

A deceased person is treated as having disposed of all his assets™ to his deceased estate
for proceeds equal to the market value of those assets at the date of death and the
deceased estate is treated as having acquired those assets at a cost equal to that market
value.” This provision was inserted into the Eighth Schedule to cater for the transfer of a
deceased person’s assets to the deceased estate because no proceeds arise during such a
transfer.  The cost or acquisition is then treated as “expenditure actually incurred in
respect of the cost of acquisition”® of those assets for the purposes of determining the
base cost of those assets for the person acquiring those assets at the date of death. This
disposal upon death has the effect that both capital gains tax and estate duty may be

payable upon the same assets on the death of a natural person.

One possible unintended consequence of these provisions is discussed by Stein®! in
regard to farms. Since the deceased is treated as having disposed of all of his assets at
market value at death, if the deceased held trading stock at the date of death 1t would have
to be valued at market value even though it is not a capital asset. In terms of section
35(3)(a) of the Eighth Schedule, since the cost or written down value of the trading stock
would also be included in his taxable income for normal tax purposes, the proceeds from

the disposal of the tracing stock must be reduced by:

* Certain assets are specifically excluded. The excluded assets are:
- assets transferred to a surviving spouse of the deceased,
- assets bequeathed to public benefit organizations approved by the Commissioner, and
- long-term insurance policies of the deceased in respect of which, if the proceeds had accrued to
the deceased, the capital gam or loss would have been disregarded.
* Eighth Schedule, paragraph 40(1).
* Eighth Schedule, paragraph 20(1)(a)
*' M Stein Stein on Capital Gains Tax , Issue 2, Butterworths, at p. 10-7
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“any amount of the proceeds that must be or was included in the gross income of that
person or that must be or was taken into account when determining the taxable income of

that person before “he inclusion of any taxable capital gain”.

In the opinion of Stein this provision is particularly harsh for farmers with livestock that
is accounted for in terms of the First Schedule to the Income Tax Act ™ at the relatively
miniscule standard values applicable to livestock. This is due to the standard values
applicable to livestock for income tax purposes being significantly lower than the market
values of the proceeds used for capital gains tax purposes. As a result the reduction of
the proceeds from the disposal of the livestock, in terms of section 35(3)(a) of the Eighth
Schedule, would be minimal and may result in substantial taxable capital gains arising

upon death.

Distribution by the executor

In terms of paragraph 40(2) of the Eighth Schedule, assets of the estate which are
transferred to an heir, legatee™ or the trustee of a trust must be treated as having been
disposed of for proceeds equal to the base cost of the deceased estate in respect of that
asset. The heir, legatee or trustee will then be treated as having acquired those assets at

that same base cost.

Where an asset of the deceased accrues to a surviving spouse upon the death of the
deceased, the base cost of the asset to the deceased will be treated as the proceeds on

disposal. That base cost will then be attributed to the surviving spouse if the survivor

** First Schedule to the Income tax Act No. 58 of 1962, paragraph 5.
** Excluding the surviving spouse of the deceased and approved public benefit organizations.
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disposes of the asset. In addition, the surviving spouse will be treated as having acquired
the asset on the same date as the deceased spouse for the purpose of calculating the time
apportioned base cost. Consequently, any capital gain or loss may be deferred until the

disposal by the surviving spouse.

Capital gain
A person’s capital gain 1s the amount by which the proceeds received or accrued on the

disposal of an asset exceed the base cost of that asset.”*

Taxable capital gain
The taxable capital gain of a natural person or a special trust is 25% of that person’s net
capital gain for that year of assessment. In all other cases, except for an insurer, the

taxable capital gain is 50% of the net capital gain for that year of assessment.”’

Annual exclusion

The annual exclusion of a natural person and a special trust in respect of any year of
assessment 1s R10 000. However, this exclusion is increased to R50 000 for the year of
assessment in which @ person dies.”® The deceased estate is also entitled to an annual

exclusion, as discussed later in this chapter.

* Eighth Schedule, paragraph 3(a)
> Eighth Schedule, paragraph 10.
* Eighth Schedule, paragraph 5.
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Base Cost

The problem facing the executor is the determination of the base cost of the asset for the
purpose of establishing the capital gain relating to the deemed disposal at death. The
base cost of an estate asset at the death of the deceased is the direct cost to the deceased
of the asset and certain additional expenditure’” as detailed in paragraph 20 of the Eighth

Schedule.

Capital gains tax 1s intended to apply only to those appreciations in the value of an asset
that arise on or after 1 October 2001. Where the deceased acquired an estate asset before
1 October 2001 the capital gains tax provisions provide alternatives for determining the
value as at 1 October 2001 to which expenditure after that date may be added to

determine the base cost. The alternatives are as follows:

= Marker value at 1 October 2001
Generally, the market value of an asset is “the price which could have been
obtained upon a sale of the asset between a willing buyer and a willing seller

dealing at arms length in an open market.””®

7 Some of the more commion items included in the base cost are:

- transfer costs,

- stamp duty and transfer duty,

- expenditure incurred in respect of the valuation of the asset,

- relocation costs relating to the asset, and

- expenditure actually incurred for the improvement or enhancement of the value of the asset.
* Eighth Schedule, paragraph 31(1)(g)
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= Time- apportionment base cost
Under the time-apportionment basis, the proceeds on disposal are apportioned on

a time basis. The capital gain will then be determined using the following

59
formula’:

Where:

Y = the time-apportionment base cost of a pre-valuation date asset

B = expenditure before 1 October 2001, allowed in terms of paragraph 20

P = the proceeds on disposal

N = the number of years between the date that the asset was acquired and 30
September 2001. Part of a year is treated as a full year. N is limited to 20
where the expenditure allowable in terms of paragraph 20 was incurred in
more than one year of assessment prior to 1 October 2001.

T = the number of 12 month periods from 1 October 2001 until the date of the

disposal of the asset after that date. Part of a year is treated as a full year.

Where a portion of the expenditure allowable in terms of paragraph 20 was

incurred on or after 1 October 2001, the proceeds to be used to determine the

% Paragraph 30(1), Eighth Schedule.
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time-apportionment base cost of the asset, must be determined using the following

60
formula™:

Where:
P = proceeds to be used in the previous formula
R = total amount of proceeds
A = expenditure allowable in terms of paragraph 20 incurred on or after
1 October 2001
B = expenditure allowable in terms of paragraph 20 incurred before 1 October
2001,
Both paragraph 30(1) and paragraph 30(2) of the Eighth Schedule, as discussed
above, are subject to paragraph 30(3) of the Eighth Schedule which provides the
conditions under which special formulae for determining the time-apportionment

base cost in respect of certain depreciable assets will apply.

» 20 percent of the market value of the assets at the deceased’s death

Where the costs that are used to determine the base cost at 1 October 2001, in

terms of paragraph 20(1) of the Eighth Schedule, are not known and no valuation

% Paragraph 30(2), Eighth Schedule.
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at 1 October 2001 exists, the valuation date value is deemed to be 20 percent of

the market value of the assets concemed at the deceased’s death.

Relief in respect of capital gains tax paid on death

For capital gains tax purposes, a natural person is treated as having disposed of all his
assets at the date of death. Capital gains tax will therefore be levied on the appreciation
in the value of the assets in the hands of the deceased from 1 October 2001 until the date
of death. Estate dutv, on the other hand, is levied on the net value® of the deceased
estate. Consequently. cases may arise where a significant capital gains tax liability exists
due to the growth in the value of the assets, but no estate duty liability exists due to the

deceased estate being heavily indebted.

The Eighth Schedule"” grants some relief to the deceased estate where the capital gains
tax liability exceeds %0 percent of the net value® of the estate for estate duty purposes,
before taking into account the capital gains tax. The lack of liquidity in the estate would
oblige the executor to dispose of assets in order to settle the liability. In such a situation

the heirs or legatees are permitted to take possession of the assets concerned, provided

*' Determined in terms of the Estate Duty Act No. 45 of 1955. The net value of an estate for estate duty
purposes is the value of the property reduced by the value of the liabilities of the estate before the section
4A primary abatement in terms of the Estate Duty Act No.45 of 1955.

°" At paragraph 41.

** The net value of an estate for estate duty purposes is the value of the property reduced by the value of the
habilities of the estate befori e the section 4A primary abatement in terms of the Estate Duty Act No.45 of
1955.
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they assume the responsibility to pay that part of the tax that exceeds 50% of the net
value of the deceased estate. This liability would have to be paid within a period of three
years from the date the executor obtained permission to distribute the asset and would

bear interest at the rate prescribed by the Minister of Finance.

% The maximum marginal rate of income tax for an individual of 40% is assumed based on the 2003/2004
income tax tables. The capital gain of the deceased is taxed at an inclusion rate of 25%. This results in the
maximum effective capital gains tax rate of 10% (40 x 25% = 10%).

®*R300 000 x 50% = R150 000
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Special trust

A special trust is a trust established for a person suffering from a disability which
prevents that person from eamning sufficient income for their own maintenance. The
2002 Taxation Laws Amendment Act (Act No. 30 of 2002) extended this definition to
include any trust created by or in terms of the will of a deceased person, solely for the
beneficiaries who are relatives in relation to the deceased and who are alive on the date of
the death of the deceased (including any beneficiary that has been conceived but not yet
born) where the youngest of these beneficiaries is under the age of 21 years on the last
day of the year of assessment. All special trusts qualify for the same inclusion rate (25%)
as an individual, but only the first mentioned special trust is entitled to the annual
exclusion granted to natural persons. In addition, a special trust is also entitled to the
primary residence exclusion. For capital gains tax purposes, when the beneficiary of a
special trust dies, the trust continues to be treated as a special trust until the earlier of:

* the date of disposal of all the assets held by the trust, or

* two years from the date of death of the beneficiary.

Primary Residence
Paragraph 45(1) of the Eighth Schedule provides that a natural person and a special trust
must disregard capital gains and losses that arise from the disposal of a primary residence

to the extent that they do not exceed R1 million.
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The following definitions are relevant for an understanding of the primary residence

provisions:

“*Primary residence” means a residence —

(a) in which a natural person or a special trust holds an interest; and
(b) which that person or a beneficiary of that trust or a spouse of that person or
beneficiary —

(1) ordinanly resides or resided in as his or her main residence; and

(ii) uses or used mainly for domestic purposes.**

It is evident from the definition that a natural person or a special trust must hold an
interest in the residence. If a company, close corporation or ordinary trust owns an
interest in a property, it will not qualify as a primary residence. This is true even if a
shareholder of the ccmpany, a member of the close corporation or a beneficiary of the
trust occupies the residence. Furthermore, the residence must be occupied as the main
residence by the owner (if the owner is a natural person), or by a beneficiary of a special
trust, or by the spouse of either one of them. The residence must also be used primarily

for domestic or private residential purposes.

Only one residence can be a “primary residence” of a natural person or a special trust at
any one point in time.”” As pointed out in a publication by Ernst and Young, ‘this is
expressly provided fo, notwithstanding that the word “primary” on its own would tend to

suggest that conclusion.”®*

° Paragraph 44, Eighth Schedule
*"Eighth Schedule, paragraph 45(3)
® Ernst and Young Practical Guide to Capital Gains Tax 2001 , First Edition, at p. 82.
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““Residence” means any structure including

- aboat®, caravan >r mobile home,

which 1s used as .1 place of residence

by a natural person,

together with any appurtenance belonging thereto and enjoyed therewith.”

The Explanatory Meriorandum on the Taxation Laws Amendment Bill, 2001"" points out

that the type of structure envisaged is

“one of a more permanent nature where the level of facilities make that structure
habitable. An underground structure or a structure built into a cliff-face would possibly
qualify as a residence whereas a tent would not possibly qualify as a residence. It is clear
from the proposed definitions, however, that where land is owned by a natural person, but
that person lives in, for instance, a borrowed caravan, then that land would not qualify as
a primary residence. A residence would mean any structure and as the person would not
have an interest m the structure (the caravan), there would be no primary residence as
defined. An “appurtenance” would be considered as an appendage or something forming
part of the residence such as a separate garage, various outbuildings, 4 swimming pool or

a tennis court.”

““An interest” r cans

(a)  any real or statutory right; or

(b)  a share owned directly in a share block company as defined in the Share Blocks
Control Act, 1980 (Act No. 59 of 1980) or a share or mterest in a similar entity
which 1s not a resident; or

(¢)  aright of use or occupation,

but excluding

% Per the Eighth Schedule, paragraph 1:
“pboat™ means any vesse: used or capable of being used in, under or on the sea or internal waters,
whether-
(a) self- propelled or not; or
(b) equipped with an inboard or outboard motor
7 Paragraph 44, Eighth Schedule
"AL77-78
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(1) aright under a mortgage bond; or
(1)  aright or interest of whatever nature in a trust, other than a right of a lessee who is

not a conr ected person in relation to that trust."’

This implies that a person may hold an interest in a residence by owning the residence, by
holding shares in a share block company or even by holding a mere right to occupy the

residence.

Sale of estate assets

If during the winding-up of a deceased estate assets are disposed of, the deceased estate is
treated 1n the same manner as the deceased would have been treated if the deceased had
disposed of the assets.”” The effect of this provision is that the estate will be taxed at the
same inclusion rate and will enjoy the same exclusions that the deceased would have

enjoyed if the deceased had disposed of the assets on the day before death.

According to Huxham and Haupt”, it is not clear how the primary residence exclusion
works when an estate sells a primary residence. The deceased would be allowed the R1
million primary residence exclusion for capital gains tax purposes upon the deemed
disposal of the decezsed’s assets to the deceased estate. However, it 1s questionable
whether the R1 million primary residence exclusion will be allowed again with respect to

the disposal by the estate. In the examples in this paper, it is assumed that the primary

7> Paragraph 44, Eighth Schedule

" Eighth Schedule, paragraph 40(3)

" K Huxham and P Haupt (2002), Notes on South African Income Tax, Hedron Tax Consulting and
Publishing CC_atp. 592.
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residence exclusion applies to a deceased estate in the same manner as it would have

applied to the deceased had the deceased disposed of the primary residence.

Huxham and Haupt also point out that it is not clear whether the annual exclusion
allowed to a deceased estate is R10 000 or RS0 000. This confusion arises because the
annual exclusion of & natural person and a special trust increases from R10 000 to R50
000 1in the year of death. It is also unclear whether the R50 000 exemption may be
extended to the deceased estate if it is not fully utilised by the deceased. The examples in
this paper will assume that the deceased estate 1s allowed an annual exclusion of R10 000

if an asset is sold during the winding-up of the estate.

Transitional provisions

Many properties have traditionally been held in trusts, companies and close corporations
for a variety of reasons, including wealth protection and estate planning. Since the
primary residence exclusion only applies to natural persons and beneficiaries of special
trusts, properties held in these structures would not have this exclusion available to them.
As a result, transitional provisions were included in the Eighth Schedule” to provide for
the transfer of a primary residence held in a corporate structure or a trust to be transferred
to a natural person free of capital gains tax, transfer duty, secondary tax on companies

and stamp duty. Similar provisions were introduced into the Transfer Duty Act’®,

75 <
At paragraph 51.
76 Transfer Duty Act No. 40, 1949, section 9(16) and (17)
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A primary residence wransferred to an individual by a company, close corporation or trust
under these circumstances was treated as having been disposed of and acquired at market
value on 1 October 2001, even though the actual date of disposal was after that date. As
the market value of the property on 1 October 2001 was also the expenditure at 1 October
2001 for the property, no capital gain or loss arose in the hands of the company, close
corporation or trust. Any capital gain or loss after 1 October 2001 will be accounted for
in the hands of the individual taking transfer if the primary residence ever qualifies for
capital gains tax. In order to take advantage of these provisions, a primary residence had
to be transferred by 30 September 2002 and was to be registered in the individual’s name

by 31 March 2003.
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CHAPTER 4

ANALYSIS OF THE CUMULATIVE RATE OF CAPITAL GAINS
TAX AND ESTATE DUTY

When analysing the effects of capital gains tax and estate duty on the tax liability of the
deceased, it 1s necessary to analyse the cumulative effective rate of capital gains tax and

estate duty to determine how the cumulative effective rate compares to the original rate of

estate duty before the implementation of capital gains tax on 1 October 2001.

Example 4.17

Mr X dies and his only asset at the date of death is a block of flats. Three scenarios are
analysed below. These scenarios present situations where the market value of the block
of flats is 50%, 100% and 150% in excess of the base cost of the block of flats at the date

of death. The base cost of the block of flats is R5 million.

Estate

tyCal o 190% 50%
Market value ~ death (A 10000 000 12 500000
Repmdun i Ny 25%  25%

RO

77 This example ignores the section 4A primary abatement provided for in the Estate Duty Act No. 45 of
1955 and the annual exclusion provided for in the Eighth Schedule of the Income Tax Act No. 58 of 1962.
7 Due to the introduction of capital gains tax the Minister of Finance announced a reduction in the estate
duty rate from 25% to 20% from 1 October 2001.











































































































































































































































































































